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CHAPTER ONE 
WHAT IS POVERTY? 

 
 
Poverty means many different things to different people. It undoubtedly involves some form 
of unacceptable deprivation, but that is as far as the consensus goes. This Chapter introduces 
the evolution of concepts and definitions of poverty before explaining how poverty is defined 
for this Annotated List of Pro-Poor Policies and Programs. Distinguishing between concepts 
is important because the choice of poverty definition significantly influences what policies 
and programs are more pro-poor than others.  
 
 

FROM INCOME TO LIVELIHOODS VIA BASIC NEEDS AND CAPABILITIES 
 
The usage of the term poverty has evolved a great deal in the past decades. It has expanded 
over time with the recognition that poverty is multidimensional. The early poverty definitions 
were narrowly focused on income. Today’s broader definitions include income poverty as 
just one of a range of aspects of deprivation, all of which are inter-related. Poverty is seen as 
a dynamic, complex, institutionally embedded and gender- and location-specific 
phenomenon. This major shift in thinking is reflected in the differences between the World 
Bank’s seminal World Development Report 1990: Poverty and the World Development 
Report 2000/2001: Attacking Poverty. The first report focused on income poverty. Written a 
decade later, the latter identifies four dimensions of poverty: income poverty, health and 
education, vulnerability, and voicelessness. 
 
 
Income Poverty 
 
During the 1950s and 60s, economic development was viewed as synonymous with increased 
national production. Poverty was seen as a result of low GDP per capita. This period saw 
little attention to income distribution or poverty per se; it was assumed that the benefits of 
modernization would eventually trickle down to all.  
 
 
Basic Needs 
 
A concern quickly arose that the expected trickle-down was not happening rapidly enough. 
The 1970s were thus marked by initial efforts to promote growth with equity, leading to 
targeted interventions focused on the poor, including integrated rural development and 
Women in Development (WID) programs. The basic needs approach, introduced by the ILO, 
recognized that there are non-monetary dimensions that influence whether people are poor, 
including lack of basic education, health, and other services (such as water and sanitation). 
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Capabilities 
 
By the 1980s, Amartya Sen was emphasizing that the value of income depends on the extent 
to which it increases the set of capabilities of individuals, and thereby improves their 
functioning in society. Since income is only one determinant of an individual’s capability and 
functioning, it cannot serve as a complete measure of well-being This became the foundation 
of the UNDP’s definition of human development as enlarging people’s choices, and of 
poverty as deprivation of the most essential capabilities of life, including leading a long and 
healthy life, being knowledgeable, having adequate economic provisioning, and participating 
fully in the life of the community.  
 
 
Sustainable Livelihoods 
 
In the 1990s, poverty moved to the center of the development agenda. More participatory 
research began to highlight its multi-dimensional nature. Vulnerability was recognized as a 
key dimension, since the poor have fewer assets to cushion against shocks, both natural and 
man-made (such as financial crisis, conflict, or natural disasters). Building on this concept 
DFID pioneered the sustainable livelihoods framework, built around an asset pentagon 
comprising five types of capital that help to keep people out of poverty: 
 
▪ Human Capital—skills, knowledge, health, and ability to work; 
▪ Financial Capital—earned income, remittances, savings, credit, etc.; 
▪ Natural Capital—access to land, forests, water, and clean air; 
▪ Social Capital—support networks of friends, family, and social organizations); and  
▪ Physical Capital—shelter, transport, water, energy, and communications. 
 
 

ABSOLUTE OR RELATIVE? OBJECTIVE OR SUBJECTIVE? CHRONIC OR TRANSIENT? 
 
A number of additional distinctions are relevant to the definition of poverty: 
 
▪ Absolute poverty means not being able to satisfy the minimum requirements for physical 

survival—food, clothing, and shelter. Absolute poverty thresholds are based on the cost 
of a basket of goods that satisfies these essential food and non-food needs. The 
International Development Target for economic well-being is to reduce by half the 
number of people living in absolute poverty by 2015, as measured by the equivalent of 
one U.S. dollar per person per day. 

 
▪ Relative poverty is defined in relation to either average levels or societal norms. A 

relative poverty line can be set as a fraction of the national average income, for example. 
The logic of this concept lies in the fact that people’s sense of deprivation is often based 
on comparisons with others. Where inequality is high, many people do not have enough 
to meet what is viewed as a normal standard of living in that particular country. A lack of 
indoor plumbing or a telephone might be indicative of relative poverty in the United 
States, but not in Sierra Leone.   
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▪ The subjective poverty approach to understanding deprivation holds that poverty must 

be defined by those experiencing poverty themselves, and that meanings defined ‘from 
above’ (e.g., objective poverty measures in the absolute poverty tradition) are 
disempowering. The subjective poverty approach grew out of participatory rural appraisal 
(PRA) methodologies and participatory poverty assessments (PPA) that sought to 
improve policy-making with local understanding and perceptions of poverty. Seminal 
work in this area is contained in the three-volume Voices of the Poor study.1 

 
▪ The duration of poverty is important for the design of appropriate policy responses. The 

defining feature of chronic poverty is its extended duration. The chronically poor always 
live in poverty and have few assets or opportunities to escape. Transient poverty is 
temporary or cyclical. The transient poor will move out of poverty once the exogenous 
shock has passed. Transient poverty might be related to seasonality, or losing one’s job 
but having a good skill base to find another. The concepts of chronic and transient 
poverty pertain to the dynamics of poverty, recognizing that people and families may 
move in and out of poverty.  

 
 

POVERTY DEFINITIONS HAVE POLICY IMPLICATIONS 
 
The concept of poverty chosen for operational purposes is highly significant since it has 
direct implications for poverty reduction strategies. Where absolute income is the poverty 
indicator, the central poverty reduction strategy becomes raising incomes of the poor through 
economic growth. The relative approach to poverty places greater importance on 
redistributive policies. When basic needs are emphasized, there is a larger role for public 
policy in the provision of health, education, and other basic services for the poor. Where 
vulnerability is central to the poverty dynamic (and transient poverty is the main problem), 
the policy response must emphasize risk mitigation through social protection, e.g., social 
insurance and safety nets.  
 
The progressive widening of the definition of poverty is sometimes represented graphically 
by a triangle with income as the sole dimension at the top, gradually expanding with added 
dimensions of well-being as one moves down the triangle. First suggested by Baulch (1996) 
with slightly different content,2 the pyramid of poverty concepts illustrates an important 
trade-off between conceptual adequacy and practicality. The wider the definition of poverty, 
the richer and more meaningful it is but the less practical it becomes to operationalize, and 
the more difficult it is to make quantitative comparisons. Policy-makers and analysts must be 
aware of this trade-off. 
 
                                                 
1  Voices of the Poor consists of three books by Deepa Narayan et al. Can Anyone Hear Us? (2000) gathers the 

voices of over 40,000 poor men and women in 50 countries from the World Bank’s PPAs. Crying Out for 
Change (2000) is a 23-country comparative study. From Many Lands (2002) presents regional patterns and 
14 country case studies.  

2  Baulch, Bob (1996) “Neglected Trade-Offs in Poverty Measurement,” in IDS Bulletin: Poverty, Policy and 
Aid, Vol. 27, No. 1. 
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Figure 1: A Pyramid of Poverty Concepts 
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A DEFINITION OF POVERTY FOR THE PRO-POOR ECONOMIC GROWTH STUDIES  
 
The basic mandate for the Pro-Poor Economic Growth Research Studies and Guidance 
Manual Activity helped to determine the poverty definition used. The focus on pro-poor 
economic growth suggests absolute income as the core indicator of poverty. On the one hand, 
income is a much more manageable concept to operationalize than the more complex multi-
dimensional definitions of poverty shown in Figure 1. On the other hand, income is the 
central variable in absolute poverty, affecting most or all of the other factors that go into 
broader poverty definitions. That said, this Policy List does include discussion and policy 
guidance on non-monetary aspects of deprivation, such as access to health care, basic 
education, and other services (see Chapter Four). It proposes policies and programs to reduce 
vulnerability through targeted programs (see Chapter Five). And it considers cross-cutting 
poverty issues including gender, the environment, and governance (see Chapter Six). 
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CHAPTER TWO 
WHAT IS PRO-POOR GROWTH? 

 
 
When the focus is on income poverty, what matters most is how rapidly the incomes of the 
poor increase in absolute terms. That depends not only on how pro-poor the growth is but 
also on the overall or per capita growth rate. The degree to which growth is pro-poor can be 
defined by the elasticity of income growth of the poor in relation to the per capita income 
growth rate (referred to as the elasticity of connection). When overall growth is fast, it 
requires only a modest elasticity to significantly raise the absolute income of the poor. When 
overall growth is slow, acceptable growth in the absolute income of the poor requires that 
this elasticity be high. In several East Asian countries, especially Indonesia and China, the 
combination of very rapid aggregate growth and an elasticity of connection greater than one 
has led to the fastest and most massive reductions in poverty in history. 
 
What happens to relative incomes is also important. If the income of the poor rises but they 
can see all around them clear evidence that the income of the wealthier is rising more rapidly, 
this can lead to anger and political instability, expressed in different societies in a range of 
ways from the ballot box to riots and violence.  
 
 
IS RAPID ECONOMIC GROWTH NECESSARY OR SUFFICIENT FOR POVERTY REDUCTION? 

 
If the aim of pro-poor growth is to increase the absolute income of the poor in order to raise 
as many as possible out of poverty, then conceptually there are two ways of doing so:  
 
▪ By increasing average income in the country; or  
▪ By helping the poor to obtain a larger share of national income, i.e. by improving income 

distribution.  
 
Policy options are complicated because the two elements are related. The rate of growth can 
be affected by income distribution and income distribution can be affected by the policies 
pursued to raise the rate of growth. Complications notwithstanding, growth is generally good 
for the poor, for the following reasons:  
 
1. On average, the empirical record shows that a higher rate of growth benefits the 

poor. There is no clear tendency for faster growth to lead to a less equal income 
distribution. If a higher rate of growth can be achieved without causing a worsening of 
income distribution then, by definition, it helps the poor to emerge more quickly from 
poverty. On the other hand, faster growth achieved at the cost of a less equal income 
distribution does not necessarily guarantee faster poverty reduction. The empirical record, 
however, shows that even in those cases where worsening income distribution has 
accompanied fast growth, the poor have generally benefited from that growth. 
Deterioration of distribution, where it does occur, is seldom sharp enough to offset the 
positive impact of growth. 
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On the other hand, stagnation or decline in per capita incomes always hits hard at the 
poor. This has been confirmed by studies of Latin American countries during the crisis of 
the 1980s and more recent analyses of the effects of the Asian and other economic crises 
of the 1990s. The country case studies of Peru, Ukraine, and Indonesia report sharp 
increases in poverty when per capita income stagnated or fell (see Deliverable 10). 
Declining incomes are usually disastrous for the poor. 

 
2. There is no clear and general impact of the level of inequality on the rate of growth. 

It was once a common view among development specialists that greater inequality 
facilitated a higher rate of growth because it led to greater savings (see Deliverable 3, 
Pro-Poor Economic Growth: A Review of Recent Literature). Subsequent analysis has 
shown that there is no clear-cut relationship between inequality and the rate of growth. In 
fact, in some circumstances inequality is clearly bad for growth.  

 
3. The relationship between rate of growth and poverty reduction varies greatly 

among countries and over time. While growth on average is definitely pro-poor, there 
are great differences across countries and in the same country over time, in the extent to 
which the poor benefit from a higher rate of growth. A central goal of this project is to 
identify the circumstances that help the poor the most. 

 
4. The key policy-related determinant of how growth benefits the poor is the labor 

intensity of that growth. The access of the poor to assets, and particularly to land in 
many poor countries, also greatly influences their incomes. But such access does not 
change much unless there is a radical upheaval in the whole system. Over the longer term 
other variables also matter, including the spread of education and changes in the access of 
the poor to credit and informally acquired property. However, the labor intensity of 
growth can change substantially in the short run, depending on the sectors and sub-
sectors that contribute to the growth. And that, in turn, is substantially influenced by 
policies. Two key sectors are construction and agriculture. 

 
5. Significant improvements in income distribution through asset redistribution have 

been achieved only by a very few countries, except after a major change in the 
political system, changes which usually have their own costs. Therefore we do not 
address the possibility of deliberate and major changes in income distribution through 
this mechanism as a policy tool to achieve more pro-poor growth. 

 
6. Ignoring obvious increases in inequality, especially when they occur during periods 

of economic stagnation or decline, often has great political costs. These, in turn, can 
result in economic losses that impact the poor.  

 
Our broad conclusion is that in virtually all countries and over periods of a decade or more a 
healthy rate of growth is necessary for fast and sustained poverty reduction. Fast growth 
tends also to be sufficient to achieve at least a moderate rate of poverty reduction. But it is 
also true that the pattern of growth is an important determinant of the speed of poverty 
reduction with any given rate of growth, so the aim of policy should be to achieve both fast 
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growth and a poverty-reducing pattern of growth. Under many circumstances carefully 
designed policy can achieve both. The relationship between these two determinants of 
poverty reduction is illustrated in the next section. 
 
 

PRO-POOR, PRO-GROWTH, OR BOTH?  
 
There is an important ambiguity in the phrase ‘pro-poor growth’.3 It is widely taken to refer 
to any situation in which the income of the poor grows faster than that of all households, that 
is, where the distribution of income between the poor and the non-poor improves as the 
economy grows. However, if the objective of a poverty reduction strategy is to increase the 
welfare of the poor, then a growth strategy which is pro-poor in the above sense may be 
inferior to a strategy which produces a higher overall growth rate but does not involve 
disproportionate benefits to the poor.  
 
Figure 2 illustrates this point. The origin represents the initial conditions in a particular 
country at the outset of a growth episode of some duration. Each arrow represents two 
aspects of such a growth episode: the percentage change in aggregate national real 
consumption, measured along the horizontal axis, and the percentage change in the real 
consumption of the poorest 40 percent of households, measured along the vertical axis.4 The 
northeast and southwest quadrants represent the overwhelming majority of real-world 
experience, as documented by Deininger and Squire (1996) and others: overall growth 
accompanied by growth in the consumption of the poor and overall economic deterioration 
accompanied by further immiseration of the poor. The empirical record demonstrates that the 
consumption of the poor only rarely moves in a different direction from national 
consumption. As a result, it is reasonable to concentrate on the northeast quadrant, where 
virtually all episodes of overall growth that benefit the poor are plotted.  
 
Growth with unchanged distribution is represented by an arrow lying along the 45 line. All 
arrows lying above the 45 line (e.g., D and E) represent pro-poor growth in the sense that the 
growth of the income of the poor is higher than the national average growth rate. All arrows 
below the 45 line (e.g., A, B or C) represent “trickle-down” or “pro-rich” or “anti-poor” 
growth, regardless of how well the poor do over the corresponding growth episode. One can 
rank growth strategies in two different ways: by how fast the income of the poor rises relative 
to everyone else (how far from the 45 degree line the growth trajectory is) or how fast the 
income of the poor increases (the vertical component of the arrow representing the growth 
                                                 
3  This section and Figure 2 draw heavily on an unpublished paper by Don Sillers, which he has kindly 

permitted us to use here. 
4  The poorest 40 percent are highlighted purely for the sake of specificity; attention could equally be drawn to 

the poorest 10 percent or 20 percent, or to those households initially living under the $1-a-day or $2-a-day 
poverty lines. In poor countries, mostly in Africa and South Asia, the poorest 40 percent are all absolutely 
poor by world standards and an appropriate focus for attention. In middle-income countries, mostly in South 
America, the poorest 20 percent fall in the category of absolute poor and are often the focus of policy and 
program attention. The poorest 10 percent in most countries can be considered the “poorest of the poor”. To 
reach them may be more difficult, most cannot be helped by policies that work through the labor market 
since they may have no family members who can hold regular jobs and they can be helped only by welfare 
measures. Our focus is not on the poorest, but on the much larger group that has at least one income earner. 
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strategy). According to the first criterion the growth strategy which reaches point E is more 
pro-poor than one which reaches point B simply because the income of the poor is higher 
than the overall average at point E whereas it is lower at point B. For those interested in the 
growth of income of the poor, B is preferable to E.  
 

Figure 2: Two Concepts of Pro-Poor Growth 
 

 
 
The conclusion is that growth strategies should not be ranked by how fast the relative 
incomes of the poor increase. Rather one should pay most attention to how fast the absolute 
incomes of the poor increase. The goal of pro-poor growth strategies as defined in this Pro-
Poor Economic Growth Guidance Manual is to increase the growth rate of the poor by 
increasing the growth rate of the economy and by increasing the extent to which that growth 
rate benefits the poor (by rotating the growth arrow for the economy in Figure 2 in a counter-
clockwise direction). 
 
 

OVERVIEW OF THE ELEMENTS OF PRO-POOR GROWTH 
 
 
The Key Mechanisms of Pro-Poor Growth 
 
The main sources of income for most poor families are earnings from unskilled or semi-
skilled labor, including earnings from self-employment on small farms or informal sector 
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enterprises. Skilled workers are not usually among the poor in lower income countries, nor 
are those who derive much of their income from such assets as land or from trade which 
requires substantial stocks of goods. Accordingly, the key to pro-poor growth is to raise the 
earnings of unskilled and semi-skilled labor in a sustainable way. Low labor earnings reflect 
a combination of low skills (human capital) and lack of complementary resources (land, 
capital) for the typical worker, and relatively unproductive technologies. Raising the incomes 
of the poor as a group is thus mainly achieved by raising the levels of human capital and 
complementary resources and by improving the technologies used by those workers. In labor 
abundant countries where there is disguised unemployment, this task is largely achieved by 
the transfer of workers from low productivity family or self-employment activities to formal 
sector wage work in industries that expand with standard technologies. In countries where 
resources are badly allocated among uses (or, in the extreme, not used at all) due to market 
imperfections or other causes, it is important to remedy this waste through inefficiency, in 
order for the economy to perform up to its potential. 
 
Mandating high wages in a low productivity economy cannot produce high earnings for the 
whole labor force. Instead it leads to a relatively small group of high-income workers, while 
the rest either suffer open unemployment or, more commonly, low earnings in the informal 
labor market. 
 
The goal of this Policy List is to identify policies that are win-win, meaning that they speed 
economic growth (through greater efficiency) and raise the income share of the poor. Since 
growth comes essentially from investment in physical and human capital and from 
improvements in technologies, policies influencing these variables affect how much growth 
results and how pro-poor it is. For human capital formation, it matters whether it primarily 
enhances the human capital of the rich or the poor. Expanding primary education to reach 
more of the poor or improving its quality in poorer regions would be more pro-poor than 
investing in higher education. Irrigation or improved seeds are more pro-poor on small, 
labor-intensive farms rather than on mechanized plantations. Expanding micro-savings and 
credit institutions which raise the savings and investment potential of the poor is more likely 
to have pro-poor effects than innovations which improve the channeling of funds to capital 
intensive industries controlled by the economic elite. 
 
Not all growth is pro-poor. The introduction of high productivity technologies which are 
labor-displacing can result in all of the income increases accruing to non-labor factors. The 
current growth of supermarkets in low-income countries raises concerns of this sort. Of 
course, if the new technologies raise the real income of the non-poor sufficiently the second-
round effects may result in a net increase in labor demand. Savings from lower food 
distribution margins may be spent by the non-poor to purchase more labor-intensive services. 
The poor might benefit directly from the lower food costs. But such benefits are by no means 
guaranteed when new highly productive technologies are at the center of the growth process. 
 
An effective pro-poor policy package is one that successfully induces the key growth 
mechanisms to yield positive results. Good macroeconomic policy sets the stage for strong, 
stable growth and affects how much growth benefits the poor. Trade and foreign investment 
policy determines how much the country benefits from exchange with the world economy. 
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To complement effective policies in the macroeconomic and trade areas, a country needs 
effective sectoral and microeconomic policies, whose broad objective is to foster or 
undertake (in the case of direct public sector participation) investment and technological 
advance in the areas most likely to contribute to growth and poverty reduction. Application 
of the appropriate cost-benefit and distributional criteria implies, especially for lower income 
developing countries, that much of this investment and technological change should occur in 
agriculture. Consequently it is important that policy not underestimate the importance of this 
and other labor-intensive sectors. 
 
The degree and details of government involvement in the economy influence both the pace 
and pattern of growth. Since the capacities of government vary enormously around the 
developing world, no detailed generalizations are possible as to which aspects of the 
economy it should play a key role in and where reliance should be placed on markets. In 
important respects the two are complementary, since government must establish and enforce 
minimum conditions for markets to work well. In most countries it appears that the limited 
human resources available to the public sector should be focused on macroeconomic 
management, general policy setting and the establishment of broad criteria to guide private 
sector behavior, rather than on involvement in direct production of goods and services or 
highly detailed management. It is essential to curtail the tendency of governments toward 
bureaucratic and rent-seeking behavior. At the same time it must be recognized that private 
agents may be as prone to rent-seeking as public ones and that economic efficiency requires 
policies that effectively limit this tendency in both private and public sectors. 
 
 
The Broad Policy Recipe for Pro-Poor Growth 
 
The best experiences of pro-poor growth have seen the incomes of the poor rising at 6 
percent to 9 percent per year, when overall GDP growth is very fast, population growth slow 
to moderate, and the income of the poor rising as fast as or faster than that of the population 
as a whole. Such performances require ideal conditions in many respects, e.g., rapidly 
growing labor intensive exports and high savings and investment rates. The gap between 
these super-successes and the many failures, where the poor have been losing ground over 
recent decades, is enormous. The difference between well-designed pro-poor policies and the 
lack thereof accounts for a significant portion of the gap. The most important elements of that 
recipe appear to be: 
 
▪ Avoiding major waste and loss through inefficient government and focusing the attention 

and efforts of the public sector on such key policy areas as macroeconomic policy, 
provision of high priority public goods (e.g., infrastructure, basic education, basic health 
care, agricultural research and development); 

 
▪ Well-designed macroeconomic policy to facilitate high savings and investment, with 

appropriate balance between public and private investment, and steering clear of the 
macroeconomic or balance of payments imbalances which can lead to serious economic 
instability; 
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▪ Choice of public investments and encouragement of private investments which will 
promote pro-poor growth, e.g., infrastructure beneficial to small farmers or to micro, 
small and medium enterprises; agricultural research geared towards improving 
productivity in labor-intensive and small-farm crops; basic education and health care; 

 
▪ Exchange rate management putting a premium on stability and on avoiding 

overvaluation, and with selective use of undervaluation where this can accelerate growth; 
 
▪ Careful defense against unstable flows of international (short-term) capital; 
 
▪ Appropriate encouragement of exports and import substitutes, especially when the 

country's comparative advantage lies in labor -intensive goods and services; and 
 
▪ Investment in human capital such that the relative size of the pool of unskilled labor will 

shrink quickly and create a situation in which the country's comparative advantage will 
increasingly be found in goods and services intensive in skilled labor and capable of 
generating higher labor productivity. 

 
In each of these domains policy can be more pro-poor or less so, so each requires careful 
design to achieve the desired goal. 
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CHAPTER THREE 
THE BROAD POLICY SETTING 

 
 

MACROECONOMIC AND TRADE POLICY 
 
Macroeconomic policy (policy on the exchange rate, taxes and government expenditures, 
inflation and interest rates) together with trade policy) sets the stage for strong, stable growth 
and affects how much growth benefits the poor. On the fiscal side, it is important that taxes 
not fall too heavily on the poor. On the expenditure side, investments in infrastructure and 
education and health should be pro-poor. Monetary policy affects the allocation of credit to 
the poor and near-poor and the relative returns to financial assets held by them. The success 
of overall macroeconomic policy in avoiding severe economic cycles is very important to the 
poor, since they suffer disproportionately from economic downturns and from high rates of 
inflation. 
 
The exchange rate and barriers or inducements to trade and capital flows have an especially 
large impact on the poor through their impact on growth and its labor-intensity. The real 
exchange rate is a key determinant of whether growth is led by the traded or the non-trade 
goods sector. Whether or not growth is unskilled labor intensive depends in turn on which 
sector, traded or non-traded requires more unskilled labor. Countries differ in this regard, and 
so therefore does the relationship between the exchange rate and the demand for unskilled 
labor. In the so-called Dutch disease economies, most traded goods are natural resources 
produced with relatively little unskilled labor. In such economies most unskilled labor is in 
the non-traded goods sectors. Here appreciation helps unskilled labor and is favorable to the 
poor. In other countries where tradables come primarily from agriculture or manufacturing, 
appreciation is likely to hurt the poor.  
 
It is crucial to distinguish between change in the rate exchange rate that occurs during 
temporary changes in conditions such as a rise in the inflation rate or a temporary capital 
inflow. Both of these cause a temporary appreciation of the real exchange rate which will 
hurt the traded goods sector and its employees, but which helps the non-traded goods sector. 
Whether or not that helps or hurts the poor in any particular economy will then depend on the 
nature of its traded goods sector-is it closer to the natural resource case or the manufacturing-
agriculture case. But in either case policy-makers should remember that these changes are 
temporary. In the long run the real exchange rate and the real wage for unskilled labor have 
to adjust to the comparative advantage and structure of the economy. In natural resource 
economies, most employment of unskilled labor will be in the non-traded goods sectors. 
They will not be harmed by a gradual appreciation of the real exchange rate. The opposite 
will be the case for economies with large manufacturing and agriculture sectors.  
 
Complicating the effective management of the real exchange rate is the fact that the medium 
or long run equilibrium rate is not known in advance and that short-term changes can be 
large. The prediction of future equilibrium rates is hard in a world where the prices (and to a 
lesser degree the quantities) of traded goods and services are volatile, and harder still when 
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there are huge capital flows with no easy way to know which movements will turn out to be 
permanent and which transitory. When market forces lead to an exchange rate appreciation 
they may be guiding that rate to a new long-run equilibrium level, if the appreciation is due 
to a long-run capital inflow or higher domestic productivity. Or they may be producing an 
overvalued exchange rate. In the former case, the country has the task of designing an 
incentive structure such that the capital inflow will be used in a pro-poor employment-
creating way. In the latter case it has the task of trying to counteract the damping effect of the 
appreciation on the production of tradables in order to prepare for the day when the capital 
inflow will stop or be reversed. 
 
International trade provides benefits to all developing countries, but their magnitude depends 
on how strong are the country's comparative advantages and in what products. If they are 
concentrated in labor-intensive goods and services, both the growth and the distribution 
impacts of trade are likely to contribute to poverty reduction. Where the comparative 
advantage lies in capital or resource intensive goods (like mining or agricultural goods 
produced in capital or land intensive ways), though the growth benefits may be substantial 
the poverty effects may not be unless policy is carefully designed to use the gains from 
export activities to create productive employment in other activities. The empirical evidence 
is ambiguous on whether the typical developing country would gain from moving further 
towards free trade, which suggests that some countries would and others would not, 
depending on their structures, location and current degree of openness. 
 
Like trade, international investment is much more beneficial to developing countries under 
some circumstances than under others. In many situations the most desirable form is foreign 
direct investment (FDI) leading to the creation of new productive capacity (rather than 
buying existing capacity), with a net inflow of capital at least as great as the FDI itself (rather 
than relying on domestic borrowing). Ideally it would create a large number of jobs, not 
displace domestic firms, achieve international competitiveness (if producing tradables) and 
generate positive externalities for other firms through technological transfer, or input and 
output linkages. 
  
International portfolio capital movements, which have been greatly liberalized in developing 
countries over the last couple of decades, bring serious problems and challenges along with 
benefits. In particular, short term capital flows (“hot money”) have the potential to greatly 
complicate the management of both trade policy and macroeconomic policy and have been 
the main source of numerous financial crises over the last decade. To lower the likelihood of 
severe economic downturns countries need to find ways to curtail such capital volatility, 
whether through controls on capital flows or strengthening the capacity of their financial 
systems to deal with such short-term movements. 
 
We have addressed only a few macro-economic tools. Given the importance of growth to 
poverty reduction, the effective management of macroeconomic/trade/exchange rate/foreign 
investment policies is clearly important for its growth effects alone. Avoiding 
macroeconomic recessions is also extremely important to the poor since these tend to be 
doubly damaging—a worsening distribution of income often accompanies the loss of output, 
and poverty almost inevitably rises. Finally these trade-related policies can also have a large 
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impact on the labor-intensity of growth and are therefore important determinants of the 
extent to which growth is pro-poor.  
 
 
Macroeconomic and Trade Policy Recommendations 
 
1. Well-designed macro-policies (especially 

policies with respect to the exchange rate, trade, 
and capital flows) provide incentives to labor-
intensive and therefore pro-poor growth. Since 
the poor derive most of their income from labor, increasing demand for labor is the key to 
pro-poor growth. 

 
2. Avoid hyperinflation and/or accelerating inflation. Both hyperinflation and 

accelerating inflation hurt the poor because in both cases the real wage of unskilled labor 
tends to fall. Recent evidence (see cases studies of Brazil, Indonesia and Peru) shows that 
the poor gained from the successful elimination of hyperinflation. It follows that using 
monetary or fiscal policy that is so expansionary that it leads to high rates of inflation will 
not help the poor at least in the long run. It is far less clear whether there is any 
relationship between poverty and inflation when inflation is relatively low (<20 percent) 
and fully anticipated. Therefore, forcing the economy through a lengthy recession in 
order to bring the inflation down from 10-20 percent to 5 percent or less is likely to hurt 
the poor even though such stabilization may be justified on other grounds.  

 
3. Strengthen tax collection capacity. Tax collecting capacity should be strengthened 

where there is need to increase government expenditures on infrastructure, and on 
education, health and other poverty-reducing government activities. Raising the 
effectiveness of the tax system is often feasible and better than raising tax rates (see 
Deliverable 10, Peru) since a low tax take often signals both inefficiency and corruption 
in the tax agency, with resulting horizontal inequities.  

 
4. Maintain a tax structure that is favorable to pro-poor growth. Tax rates on the 

income and consumption of the poor should be kept relatively low, both for direct 
welfare reasons and because of high collection costs per unit of revenue. Taxes on labor 
discourage employment creation (see Section B.2). Excise taxes on goods consumed by 
the non-poor, and especially the wealthier do the least damage to growth and the welfare 
of the poor. Indeed they can have beneficial effects on savings and therefore growth. 

 
5. Keep real interest rates positive but not excessively high for both borrowers and 

lenders/savers. Very low interest rates to borrowers tend to be anti-poor because the 
poor and smaller, more labor-intensive firms are usually “crowded out” of the queue for 
such loans (see Deliverable 11, Finance). At the other extreme, very high (e.g., above 15-
20 percent) real interest rates as a tool of tight macroeconomic policy should be avoided 
to the extent possible, by avoiding the fiscal and monetary conditions which make them 
eventually hard to avoid, given the cost to the poor of recession per se and of the impact 
of high interest rates on employment creation, especially by smaller firms. 

Well-designed macro-economic policies are 
the key to rapid growth and rapid growth is 
essential for sustained poverty reduction.  
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6. In economies with large traded goods sectors in labor intensive manufacturing 

and/or agriculture, avoid temporary exchange rate overvaluations. Temporary 
overvaluations (appreciations of the real exchange rate) may occur because of temporary 
capital inflows or because the exchange rate is used as a way of controlling inflation. In 
either case the traded goods sector and its unskilled labor will be hurt in the short run. 
Indeed mild undervaluation can have considerable benefits to the poor. (See deliverable 
10 on Egypt and Peru).  

 
7. Avoid excessive fluctuation in the real exchange rate. Regardless of the structure of 

the economy (whether the traded goods sector is based mainly on natural resources or on 
unskilled labor) temporary fluctuations in the real exchange rate are costly. They cause 
temporary and wasteful contractions and bankruptcies in sectors which may well be 
competitive in long run equilibrium. Temporary fluctuations in relative prices always 
have significant real costs to the poor and everyone else. To reduce these fluctuations 
some sort of controls of short run capital may be necessary.  

 
8. Provide special incentives and remove barriers to labor intensive exports and 

import substitutes. The main pro-poor benefits from trade tend to come from its 
facilitating production of labor-intensive items. Export taxes are particularly 
inappropriate for such goods. Public or private monopolies on the trade of such goods 
should be removed (see Deliverable 10, Uganda and Indonesia) to maximize the benefits 
of such policies. Countries which use tariff or other protection to foster selected 
industries should, where administratively feasible, promote effective drawback schemes, 
bonded warehouses and other incentives to offset the cost-raising effects of those 
restrictions on the production of labor-intensive tradables, especially in the case of labor-
intensive exports that use significant amounts of imported inputs. Incentives—especially 
through the exchange rate—for non-traditional labor-intensive exports are particularly 
beneficial when an economy is in recession and idle labor and capital can be put to work. 
A favorable exchange rate can be especially helpful at such a time (see Deliverable 10, 
Peru).  

 
9. When Structural Adjustment (SA) is necessary to correct an unsustainable balance 

of payments deficit it should be tailored to minimize the costs to the poor, usually 
hard-hit by it. Uganda in the 1990s was relatively successful, as was Egypt, in managing 
structural adjustment. The story of SA in Zambia is decidedly more mixed (see 
Deliverable 10, Uganda, Egypt and Zambia).  

 
10. Types of foreign direct investment (FDI) that are likely to have pro-poor growth 

effects should be given greater incentives than others. Greenfields FDI, which brings 
in its own capital, is usually preferable to portfolio or other short term inflows. Since both 
the growth and distributional impacts of FDI can vary widely, a selective approach to it is 
needed. 

 
11. Portfolio capital flows should be subjected to enough control to limit the potential 

damage from rapid outflows leading to macroeconomic and financial crisis. Portfolio 
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investment and short-term borrowing can contribute to unexpected capital outflows, to 
exchange rate appreciation which discourages investment in tradables, to severe 
fluctuations in the prices of stocks and bonds within the country and to various other 
maladies. But the advantages of such capital flows can be a deepening of the financial 
sector and greater access to venture and start-up capital. 

 
 

LABOR AND EMPLOYMENT POLICIES 
 
The main objective of all pro-poor policy affecting levels and conditions of employment is to 
raise the value of the human capital owned by the poor. There are two ways to do this. On the 
demand side the government should use its policy tools to make growth intensive in the use 
of unskilled labor. In most economies two key sectors are agriculture and construction. A 
growth strategy led by either of these two sectors is very likely to be pro-poor. On the supply 
side, education, training and investments in complementary inputs such as infrastructure 
should also raise the real wages of the poor. Though higher real wages are one of the central 
goals of economic policy, interventions in the labor market designed to raise wages above 
market levels tend to be counterproductive; the more successful approach has been to gear 
policy towards increasing labor demand such that this would pull up the equilibrium or 
market wage, while also investing in worker skills in order to raise labor productivity. 
Similarly, attempts to assure job stability through heavy restrictions on worker dismissal by 
the firm tend to be inferior to other approaches, and often outright counterproductive. 
Welfare of workers can often be better advanced by policies geared towards lowering the 
cost of living for workers than by interventions that raise their monetary income. 
 
The broad criterion for labor market policy is that it should complement the information and 
preferences of market agents (firms and employees) while intervening mainly in such ways 
as to correct for the effects of:  
 
▪ Lack of information (e.g., workers not being aware of the dangers of certain types of 

work);  
▪ Extreme inequality of market power between the two participants in an employer-

employee relationship; and/or  
▪ The need for overall stability in the labor market (e.g., in order to keep worker incomes 

up and thereby avoid recessions due to lack of demand). 
 
In countries where large firms tend to be capital intensive (e.g., because of capital market 
imperfections or simply because the country is no longer capital-poor) and hence to have 
price inelastic demand curves for labor, the SME sector may be the one where labor 
legislation and the quality of its design and the pattern of its implementation are most 
important. It is therefore essential to reflect an understanding of the situation of that sector in 
the legislation. Will the costs of penalties on firing be very high? In very labor abundant 
countries firms of all sizes are more likely to be labor intensive so the impact of legislation is 
relevant across the board. The implementation of most labor legislation tends for various 
reasons to be partial; the implications of the pattern of implementation need to be taken into 
account in the design of the system. 
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Labor and Employment Policy Recommendations 
 
1. Avoid steps that artificially raise the cost of labor to employers. Wages significantly 

above the opportunity cost of labor run a high likelihood of discouraging employment 
and thereby harming the lower income workers, who fall disproportionately among the 
poor. The gap between wages and the supply price (opportunity cost) of labor can be 
created by the use of monopoly power or legislative intervention (minimum wages), or by 
labor taxes not earmarked for worker benefits. Large non-wage “benefits” which 
contribute to the employer's labor cost run the risk of raising the cost of labor (with 
attendant discouragement of employment) more than they raise the welfare of workers. 
They should be discouraged unless they are demonstrably better for the worker than the 
cash equivalent. Depending on incidence, labor taxes may also fall substantially on the 
workers.  

 
2. Avoid broad-based labor subsidies, except in very special circumstances. Countries 

with high incidence of poverty, and where such a subsidy could benefit many people, are 
not able to afford them or to administer them. Countries with low incidence of poverty 
tend to find superior options. Subsidies that are limited to the formal sector of the 
economy are almost certain to be regressive, benefiting the near-poor who are employed 
at the cost of the poor, who can not find jobs in the better-paying organized sector as a 
result.. 

 
3. Use legislated minimum wages conservatively. If used, minimum wages should provide 

a floor below which most actual wages would reflect monopsony power by the employer, 
lack of market knowledge on the part of the worker, or some other market imperfection. 
Such wages can prevent undue falls in real wages during bursts of inflation. In countries 
where equilibrium wages vary substantially by region, minima should reflect such 
variation to some degree. 

 
4. Consider self-targeted employment programs to provide income security for 

members of poor families. Wages should be kept low enough to be an effective self-
targeting system. Such programs should generate benefits in forms such as infrastructure 
of value to the community (See Section D.3). These programs can be thought of as 
involving a wage subsidy, but should generally be used only under unusual circumstances 
(famines, high unemployment between cropping activities etc.) and should always be 
self-targeted by a low wage, which usually should be below the minimum wage. 

 
5. Avoid excessive limitations on worker dismissal. While job stability is an important 

and appropriate goal of public policy, dismissal rules that are too rigid tend to discourage 
hiring in the first place and can thus be counterproductive to the goal they seek to fulfill. 
Better success is likely to come from efforts to assure a well-functioning labor market 
where the demand for labor is high. 
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6. Avoid policies that create incentives for firms to fire workers. Some elements of labor 
legislation are structured in such a way as to unduly raise the cost of keeping workers on 
and hence encourage worker dismissal even though there is no other reason for the firm 
to prefer this course of action. Such regulations diminish employment stability and are 
likely to curtail on-the -job training.  

 
7. Attempt to raise workers' real wage by holding down their cost of living (to the 

extent consistent with efficiency objectives). Rising productivity in food staples, and 
falling real food prices, have been one of the most important contributors to raising real 
wages in many countries. Efficient investment in housing for poorer families (including 
provision of utilities, sites and services projects etc.) can be important, though care must 
be taken that the spending not be directed towards middle-income groups. Subsidization 
of low-cost urban transportation, which is often desirable on efficiency (economies of 
scale) and environmental protection grounds, can have the added advantages of keeping 
the cost of living down and increasing job access for the poor. 

 
8. Avoid subsidies to the use of capital, except under very special circumstances where 

investment in such capital is likely to significantly raise the demand for labor. One (of 
many) arguments against overvalued exchange rates is that they constitute a subsidy to 
capital which raises the cost of labor relative to that of capital. 

 
9. Carefully designed legislation on working conditions can be useful where it can be 

appropriately administered. Protecting workers from unsafe or otherwise harmful 
working conditions is desirable per se but a balance must be drawn so that it is not 
pursued to the point where it unduly reduces the workers' job opportunities and 
contradicts informed preferences. Workers also need to be protected against non-wage 
exploitation by employers (e.g., sexual harassment). Improving worker knowledge of the 
health and other implications of working conditions is desirable. Policies to help firms 
improve those conditions at low cost are also desirable, since good health and safety 
measures can benefit the firms as well as the workers. 

 
10. Similar principles apply with respect to the protection of women and children from 

certain types of jobs. In many countries legislation bars women from jobs on grounds of 
lack of physical strength, inappropriateness and other reasons. Sometimes such barriers 
prevent women from having access to remunerative jobs that they could do. Such 
legislation deserves an updating to reflect changing views of what is appropriate, to 
recognize the trade-off between prohibiting certain activities and the poverty that may 
result from such prohibition, and to focus more on making jobs safer rather than using 
blanket prohibitions. For children also, labor legislation should be protective but 
realistically designed, reflecting recent studies on what sorts of work keeps children away 
from school, and what sorts leave permanent negative effects on health. Legislative and 
administrative efforts in this area should focus on truly dangerous activities rather than on 
a wide range of activities, many of which may not be very damaging and which in any 
case could not realistically be brought under control. 
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11. Policies to discourage child labor should be based, to the degree possible, on positive 
incentives rather than negative legal mandates. The latter are hard to administer and, 
where administered, may be damaging to the interest of the poor (see Section C.1 on 
Education). Provision of monetary incentives to encourage school attendance can provide 
a win-win alternative by allowing school attendance without associated income loss to 
the family.5 

 
12. Consider subsidies, tax rebates or other forms of support for on-the-job training. 

Some degree of such support is warranted by the general arguments for subsidization of 
certain types of education. An additional degree is justified on the grounds that 
employers' need for considerable flexibility to raise and lower their workforces in order 
to remain competitive can also curtail such on-the -job training below its optimal level. 

 
13. Do not actively discourage labor mobility between jobs, regions, etc. In general the 

movement (migration) of labor in response to market forces (e.g., wage differentials) 
contributes to overall economic efficiency and should not be discouraged unless the 
movement itself is the result of a market imperfection. In some situations it may be 
desirable to provide some support to facilitate labor mobility. 

 
14. Exercise restraint in the implementation of reforms designed to remove perceived 

imperfections (such as many of those mentioned here). Though in many countries the 
labor market institutions (legislation, practices, union power, etc.) appear seriously 
distorting, care should be taken before launching major reform efforts since there is at 
this time little serious empirical evidence that such reforms, where carried out, have 
brought significant benefits (see Deliverable 10, Peru). This may be due to the fact that 
beneficial effects take a long time to show up, that the costs of distortions have been 
overestimated in the first place, or, most worrying, that once an economy has operated for 
a long time under such institutions, it will in practical terms (e.g., while the country still 
experiences a labor surplus) never behave as it would have had that system not been put 
in place. 

 
15. Develop public and private investment projects in infrastructure, particularly 

infrastructure such as farm to market roads, communications systems and 
irrigation. Such projects make the poor more productive and raise their income in the 
long run, while also raising the income of unskilled construction workers in the short run 
(during the construction phase).  

 

                                                 
5  An interesting example of such an incentive system is the PETI program in Brazil, which provides a cash 

incentive for families to keep their children in school and out of bad work environments (see Deliverable 10, 
Brazil). 
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CHAPTER FOUR 
NON-TARGETED PROGRAMS 

 
 
This chapter examines four key sectors that influence how pro-poor growth is: education, 
health, agriculture, and finance. 
 
 

EDUCATION 
 
Education is widely thought to be central for promoting efficient growth and for increasing 
the assets of the poor to bring them out of poverty, though with some and possibly 
considerable lags in these effects. Prevention and cure of diseases and disability also have 
important roles to play in pro-poor growth, partly because, as with education, some of the 
highest payoff investments involve poor people and because there is evidence of strong 
productivity effects of better health and nutrition. Pro-poor growth promoting investments in 
both areas have the added advantage of contributing directly (i.e. independently of their 
impact on incomes) to the quality of life. Although many types of investments in these areas 
seem to have yielded high returns, suggesting that many good investment opportunities 
remain, the benefits also appear to vary greatly from one to another, according to the setting, 
etc. It is thus essential to evaluate each investment carefully, and to take advantage of current 
analysis of similar projects in other countries. 
 
Interpreting “education” as learning that may increase productivity in activities and improve 
welfare, the term includes not only schooling but also learning at home, in the community, 
and on the job prior to, during, and subsequent to schooling and learning through formal 
training programs.  
 
 
Education Policy Recommendations 
 
1. Recognize that education is more than formal schooling and pay more attention to 

evaluating education outside of formal schooling—for example, pre-school programs 
and adult training and education programs—as well as to improving the evaluation of 
formal schooling. 

 
2. Be conscious of policy hierarchies. Some policies are “win-win” in the sense that they 

both improve efficiency (contribute to growth) and benefit the poor disproportionately. 
The reduction of the impact of capital market imperfections on human capital 
investments is a likely example since such restrictions usually fall most heavily on the 
poor. But other policies involve tradeoffs between efficiency and distribution that should 
be considered in assessing policy choices.  

 
3. Distinguish between private and social rates of return to different types of 

education. The fact that some public policies, such as investments that increase 
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schooling, generate productivity gains does not mean that they are desirable in terms of 
efficiency. What is central for that assessment is the difference between the social and the 
private rates of return (the former referring to net gains to the whole society, including 
people other than the recipients of the education, the latter referring only to those 
recipients) which may be small or negative even if the private rates of return are high (as, 
for example, for most forms of tertiary schooling). Public investment is warranted only 
when the social benefits (net of costs) exceed the (accurately perceived) private benefits 
(also net of costs). One factor contributing to a high social valuation of education is that it 
is seen as a “merit good”, something that everyone should have a reasonable amount of. 

 
4. Recognize that the rates of return to investing in the education of the poor appear 

substantial in many cases—comparable or exceeding those to many other 
investments, with those for investing in females often at least as high as those for 
investing in males. The relatively few careful studies of the returns to educational 
investments, though limited primarily to formal schooling and to only a few contexts, do 
suggest that carefully selected investments can achieve high rates of return and be pro-
poor. Where high returns accrue to the education of females relative to males this is at 
least in part because female education has greater impact on important outcomes related 
to health and nutrition and perhaps the education of the next generation. It is important 
that careful evaluation of such educational policies be undertaken in each specific context 
where they are being considered and, where implemented, that the evaluations be updated 
with new information that becomes available from careful monitoring. 

 
5. Recognize that rates of return to education depend importantly on market, policy, 

and cultural contexts. Rates of return to education are likely to be higher where there is 
an ongoing stream of market and technological changes. Rates of return to female 
education are likely to be higher in societies in which females have more flexible choices 
regarding time use and occupations. 

 
6. Focus on the parts of the life cycle in which the returns are likely to be highest and 

include health and nutrition support among the policy tools. The rates of return 
appear to be relatively high for early education and for complementary human capital 
investments in health and nutrition from conception onward. In many developing 
countries, therefore, there are likely to be win-win pro-poor policy improvements 
possible through shifting resources away from high per-student subsidies for tertiary 
schooling (where most of the students are from middle- and upper-income families) 
toward basic education (including pre-school programs) and infant and early childhood 
health and nutrition. 

 
7. Improve access to basic education. In most developing countries, primary schools are 

now accessible for most children; those significant pockets where this is still not the case 
are likely to be costly in terms of the objective of pro-poor growth. Nevertheless, it is 
increasingly at the secondary level that the school access question comes into play. 
Policies are likely to be much more effective in terms of pro-poor growth objectives if 
they are neutral with regard to ownership (public, private, other) of school suppliers, thus 
encouraging a variety of new providers to increase competition. 
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8. Give serious consideration to improving educational quality. School quality includes 

multiple dimensions—class size, teacher-to-student ratios, teacher education, curriculum 
development, supplies of textbooks and other materials, and decentralization so the 
provision of education is sensitive to local conditions. Though the returns to improving 
some dimensions of school quality appear to considerable in many developing countries, 
there are no magic formulas that fit everywhere so policies need to be evaluated with 
careful attention to local conditions, directed toward all potential providers of educational 
services, monitored and updated as necessary. 

 
9. Before using mandates to attempt to increase education, obtain more information 

about their effects. Mandates (e.g., that everyone should be in school until a given age) 
are often less effective than commonly believed. Moreover, such mandates often impinge 
negatively on the welfare of poorer members of society. Such mandates may sometimes 
be appropriate but their effectiveness should be considered carefully in comparison with 
alternatives, such an increasing incentives to attain the same objectives.  

 
10. Consider using incentives in the form of scholarships for students from poor 

families to increase their education. This particular form of incentive seems to have 
been effective in increasing schooling in several recent experiences. But such programs 
need to be evaluated and monitored carefully over time rather than blindly transplanted. 
In some contexts they may have significant negative congestion effects through inducing 
increased enrollments in already overcrowded schools. In other contexts they may not be 
the most efficient way to foster income growth of the poor. 

 
11. Improve information about what educational providers are providing. Imperfect 

information about what educational providers are doing is the basis for some central 
tendencies in the educational sector, such as favoring public over other providers and 
mandating changes that are thought to be in the interests of the poor, although they (the 
poor) may not understand this. In such situations there are likely to be alternatives that 
are higher in the efficiency and pro-poor policy hierarchies, for example the provision of 
better information to parents and students making their educational decisions and the 
development of mechanisms to help them use such information effectively. 

 
12. Improve information and evaluation of the rates of return to alternative strategies 

for increasing education. Good systematic evaluations of educational policies are rare 
and probably are biased toward more successful programs. These evaluations, moreover, 
do not necessarily provide sufficient information to permit the successful transplanting of 
such apparently successful programs to other contexts. The resource costs of good 
evaluations are small compared with those of the policies being evaluated, suggesting 
that the systematic evaluation of educational policies should be the norm rather than the 
exception. 
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HEALTH AND THE HIV/AIDS CHALLENGE 
 
 
Health 
 
The poor are severely disadvantaged in their health status. In many developing countries 
health sector priorities need to be reoriented so that they better reflect the contribution that 
improved health can make to pro-poor economic growth. The health sector priorities that 
contribute most to pro-poor economic growth appear to be those that: (1) increase the supply 
and productivity of labor and land; (2) complement human capital investments; and (3) 
reduce the dependency burden. In some cases, the health disorders that limit progress in these 
areas are already effectively targeted by interventions supported by public health systems, 
whereas in other cases they are not. Most public health systems place a strong emphasis on 
programs targeted to children under 5 and less on health disorders that cause disabilities.  
 
 
Health Policy Recommendations 
 
1. Consider allocating relatively more resources to health disorders that cause 

disabilities or malaise cutting into work time and less to health disorders that result 
in mortality. Health problems which have probably received too little attention in the 
past include such important causes of disability and/or loss of work-time among both 
working-age adults and school-age children as mental disorders (and particularly unipolar 
depression) and injuries, which could be lessened by stricter licensing requirements for 
drivers and safety checks of vehicles, by requiring the use of helmets by motorcycle and 
bicycle riders, and by stricter measures designed to reduce the consumption of alcohol 
and drugs by persons operating motor vehicles. Investments might include those designed 
to prevent and/or treat blindness and other visual impairments (e.g., cataracts), adult 
hearing loss, and osteoarthritis. The appropriate balance among competing foci of 
attention needs to be carefully struck on an individual country basis, since there are 
important differences among countries in the social impact of adult mortality and 
disability and on the relative costs of different interventions. 

 
2. Accord higher priority to other health investments that prevent poverty directly. 

Investments that reduce a poor or near-poor household’s vulnerability to the risk of 
catastrophic health care costs also reduce poverty. The easiest way to achieve this in the 
short run may be by increasing public funding allocated to public hospitals. Though this 
recommendation contrasts with the conventional public health prescription that the bulk 
of public funding be allocated to primary (and particularly preventive) health care, it is 
suggested by a careful consideration of the role hospital subsidies play in preventing 
poverty (see Deliverable 18, Volume 1, Health). Other practical ways to reduce 
vulnerability to the risk of catastrophic health care costs (and to improve access to needed 
care) include expanding opportunities for rural saving and access to affordable rural 
credit; the use of publicly financed “equity funds” to pay the hospital costs of the poor, 
and community health insurance and other community health financing schemes). 
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3. Complement the health investments of poor and near-poor households with efficient 
investments in areas such as food security, rural infrastructure (particularly roads and 
water—which has a large impact on infant mortality and on days lost from work due to 
illness, and sanitation), access to improved housing, and improved environmental 
conditions. Absence of these complementary investments increases the cost of health 
investments to the poor. Investments in formal education, rural roads, water and 
sanitation already figure prominently in developing country poverty reduction strategies; 
more attention should probably be given to adult basic education and literacy which has 
the advantages that its effects are immediate and it is self-targeted to the poor and to 
promotion of efficient alternatives to the indoor use of biomass- and coal-burning stoves. 

 
4. Make efficient investments that remove or reduce existing barriers to health 

investments made by poor and near-poor households. Examples include better health 
education for the poor and near poor (adults as well as children); more effective 
regulation of private health care through control of unlicensed drug vendors, regulation of 
the sale of potentially harmful prescription drugs without a prescription; adoption of 
transparent fee and exemption policies in public health facilities; targeted demand-side 
subsidies (vouchers, subsidized health insurance) to improve access by the poor to key 
health services; targeted subsidies for health care-related transportation costs, including 
reimbursement of costs from home village to primary care facilities and subsidized 
ambulance (or public transportation) costs from primary care facilities to referral 
providers; use of pro-poor formulas for the geographical allocation of public health 
resources; and contracting out the operation (or the management) of public health 
facilities to NGOs or commercial providers. Because there is relatively little evidence 
establishing the effectiveness of those policies, such initiatives should be implemented on 
a national level only after careful evaluation has established their effectiveness. 

 
 
The HIV/AIDS Challenge 
 
In recent years, HIV/AIDS has emerged as one of the central variables likely to impact 
African countries’ patterns of economic growth and poverty reduction. As HIV/AIDS now 
spreads in Latin American and the Caribbean, Asia, and Eastern Europe, these concerns will 
become increasingly pertinent in those regions as well. While most diseases undermine 
economic development and hurt the poor disproportionately, HIV/AIDS is uniquely 
damaging in terms of poverty and economic growth because of the combination of factors 
including its concentration primarily among adults between 15 and 49 years of age, the 
cohort that is most productive economically; its long dormant period which allows it to 
become deeply rooted in communities before it becomes a visible threat; and the resulting 
very high economic and social costs. Its catastrophic effects on families include the creation 
of huge numbers of orphans whose childhood is one of poverty, and the resulting 
intergenerational transmission of that poverty. The HIV/AIDS phenomenon places a great 
premium on better savings channels (to prepare families for the impact of the disease) and 
better insurance systems to help them deal with those impacts. 
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Reversing the HIV/AIDS epidemic must be one of the top priority goals in many developing 
countries. For those with low prevalence levels, this task is easier, and can be accomplished 
largely within the realm of health-related programs. In highly affected countries, however, 
the task is one of protecting hard-won development gains from the economic, social, and 
human ravages of HIV/AIDS, and the response requires participation far beyond the health 
field. Though the challenge of designing a response to a health-related crisis of such 
magnitude and complexity as HIV/AIDS is daunting, there are some opportunities to (1) slow 
the epidemic, and (2) protect the poor’s access to economic growth activities even in an 
HIV/AIDS affected environment. Recommendations are presented separately at the policy 
level and the project level.  
 
 
HIV/AIDS Policy Recommendations 
 
1. In low-prevalence settings, slowing its spread before it becomes entrenched in the 

general population is the best way to reduce the impact of HIV/AIDS on pro-poor 
economic growth. The common and crucial element in the few countries which appear to 
have actually slowed or turned the epidemic at an early stage (such as Senegal and 
Thailand) has been a committed national political leadership. Encouragement and 
support to indigenous, national leadership on HIV/AIDS even where AIDS is least visible 
may be one of the most important ways to reduce the long-term economic impacts of the 
epidemic.  

 
2. In high-prevalence countries, help national policy-makers to prioritize AIDS response 

around sectors which will secure long-term development gains, such as education, 
health, and agriculture. HIV/AIDS issues need to be incorporated in development 
and poverty reduction planning. In the African context, these key sectors must continue 
to function throughout the AIDS crisis in order for the country to maintain the 
preconditions for long-term pro-poor economic growth. 

 
3. Recognize and plan for the various perverse interactions between HIV/AIDS and 

negative economic shocks, especially drought and famine. The poverty-increasing 
effects of these latter episodes are accentuated by the presence of HIV/AIDS, unless 
effectively counteracted by more effective prevention and response to droughts and 
famines. 

 
 
HIV/AIDS Project-Level Recommendations 
 
4. In moderate and high prevalence countries, modify projects to allow labor- and 

capital-poor AIDS-affected families to continue to participate in development 
activities. In agriculture, such innovations may take the form of labor- and capital-saving 
technologies, or those that allow women-, elderly- or child-headed households to 
accomplish agricultural tasks previously undertaken by men. In the education sector, 
programs in girls’ education may include a distance learning (radio) component, 
recognizing that girls are most often removed from school in AIDS-affected households. 
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5. In moderate and high prevalence countries, explore mechanisms of channeling 

resources to families who will otherwise resort to irreversible coping behaviors, such 
as incentives to keep children in school, avoid sale of land, or allow child-headed 
households to receive direct grant support. These resources are likely to be most essential 
for women, children, and the elderly, groups that bear the heaviest burden in coping with 
the costs and impacts of AIDS. 

 
6. In moderate and high prevalence countries, monitor the impacts and systemic costs of 

HIV/AIDS in each priority sector and monitor and evaluate the effects of ongoing 
interventions. Given the recent nature of the HIV/AIDS challenge and the even more 
recent experience with policy interventions, such information is critical for effective 
planning and response. 

 
7. In any country, ensure that development activities are not putting participants at risk 

of HIV infection. For example, development policies and programs that encourage 
population mobility could put individuals at greater risk of infection (e.g., programs 
which shift women from subsistence to commercial agriculture); the costs of increased 
HIV/AIDS infection must them be weighed against such other benefits as the activities 
have. 

 
8. In any country, use development platforms as an opportunity to transmit information 

on how to avoid HIV infection, how to support those coping with HIV/AIDS, and 
how to live positively with HIV/AIDS. This sort of “call to arms” reduces the stigma 
around AIDS and provides information within fora where people already work together 
and can support each other (e.g., within a school system, a health care clinic, a farmers’ 
association, or a local government institution). Tools now available to provide 
“workplace programs” in prevention education can be adopted to better match these 
alternative platforms. 

 
 

FINANCE 
 
The basic role of a financial system in the growth process is to encourage savings, to transfer 
them at low cost to their best users, and to assure overall financial stability. The depth and 
effectiveness of the financial system have positive effects on the rate of growth by increasing 
savings and investment (capital accumulation), the efficiency of allocation of that capital 
among users, and the rate of technological innovation. New technologies are often embodied 
in capital equipment, in which case the two functions go together; more generally the 
introduction of new technologies often entails risk and large fixed investments, and a strong 
financial system helps to facilitate these processes. 
 
Apart from its impact on growth per se, a pro-poor financial system helps to reduce poverty 
by its impacts on the pattern of growth, in particular through its capacity to channel funds 
effectively to micro, small and medium enterprise (agricultural and non-agricultural) and to 
encourage the savings of low income people. The importance of getting an appropriate level 
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of funding to micro, small and medium enterprise, whether through the credit system or 
through own-savings, follows from the fact that their labor intensity gives these firms the 
potential to generate earnings for low income families.  
 
In agriculture the main element of success has been seasonal finance related to the crop cycle 
and it has tended to be provided by suppliers of inputs and the traders who purchase the 
output. The role of financial institutions then is to supply credit to these intermediaries. In 
microfinance the challenge is to provide small loans to clients without collateral at low 
enough cost to make the system self-sustaining. In the non-agricultural small and medium 
enterprise (SME) sector the general challenge is to provide capital reasonably early in the 
firm's life and to reasonably small firms; a more specific challenge is to provide such finance 
at the time that firms have major growth opportunities. The main benefit from microfinance 
is to raise the productivity (and hence the income) of the very small borrower, whereas in the 
case of SMEs the objective is both such productivity growth and/or overall firm expansion. 
Both agriculture and the SME sector have, in differing degree, been the targets of credit 
supplied by public sector financial institutions. The overall record of such institutions has 
been unsatisfactory, in terms of the cost of operation, and especially the repayment rate, and 
in reaching poorer or smaller clients.  
 
The growth of microfinance institutions over the last few decades has confirmed that, in the 
best of cases, loans can be provided to very small borrowers at much lower cost than 
previously thought possible, that repayment rates can be much higher than commonly 
expected, and that interest rates do not need to be (and in fact should not be) concessional for 
these favorable outcomes to emerge. The modus operandi of these institutions differs 
significantly from that of commercial banks in a variety of ways which generally reduce 
costs and shift the burden of dealing with the financial institution's risk from use of collateral 
to other techniques. In Latin America there has been a recent trend towards 
professionalization and commercialization of microfinance, with the share of such finance 
handled by NGOs falling and that of formal profit-oriented financial intermediaries rising. 
Patterns vary elsewhere; in Asia state banks have played a bigger role. And there has also 
been a preponderance of self-help groups and NGOs. 
 
The challenge of SME finance is not the creation of a different style of financial institution 
from the commercial banks but the strengthening of the banks’ capacity to better serve these 
smaller clients, through cost-reducing administrative innovations, learning by personnel, etc. 
It is accepted that most small firms will continue to be established on the basis of self-
funding but that commercial loans are important for their growth. 
 
Given the different character of microfinance institutions and commercial banks, an 
additional challenge is to smooth the transition ("graduation") of successful borrowers from 
the former to the latter. Another is to broaden the range of financial services available to low 
income families and smaller firms. 
 
The recent plethora of banking and financial crises highlights the importance of a stable 
financial system to avoid major losses to stakeholders and to the economy as a whole. From a 
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pro-poor perspective such stability is especially important to avoid losses to small savers and 
the usually rapid loss of credit access to smaller firms in the context of financial crisis.  
 
  
Finance Policy Recommendations 
 
The policy recommendations made here fall into one or more of three categories. First are 
regulatory or other proposals designed to steer institutions away from behavior patterns 
which are damaging or dangerous. Second are proposals designed to lower transactions costs 
and hence increase both the efficiency/profitability and the potential coverage of the 
institutions. Third are proposals designed to expand the coverage of financial institutions, 
with pro-poor effects. Some are relevant to microfinance, some to SME finance and some are 
general. 
 
 
General  
 
1. In no case should interest rates to the borrower be below market rates. This practice 

encourages rent-seeking, on-lending to different uses than those intended, corruption, and 
sustainability problems. Below market interest rates tend to prevent the funds from 
reaching the intended users. 

 
2. Significantly positive real interest rates for small savers may lower poverty by acting as 

an inducement to their saving and to their creation of small enterprises. Support for 
informal savings groups and for multi-branched savings institutions (e.g., postal savings 
systems) are worth consideration in this connection.  

 
3. Credit should never be forgiven. This practice promotes pernicious behavior patterns 

which can quickly erode the sustainability of a financial system and with it the potential 
to provide benefits to the intended clients. 

 
4. Bankruptcy procedures should be developed to deal with borrowers whose businesses fall 

into this state. 
 
5. Governments should not provide credit directly, but should channel funds through the 

existing banking institutions. The former are too prone to corruption and inefficiency. 
 
6. Overall regulation and supervision of the financial system require improvement in nearly 

all countries. Numerous financial crises, bank failures and other misadventures within 
developing country financial systems have imposed large costs on the poor, through (a) 
their role in producing macroeconomic recessions; (b) their negative impact on small and 
medium borrowers; (c) losses sustained by small depositors; and (d) the costs associated 
with the fact that rich stake-holders do not always bear their appropriate share of total 
losses and are bailed out by governments. Avoiding these costs involves a range of 
regulations and supervisory functions. One important step is the development of deposit 
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insurance systems for small depositors, preferably with relatively low ceilings to avoid 
leakage of the benefits to larger savers who are in a better position to evaluate risk.  

 
7. Improvements should be sought in the legal framework within which financial 

institutions operate. Many countries, for example, have no or ineffective laws on 
collateralization, which raises the transactions costs involved in lending. 

 
8. Facilitation and possibly support for the creation of credit rating agencies, which can be a 

useful complement to the financial intermediaries by helping to lower transactions costs. 
 
9. Along with the general desirability of more equal access to credit by firm size and 

technology used, it is also important to lessen the degree to which monetary contractions 
fall on the small and medium firms rather than on the large ones, which are naturally 
viewed by most banks as the more important clients (and safer ones). Unstable credit 
access reduces the overall long run competitiveness of the SME sector. Bearing credit 
crunches disproportionately has a stronger negative impact on employment than would be 
the case if the burden was more evenly distributed. Public policy might raise credit 
guarantees to SMEs at times of macroeconomic stress, though this would have to be done 
with care. 

 
 
Microfinance 
 
10. The establishment and strengthening of sustainable microfinance programs, i.e. programs 

with repayment rates typically in the range of 95 percent. Such programs can help the 
poor by lowering their vulnerability to external shocks and providing a base for business 
growth. 

 
11. Microfinance institutions should maintain lending rates at or higher than commercial 

bank rates and above interest costs. 
 
12. Programs that link microfinance to productive economic opportunities (for example, 

supplier credit in agriculture) warrant support. Such linking increases the chances that the 
microfinance will contribute to growth and sustainable income increases for the poor. 

 
13. Governments may under some circumstances usefully finance training programs to 

strengthen microfinance institutions.  
 
 
SME Finance 
 
14. Commercial banks should be supported to raise effectiveness in their SME lending 

operations. Most commercial banks are relatively unskilled in their provision of credit to 
smaller enterprises. Support and inducements for them to upgrade their efficiency in this 
area can involve training programs for loan officers specializing in small borrowers and 
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assistance in the use of information technologies to lower the cost of monitoring such 
borrowers. 

 
15. Capital Support for the regional expansion of banks through the addition of new units in 

outlying geographic areas is advisable. Villages and small towns without credit and 
savings facilities tend to be peopled by smaller potential borrowers. Provision of capital 
support only assures that incentives will not lead to creation of units which cannot meet 
operating costs. Such regional extension provides better savings opportunities to small 
savers and assists small borrowers. 

 
16. With capital support, bank lending should be extended into the SME area. As in #13, the 

support should be limited to one-off contribution to start-up costs of moving into this 
area. Institutions which take this step should create special departments for SME lending, 
in order to facilitate the tracking of the growth, profitability, successes and problems of 
such lending, and to guarantee good incentives and accountability.  

 
17. Modest direct financial inducements to banks to lend to SMEs may be desirable, in the 

form of special funds available for on-lending to such clients. The implicit subsidies in 
such programs should be large enough to nudge lending behavior in this direction but not 
so large as to induce overindulgence. They should contribute to defraying above average 
transactions costs associated with smaller loans and newer clients, but should not be 
allowed to support below market interest rates. 

 
 

AGRICULTURE 
 
In many settings, agriculture has the potential to be the engine of pro-poor growth. There is 
now powerful evidence that the performance of the agricultural sector specifically, and the 
rural economy more broadly, is a key factor influencing the rate of overall economic growth 
and its impact on the poor in those countries where poverty is most severe. This influence is 
felt most where agriculture is based primarily on small holders and technology is available to 
increase productivity in a scale-neutral fashion. In such settings, agriculture tends to be much 
more labor intensive than other sectors, both on average and at the margin, and thus income 
growth tends to be pro-poor. Along with direct employment creation in agriculture goes the 
upstream indirect employment effects in shipping, processing, storing and marketing. 
Obviously, many countries fall outside this description, especially in Latin America, and in 
such settings other approaches to pro-poor growth will need to be found. But in most of Asia 
and the small-holder areas of Africa and Central America, agricultural growth offers the first 
best hope for reducing poverty through economic growth. 
 
Many of the determinants of performance of the agricultural sector are beyond the control, 
even the influence, of policy makers, especially in the short run. Rains and drought, pests and 
diseases are the daily concern of farmers everywhere, no matter what leaders do in Delhi, 
Jakarta, Lima, or Nairobi. Perhaps of more concern, judging from the historical record, is that 
much of what these leaders do with respect to agricultural productivity and rural incomes is 
counterproductive. Accordingly, this policy list has as many don’ts as do’s. And because of 
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the vast heterogeneity of agricultural systems around the world, nearly all of the 
recommendations are (or should be) hedged in one way or another.  
 
Following Hayami and Ruttan (1985), the do list is composed of five “I’s”:  
 
▪ Incentives; 
▪ Inputs; 
▪ Infrastructure; 
▪ Institutions; and  
▪ Irrigation.  
 
The list of don’ts is more heterogeneous: don’t subsidize interest rates in rural credit 
programs, don’t use food aid except to relieve humanitarian disasters, don’t control markets 
through government parastatals, don’t tax agriculture more heavily than the rest of the 
economy, and don’t bias the provision of public goods and services in favor of urban areas. 
Ending urban bias, even without specific positive steps to enhance agricultural productivity, 
would do loads of good for the poor. 
 
Both lists focus on “Getting Agriculture Moving,” to use Art Mosher’s evocative title for an 
influential book published in 1966, and only incidentally emphasize specific pro-poor 
dimensions of policy guidelines. There are specific actions that can be taken in some settings 
to enhance agriculture’s pro-poor nature—land titling programs that allow small holders to 
use their cultivated land as collateral at rural banks, active concern for technology choices 
available in irrigation, agro-processing, and transportation, possibly even land redistribution 
and tenure reforms where the politics would not turn bloody. 
 
But the major impact of agricultural growth on the poor will be where it stimulates the macro 
economy, with positive impact on the poor, and enhances that impact because of its labor 
intensity. Thus the limited attention to specific pro-poor dimensions of agricultural policy is 
not a problem in those countries where these linkages are effective and the potential exists 
for gains in agricultural productivity. For many of the poorest countries these conditions 
hold, and meeting the Millennium Development Goals (MDGs) for poverty reduction will 
require implementing most of the components on this agricultural policy list—doing the do’s 
and not the don’ts. 
 
The hedged nature of these lists is a problem and a challenge to the user. Local adaptation 
will be critical where recommendations are sharply conditioned by local ecological settings, 
by the historical path of policy initiatives and outcomes that determine the starting point for 
new approaches, and by the conditions of governance and bureaucratic capacity to design and 
implement such approaches. Every country will need the analytical and bureaucratic capacity 
to translate these general policy recommendations into specific policy approaches, socially 
profitable investment programs, and effective rural development projects. The details will 
vary widely, but the basic objectives will remain: rapid growth in agricultural productivity to 
stimulate the overall economy and reduce poverty. Note that this productivity growth need 
not imply rapid expansion of output if agricultural resources are able to leave the sector and 
earn higher rates of return in industry or services. With rapid migration of rural labor to 
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urban jobs, rising productivity of labor in agriculture is perfectly consistent with modest 
increases in output. 
 
 
Getting Agriculture Moving: What to Do 
 
Most agricultural systems in developing countries produce a wide array of both tradable and 
non-tradable commodities (often the same commodities in different locations). As Mellor has 
emphasized recently, much of the agricultural development process involves converting non-
tradables into tradables, often through investments in rural infrastructure and processing 
facilities. Accordingly, this transformation process will depend heavily on appropriate macro 
economic and trade policies that favor the production of tradables, whether for domestic or 
foreign consumers. The list of these broader policies is presented separately from the 
agricultural policy recommendations. 
 
The five “I’s” provide a convenient umbrella to organize the specific positive elements of the 
agricultural policy list. Each has several elements, and most are linked to one another in 
critical ways. The discussion below also notes areas where there is substantial controversy 
over the recommendation (or its exclusion). 
 
 
Incentives 
 
Agricultural growth that contributes to overall economic growth is possible only if it is 
profitable. Hence incentives facing farmers will be the primary determinant of what they 
grow and how intensively they use available inputs and technology. On a sectoral basis, these 
incentives are determined primarily by macro economic forces—the rate of aggregate 
economic growth and the real exchange rate—and by trade policies that affect the rural-urban 
terms of trade. Specific commodity policies can also be used to affect incentives—import 
duties and export taxes, floor and ceiling prices, and differential domestic taxes and licensing 
arrangements. There are clear examples where such specific commodity pricing policies have 
been used to stimulate more rapid adoption of new technologies—rice in Indonesia in the 
1970s, for example—but far more examples where the policies simply transfer economic 
rents to producers, to the great detriment of the poor. When the intervention discriminates 
against farmers and lowers food prices, the poor can benefit in the short run, but the 
sustainability of such a tax on agriculture and/or the drain on the budget is highly doubtful. 
 
 
Inputs  
 
Inputs are the vehicle for translating new agricultural technology into higher productivity. 
New genetic potential incorporated in seeds, improved formulations of fertilizers and other 
agricultural chemicals, and more effective mechanical equipment keep pushing out the 
technical frontier of best agricultural practices. In order to adopt these innovations (assuming 
the incentives are in place), farmers need the management know-how and financial resources 
to make the investments. In both arenas, poor farmers are usually at a disadvantage, and 
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some targeted extension activities often are helpful in reaching them. But input subsidies are 
almost always the least “pro-poor” instrument available for stimulating more intensive input 
use, especially when used to subsidize rural interest rates or mechanization programs. The 
record on fertilizer subsidies is more mixed—in some circumstances such subsidies have 
served as effective “second-best” substitutes for failures in technical knowledge, credit 
availability, and risk markets, thus speeding adoption of new technology more broadly. To be 
effective, fertilizer subsidies must affect the market price, not just limited quantities available 
on ration, but they then become very expensive to the government budget. Clear plans for 
phasing out such subsidies should be made if and when they are introduced. 
 
 
Infrastructure  
 
The gradual conversion of rural non-tradables to tradables available to the rest of the 
domestic economy and to international trade—the “analytical” definition of agricultural 
development—requires extensive investment in rural infrastructure. Market roads are the 
key, of course, but communications systems and rural electrification are also important in 
lowering transactions costs—including risks—of trading commodities. In addition, 
governments have an important role to play in building market facilities that traders can use 
for doing business, sea and airports for agricultural exports, even facilitating the development 
of cold storage facilities that help domestic farmers gain access to supermarket supply chain 
managers whose volume of business is expanding in most parts of the world at revolutionary 
speed. 
 
 
Institutions  
 
A wide array of institutions support and influence the agricultural sector and rural economy, 
from the broad institutions of economic governance to the local credit office or water users 
association. It is difficult, for example, for farmers to engage in contract farming 
arrangements with food processors or supermarket procurement officers where contracts 
cannot be enforced at reasonable cost. The East Asian experience, in particular, has 
emphasized the evolution of a rich array of rural organizations and institutions in support of 
farmers. These range from formal cooperatives, often established with the active support of 
government agencies, to farmer associations set up by processors or marketing agents to 
lower the transactions costs of dealing with individual small farmers. Financial 
intermediation in rural areas usually requires some degree of farmer cooperation—the 
collateral of social capital—or government assistance in the start-up phase to cover overhead 
and training costs for local bank officials. From a development perspective it is best to have 
these local banks formally linked to a national banking system, rather than as stand-alone 
units doing micro finance. Of course, the poor may not be well served by the national system 
in the early stages and micro finance programs may be their only way to access financial 
services. The institutions of local governance can also impact agriculture directly, especially 
where the local tax base depends on land taxes or taxing commodity trade. The widespread 
tendency to decentralize government powers and taxing authority can raise serious burdens 
from heavy agricultural taxes, as experience in China has demonstrated. Allowing farmers an 
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active voice in local government, especially local taxation and expenditure policies, will be 
an important safeguard in this process. 
 
 
Irrigation  
 
Nobody is an “Irrigation Specialist” anymore. Workers in the field want to be called “Water 
Engineers.” The lack of status for irrigation specialists stems from the difficulties with large-
scale irrigation projects experienced over the past several decades. These include massive 
cost over-runs, production of crops with poor economic returns, occasional environmental 
disasters, and a need for frequent rehabilitation due to poor management of operations and 
maintenance. Still, the historical contribution of massive investment in irrigation, especially 
in Asia, to increasing food production and lowering food costs for the poor, must not be 
ignored, as it stimulated one of the most pro-poor growth episodes in human experience. 
What is left to do in irrigation? Clearly, better attention to operations and maintenance 
(O&M) is essential to raising the return on existing irrigation investments, and local water 
user associations are probably critical to doing this. New technology is also coming on 
stream that is economical even for small farms—small electric or diesel tube wells for basic 
commodity production and “low-tech” drip irrigation systems for higher valued vegetables 
and tree crops maximize the efficiency of water use and place water management directly in 
the hands of farmers. Public policy issues remain with these systems, of course, especially 
monitoring the drawdown of water tables and the need for adequate drainage. But irrigation 
investments remain as an important element of increasing agricultural productivity, lowering 
the risks of farming, and stimulating diversification into higher valued commodities. 
 
 
Agriculture Policy Recommendations 
 
In general, agriculture has been undervalued relative to its social profitability and public 
investment in the sector has been well below what is justified by its contribution to economic 
growth and reductions in poverty. In addition to this general urban bias, there are many 
specific policies and actions governments take that are directly harmful to farmers and the 
rural economy, even if there are good intentions in the capital city. A list of five general 
examples follows, but it does not begin to exhaust the need to start much policy advice with 
the word “don’t…” 
 
1. Don’t subsidize interest rates in rural credit programs. A well-functioning rural credit 

system is essential to a successful structural transformation, to the rapid adoption of new 
technologies, and to efficient marketing operations. When asked about their most 
pressing needs, nearly all farmers will respond that they need access to cheaper credit. It 
is tempting to make this available through government-subsidized loans, either directly or 
through rural banks. This is always a mistake, especially with the interests of the poor in 
mind. They never have the political clout to get access to this “free money,” and its 
provision inhibits the development of a sustainable rural financial system to which they 
could gain access. As noted under “Institutions,” modest support for start-up, overhead 
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and training costs for rural credit programs might well be appropriate to get things 
moving. 

 
2. Don’t use food aid as a substitute for domestic food production. “Food for Peace.” 

“Feed the hungry.” “Solve the problems of poverty and malnutrition with the abundance 
of American agriculture.” The motives are noble, but except in clear humanitarian 
disasters, the easy availability of food aid tends to undermine local markets, reduce 
incentives for domestic production, and create an environment of dependency. If food aid 
is needed in a particular circumstance, it is best to buy it locally in order to stimulate local 
production. If food aid is the only aid that is available, it must be used very carefully. For 
example, if demand for food can be increased by as much as the additional food aid 
supply through funding for labor-intensive public works (and no other form of aid is 
available to do the same task), the disincentive effects are minimized. 

 
3. Don’t control markets with government parastatals. Neither farmers nor consumers 

like unstable food prices and free markets can often be chaotic. It is understandable that 
even well-meaning governments will want to control these markets and will find 
parastatal logistics agencies to be useful in the task. Of course, venal and corrupt 
governments will also find such agencies useful in the generation of rents. The pressures 
to evolve from well-meaning (and sometimes even effective) market stabilization to 
corrupt control are powerful, and the impact of corrupt parastatals on market efficiency is 
devastating. Farmers and consumers both lose in such a world. With world grain markets 
more stable over the past decade than during the tumultuous 1970s and 1980s, and 
expected to stay that way, relatively open borders and international trade can provide the 
food price stability desired by both farmers and consumers. Some modest degree of 
protection against subsidized imports from rich countries probably makes sense to 
provide adequate incentives for domestic farmers, but great care must be taken not to 
harm poor consumers in either the short run or long run. It is hard to imagine 
circumstances where protection of more than 10 percent would be desirable on either 
growth or poverty grounds. 

 
4. Don’t tax agriculture more heavily than non-agriculture. Governments need revenue 

to carry out the basic affairs of state, invest in public goods, and provide essential safety 
nets for the poor. In poor countries with primarily rural economies, taxing agriculture has 
been and will be one of the few ways to generate this revenue. But it is tempting to rely 
on agricultural taxes, both direct and indirect, even as the industrial and service sectors 
develop. Such differential taxation tends to hurt the poor the most and directly reduces 
the incentives farmers need to raise agricultural productivity. The principles of efficient 
and equitable taxation are well known. They should be applied to agriculture as well as 
the rest of the economy. Of course, this may mean higher taxes on agriculture in those 
environments where landowners are politically powerful and have been able to shift the 
burden of taxation to consumers and/or the industrial and service sectors. 

 
5. Don’t prolong urban bias. Cities are the center of government, culture, modern sector 

jobs, and the best hope for effective education and health care. Urbanization is one of the 
most pervasive trends during the structural transformation and can reflect the success of a 
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rapidly growing economy. Migration from rural to urban areas is often the best hope for 
the rural poor, and finding suitable infrastructure there in the form of public 
transportation, water and sanitation facilities, public schools, and other urban amenities 
will make the transition less painful. None of these factors can excuse the profound bias 
seen historically in most of the developing world in the rural-urban terms of trade and in 
the provision of public services to urban areas compared with the needs in rural areas. 
Since the late 1980s, much of the macro and trade bias has gradually been corrected 
through structural adjustment programs, more open trade regimes, and macro reforms, 
but a fairer and more efficient distribution of public investments in and policy attention to 
rural areas will be among the most effective things the public sector can do to reduce 
poverty. 
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CHAPTER FIVE 
TARGETED PROGRAMS 

 
 
Targeted pro-poor programs are government programs specifically designed to assist poor 
beneficiaries. The basic objective of targeted programs is to reduce the extremes in poverty 
and inequality that are generated in the market economy either through cycles and shocks or 
through inequalities in the ownership of productive assets, particularly human capital. In 
addition they can mitigate the political and economic costs, particularly in the short term, of a 
poverty reduction strategy based on rapid growth, which inevitably leaves behind some 
groups of the poor. They should be an integral and complementary part of any growth 
strategy intended to reduce poverty in the long run. 
 
Targeted programs are of four broad, overlapping types: First there are Social Safety Net 
(SSN) Programs designed to assist either those whose income has fallen temporarily or those 
whose income is permanently below the poverty line. Second, many countries use price 
subsidies for commodities that are important components in the budget of the poor. Third are 
programs designed to create employment and provide income for the poor, most notably 
labor-intensive public works programs. Unless strictly temporary, these programs have the 
dual purposes of creating infrastructure that significantly, but indirectly, benefits the poor 
(i.e., local roads and irrigation works) and of benefiting the poor directly through significant 
job creation, taking advantage of construction methods that are more intensive in unskilled 
labor than typical works carried out by government. Social Investment Funds typically 
emphasize the first of these objectives by building projects such as schools, water and 
sewage systems in poor areas.  
 
The fourth type of targeted programs are conditioned targeted programs that offer cash, food, 
health service or other benefits to poor families conditioned on some socially desirable 
behavior such as sending their children to school or making periodic visits to health clinics.  
 
Limits to the effectiveness of these programs are imposed by the difficulty of effective 
targeting. Indeed because of the leakage of benefits to the non-poor and/or to corrupt 
officials, some supposedly pro-poor subsidy programs provide a smaller proportion of 
benefits to the poor than some non-targeted programs. Targeting can be either imposed or 
automatic (self-targeting): 
 
Effective imposed targeting calls for a careful, well-functioning system for identifying the 
poor that usually relies on: 
 
▪ Initial identification of the poor by local communities, in the best position to know who is 

poor; 
 
▪ One or more monitoring or inspection systems, that usually do not report to local 

governments, which check how well targeting has been performed by them; and 
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▪ Sanctions against governments or community bodies that misuse funds for the non-poor.  
 
A self-targeting mechanism usually means that only the poor want to obtain the goods or 
services that the program provides, such as subsidies on low quality wheat and transportation 
on old buses, or employment paying less than the minimum wage. Substantial leakages seem 
to be difficult to avoid with subsidies on goods that the non-poor consume, or with work that 
pays well for a limited effort. 
 
 

SOCIAL SAFETY NETS 
 
Safety nets are programs that provide cash, food or temporary employment as a way to 
protect families or individuals from either temporary or permanent shocks that would 
otherwise drive their income below some minimum level. Temporary safety net programs are 
intended to provide a subsistence level of assistance to families whose income is temporarily 
reduced due to macroeconomic crisis, high unemployment, drought or some other natural 
calamity. The programs themselves may be permanent, but the assistance they provide is 
temporary. In contrast, what we are calling permanent safety net programs are those which 
provide permanent payments, e.g., non-contributory pension payments to the aged and those 
with disabilities whose income is chronically below the poverty line. Other long term or 
permanent targeted programs can also have a SSN element built into them, expanded in years 
or areas of shock and contracting during better times. 
 
Safety nets should be distinguished from other programs that reduce the risk or volatility of 
income, such as unemployment insurance or contributory pensions, where benefit payments 
are generally related to contributions. Such programs are important in any market economy 
but are of limited relevance to the poor. Recent studies of targeting show that almost all of 
the benefits of unemployment insurance and contributory pensions go to relatively affluent 
people who work in the formal sector in relatively good jobs.  
 
 
Social Safety Net Policy Recommendations 
 
1. Establish a safety net. It has become clear that market economies, particularly those 

undergoing processes of radical reform, need some sort of system for the protection of 
the poor during the adjustment process. Income volatility hurts people regardless of their 
economical level. But if one believes that the marginal utility of income depends 
negatively on the level of income, then volatility is particularly harmful and dangerous to 
the poor. Indeed reducing the risk of people falling below minimum subsistence could 
have a positive growth effect. For example, poor families protected by a safety net will 
have less need to pull their children out of school during a macroeconomic crisis or to 
plant low return but stable crops rather than riskier crops with higher profits. 

 
The protection system can be a private one relying on family or charities or a public one. 
Of the forms which public safety nets have taken the three most common are cash 
transfers, in kind transfers and workfare. In theory cash transfers are preferable to in-kind 
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transfers or subsidies because cash permits the poor to choose the optimal use of those 
resources. But cash transfers require targeting which may be complex and is likely to be 
especially hard to monitor and implement effectively.  

 
2. In most countries the safety net should be based on in-kind or cash transfers linked 

to socially desirable activities. In kind transfers may come in the form of food stamps or 
actual consumption bundles. The advantage of the in-kind transfer relative to cash is that 
it can rely on self-targeting by making sure that the commodity being given is one used 
primarily by the poor. But in practice both have serious drawbacks. Food stamps and 
actual food distribution have a fair record on targeting, but are expensive to administer. In 
India, in a centrally administered food distribution system it cost 4.2 rupees to distribute 
one rupee of food to the poor, 1.4 rupees in administrative cost and 2.8 in leakage to the 
non-poor. In the Bangladesh food-for-education program administrative costs were 59 
percent of the value of the food received by beneficiaries. The most successful in-kind 
transfers appear to be those tied to socially desirable activities such as visits to health 
posts, school attendance or food or cash in exchange for work. These programs rely on 
self-targeting to reduce leakages and the food or food stamps can be distributed quite 
cheaply at the health clinic, school or job site. In the Jamaican food stamp program 
eligibility was originally tied to visits to public health clinics used mainly by the poor and 
39 percent of the benefits went to the bottom quintile while administrative costs were 
only 10 percent of the budget.  

 
3. Safety nets based on unconditional cash transfers are too hard to target effectively 

in most circumstances and should be avoided. Direct cash transfers have a theoretical 
appeal as a key part of a temporary safety net, but they are in fact only relevant in 
relatively affluent developing countries with low levels of poverty. There are three 
problems which hinder their effectiveness in developing countries. First, they require a 
very effective targeting mechanism based on a verifiable proxy means test of some sort to 
control the size of the program and leakage to the non-poor. That has proved to be very 
hard to design. One simplifying alternative is to target the program toward large families 
or condition the cash payments on school enrolments, or visits to health posts. Second, if 
they are intended as part of the temporary safety net to compensate for income shortfalls 
due to temporary earnings shocks, there has to be a mechanism by which beneficiaries 
can enter and exit the program rapidly in response to changes in conditions. No country 
has been able or willing to design such a system, which is why workfare is increasingly 
being used as the key component of the temporary safety net.  

 
Another difficulty with cash transfers is that the government has to be able to quickly and 
accurately identify situations which constitute a temporary crisis requiring an expansion 
of safety net cash payments. That is difficult to do. For example, the crisis may be 
precipitated by a fall in the price of a commodity such as coffee produced by poor small 
farmers. Is that reduction in price temporary or permanent? Should farmers switch out of 
coffee and produce another crop, or should the government give them cash payments to 
cover living costs until prices recover? The same question could arise if there is a big 
appreciation of the exchange rate which causes a reduction in exports and in the 
livelihood of exporters. Is that appreciation temporary or permanent? Should exporters be 
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encouraged to switch to other activities or supported during a reduction in earnings which 
is expected to be temporary?  

 
4. Targeted cash transfers can be effective where they are limited to easily identified 

groups such as the aged or disabled. Direct cash transfers in the form of con-
contributory pensions for the aged and disabled are being used as part of a permanent 
safety net in several countries. Brazil is now spending about 1.2 percent of GDP on such 
a system. Even though it is not means tested and is therefore quite expensive, the 
program has had a very noticeable impact on poverty (see Deliverable 10-Brazil for 
details). One drawback with such a scheme is that it reduces the incentive for low income 
workers in the formal sector to contribute toward their retirement, since they can get 
almost the same benefit through the non-contributory system.  

 
5. Workfare programs can be an important and effective component of the safety net. 

Workfare programs require the recipient to exchange labor time for earnings or food. 
They have two key advantages. They are self-targeted since they pay a relatively low 
wage, which is only attractive to those who are poor and who need work. They can also 
be expanded or contracted in the face of changes in economic conditions thus serving as a 
good safety net. There are examples of workfare programs in Argentina, Chile, India, 
Botswana, Northeast Brazil, Bangladesh and Honduras. To be successful these programs 
should emphasize labor-intensive production activities; and, if possible, the projects 
themselves should benefit the poor. For such programs to work smoothly there has to be a 
shelf of projects ready for financing and construction so that there will not be a delay in 
expanding the program when a crisis occurs. In practice workfare programs have been 
quite successful in creating temporary employment. However the net benefits to the poor 
are a good deal less than the amount spent by the programs for two reasons. First, wage 
costs almost never exceed 60 percent of the total program budget. Second there are some 
opportunity costs to project employment even when the over rate of unemployment is 
high.  

 
 

SUBSIDIES 
 
Many countries use price subsidies for commodities that are important components in the 
budget of the poor. Examples are price controls or subsidies on food, minimum supplies of 
gas, electricity, or transportation. Sometimes these programs are not targeted, but they raise 
the real incomes of the poor more than the non-poor because the subsidized commodities are 
a bigger percentage of the total spending of the poor.  
 
At one time subsidies were used extensively to benefit the poor by reducing the costs of 
goods and services they consumed. The theoretical logic of the approach is compelling: 
lowering the cost of goods and services that the poor consume has the same effect as raising 
their income and improving their welfare. And unlike measures that increase the income of 
the poor as a byproduct of raising National Income, all of the benefits flow to the poor if only 
their consumption or production is subsidized. At the same time subsidies for health, 
education, healthy foods, transport to work sites and basic housing have the advantage over 
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cash transfers that they can encourage the consumption of goods and services that also 
enhance human capital and thereby the long-term earning potential of the poor. Conversely 
higher relative prices for unsubsidized—or even taxed—goods and services can discourage 
the consumptions of those that do not provide such benefits or actually cause harm, such as 
tobacco or alcohol.  
 
A similar logic would suggest that the earnings potential of the poor might be enhanced by 
subsidies for credit to agricultural smallholders, Micro- and Small/ Medium (MSME) 
enterprises and for such inputs as fertilizer and irrigation water for smallholders. The 
assumption is that normally the poor lag in adopting new agricultural technology because 
they cannot access credit and lack ready cash to purchase without credit. A general subsidy 
for fertilizer or water therefore benefits them disproportionately. In this section consumption 
subsidies are addressed. Production subsidies are covered in the sections on Agriculture and 
SME, where it is emphasized that the scope for effective production subsidies is much less 
than has often been thought (for example, subsidized credit to small farmers and to 
microenterprise has generally backfired) and is limited to situations involving the clear 
expectation of learning on the part of the beneficiary, such that the subsidy would be 
transitory. 
 
Some countries (India, Sri Lanka, and Egypt) relied heavily on extensive subsidies to 
implement their pro-poor strategy for much of the twentieth century. Experience with 
subsidies has shown the presumed benefits to be often elusive. Many subsidies were 
inefficient because a substantial part of the benefits did not reach the poor. Indeed some 
subsidies which were justified by their benefits to the poor, still benefited the non-poor more 
than the poor. In Egypt a general subsidy on wheat flour and bread cost 1.7 percent in GDP 
in 1995 and yet at least 60 percent went to the non-poor. In Yemen a similar subsidy cost 0.9 
percent of GDP and only 28 percent went to the bottom 40 percent. (See: Deliverable 10, 
Egypt,). Sri Lanka was more successful, with 60 percent of the food subsidy reaching the 
poorest 40 percent. Even so, 40 percent of the subsidy went to the non-poor and therefore did 
not achieve its purpose. Effective targeting is the key if subsidies are to achieve their purpose 
of reducing poverty at acceptable cost. Our recommendations therefore focus on targeting. 
 
 
Subsidies Policy Recommendations 
 
1. Self-targeting subsidies have proved successful in minimizing leakage of benefits to 

the non-poor and should therefore be used to the maximum possible. If the goods or 
services benefiting from the subsidy are used largely or wholly by the poor then leakage 
of benefits will obviously be minimal. Examples of self targeting programs include: 

 
▪ Low quality staples (e.g., wheat or rice) that only the poor eat; 
▪ Inferior foods that only the poor consume (e.g., maize or cassava in a rice-eating 

culture) 
▪ Urban transport by older, slower buses that only the poor patronize; 
▪ Construction/ employment programs paying a low wage that only those desperate for 

additional employment and income will accept; 
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▪ Minimal quantities of electricity or water, insufficient for a life-style that includes 
power-hungry appliances or running water; 

▪ Dispensaries staffed only by nurses or pharmacists and not doctors which are shunned 
by the non-poor; and 

▪ Sometimes one self-targeting program can be used to distribute subsidized goods or 
services that are not self-targeting (e.g., In the Jamaican food stamp program 
eligibility was originally tied to visits to public health clinics used mainly by the poor. 
As a result 39 percent of the benefits went to the poorest 20 percent and 
administrative costs were only 10 percent of the budget, good targeting at low cost. 

 
2. Subsidies are not efficient in benefiting the poor if the subsidized goods are scarce 

and therefore subject to formal or informal rationing. One of the benefits of 
privatization of utilities is that more of the poor can get water or power from a grid, 
offsetting the increased cost for the few that previously had access at the subsidized price 
(see Deliverable 18, Privatization). Abolishing the fertilizer subsidy in Bangladesh hurt a 
few poor but helped a larger number, who had better access, often at lower price, because 
of the elimination of the profit of the powerful who had access to the rationed, subsidized 
fertilizer. The benefit was increased in Bangladesh because distribution margins declined 
when private firms could compete. There was little or no decline in the consumption of 
fertilizer. However in Sri Lanka, where fertilizer was not scarce and distribution was 
good, the poor lost from higher prices when subsidies declined. There was also more of a 
reduction in consumption, although it was temporary. Where consumption declined, there 
was a secondary effect on the poor through declining demand for their labor. 

 
3. Geographic targeting can be almost as effective as self-targeting in reaching the 

poor. In most countries, even such smaller and more homogenous ones as Sri Lanka, 
poverty is quite concentrated in particular areas (see Deliverable 10, Egypt Brazil 
Indonesia, Sri Lanka). Concentrating subsidized goods and services in those areas, where 
the overwhelming majority of the population is poor, assures that most of the benefits 
will get to the poor who benefit. This is easier to do with services which cannot be moved 
out of the poor area (subsidized drinking water or electricity or subsidies for health 
services or students in middle schools or school lunches) than for goods that can readily 
be sold outside the area.  

 
4. If neither Self-Targeting nor Geographic targeting are effective then subsidies are 

usually quite costly in terms of both leakage to the non-poor and administrative cost 
and should not be used. Administered targeting has generally proved not very effective, 
since the non-poor are able to subvert the system thanks to their greater political power 
and greater ability to pay bribes than the poor. 

 
5. Specific or administrative targeting is easier if 

▪ The subsidy is limited;  
▪ It is assisted by geographic and/or self-targeting; and 
▪ Local governments receive a limited allocation and need to select a number of 

individual recipients within that allocation. (See Deliverable 10, Sri Lanka and 
Egypt).  
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6. In appraising the impact of a subsidy on the poor it is important to take into 

account: 
▪ The costs to the budget; and 
▪ The costs in terms of distortions in consumption and production. 

 
In Sri Lanka the cost of the welfare system, made up overwhelmingly of food subsidies 
reached 6 percent of National Income, in some years. The same resources might have 
been used more effectively to help the poor in other ways (see Deliverable 10, Sri 
Lanka).  

 
7. While subsidies can be inefficient, their abolition can nevertheless have a negative 

impact on the poor. More efficient means of helping the poor therefore need to be 
explored before reducing or eliminating subsidies. Food subsidies can reach most of 
the urban poor and many of the rural poor. If massive food subsidies are ended because, 
as a whole, they are manifestly inefficient, the impact can be negative if they have been 
the only targeted programs for the poorest 20 percent and if this group is not otherwise 
benefiting much from growth (see Deliverable 10, Sri Lanka). The negative impact can 
be much reduced, while the cost of subsidies can be drastically scaled down, by shifting 
from poorly targeted general subsidies for such commodities as rice, wheat, sugar, 
cooking oil and tea/ coffee to self-targeted subsidies for low quality staples only, 
supplemented by employment programs. 

 
8. Effective subsidies can be a good tool for social safety net or income- maintenance 

programs if they are designed to be flexible. Technically this is not difficult to do. Self-
targeting subsidies can be allowed to expand during years of bad harvest or other crises 
and to contract in good years. By definition the poor will be taking primary advantage of 
them. If there are more poor there will be more demand for subsidized “inferior” foods.6 
Similarly with geographically targeted food: if drought or other calamity strikes a region 
then that region would automatically be made eligible for the subsidy. “All” the 
government need do is to define eligibility flexibly, to provide the needed budgetary 
resources to cover the subsidy in bad years and to permit the market to import additional 
subsidized goods if domestic production is inadequate. Using subsidized services in a 
similar flexible manner is more difficult since supply can not flexibly respond to 
increased demand via greater imports.  

 
 

PUBLIC WORKS 
 
Labor-intensive public works programs, part of the targeted pro-poor arsenal, have two 
objectives:  
 
▪ To increase the income of the poor by providing paid employment; and 

                                                 
6  “Inferior” only in an economic sense; that is, foods of which less is consumed as family incomes rises. 

Nutritionally these foods can be superior or equal to other foods. 
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▪ To create local infrastructure, preferably of a kind that is especially useful to poorer 
groups (e.g., farm-to-market roads). 

 
These programs differ from the larger infrastructure-construction programs that all 
governments fund in several respects: 
 
▪ Standard projects are carried out at the lowest budget cost, even if that requires little 

unskilled labor and much machinery, and as rapidly as possible;7 while targeted 
employment programs usually require that workers wages are more than 50 percent of 
total cost, even if that raises the budget cost or delays execution. That is the key 
difference between the two approaches. 

 
▪ Regular public works are usually planned by the national or State/ Provincial 

governments and executed by commercial contractors; labor-intensive works are usually 
planned, proposed and executed by local governments or locally based committees that 
respond to local needs, selecting from a menu of permissible types of projects set by 
national or Provincial/State governments. Consequently labor-intensive works are 
normally, small local projects. Some recent projects have included the poor explicitly in 
the decision-making process.  

 
▪ Regular projects are selected on the basis of the most favorable cost-benefit ratio and are 

sited in areas with the highest return per unit cost that often means they will be located in 
more developed areas. Labor-intensive works have as a principal objective benefits for 
the poor and are therefore sited either throughout the country or primarily in areas of 
greatest poverty. 

 
Labor-intensive public works can constitute an effective Social Safety Net by providing for 
expansion in times and in areas of need. Most labor-intensive public works can serve a SSN 
objective, but not all SSN employment programs are labor-intensive public works, because 
not all create infrastructure. At one end of the spectrum are SSN employment programs that 
are simple “make work” schemes. They pay low wages to anyone willing to work and leave 
nothing productive behind except the additional welfare for these households. We emphasize 
that labor-intensive public works, even those designed to also serve as a SSN, are designed to 
build productive infrastructure that will have economic payoff in the future, in addition to the 
welfare benefits from the wages paid. Most typically they involve construction of rural roads, 
tertiary irrigation canals or drainage works, and local markets. In much of Latin America, 
labor-intensive public works come under the designation of Social Investment Funds and are 
clearly distinguished from Social Safety Nets.  
 
In addition to the their attractiveness as a way to give a pro-poor bias to growth and their 
indirect economic benefits, labor-intensive public works can be justified on strictly economic 
efficiency grounds in many labor abundant countries. Market wages for unskilled workers in 
labor abundant countries (e.g., South Asia, Indonesia, Egypt) are often above their marginal 

                                                 
7  Where, as is sometimes the case, inefficiency or corruption pushes costs above the minimum possible level 

or affects the technology chosen, these biases are unlikely to work in favor of employment of the poor. 
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social product because of disguised unemployment. That is, the accounting or shadow wage 
is well below the wage that employers have to pay. If the cost-benefit analysis for projects is 
done at the accounting wage then more labor-intensive projects are justified than if the labor 
costs are calculated at market wages. 
 
Programs that follow the recommendations outlined below have achieved excellent targeting, 
with 60-100 percent of the participants belonging to poor households in programs in India, 
Argentina and Chile. In India the labor-intensive public works program outperformed the 
micro-credit and food subsidy programs in precision of targeting. Despite such good 
targeting, however, the net benefits to the poor are a good deal less than the amount spent by 
the programs, for a number of reasons. First, wage costs almost never exceed 60 percent of 
the total program budget. Second there is some opportunity cost to project employment even 
when unemployment is high, though this opportunity cost is naturally less in labor abundant 
countries. Third, there are administrative costs. It is estimated that it cost about $2.50 to 
increase the income of the poor by $1 in the well-regarded workfare program Trabajar in 
Argentina These calculations do ignore two secondary benefits. One, impossible to quantify, 
is that the alternative employment and income earning opportunity provided by the program 
can keep other rural wages from falling below the subsistence level during periods of natural 
and economic calamities, and therefore avoid the starvation that might otherwise ensue. 
Second, the long-term benefits of the local public works constructed are not taken into 
account. A rather conservative estimate of the benefits of the resulting works in Bangladesh 
is between 3 and 10 times the total cost of the program, depending on the discount rate and 
the shadow price of labor used. This is a better return than on most regular public works and 
alone more than justifies the expenditures, even if they were not among the most effectively 
targeted programs. 
 
 
Public Works Policy Recommendations 
 
1. To help the poor, labor-intensive public works should be self-targeting through wages set 

at least 10-15 percent below prevailing wages or minimum wages (whichever is lower), 
such that only those really in need of additional income, the truly poor, will take the 
work. In other words, for the labor-intensive works program to benefit the poor, wages 
should not be set at or above the prevailing wage in the region. If wages are set at a rate 
attractive to some non-poor people the demand for work in the program will escalate and 
can quickly exceed the funds available. An informal rationing system will develop in 
which the powerful, the politically well connected or those best able to pay bribes—not 
the poor—get jobs in the program for themselves, their relatives or their supporters. In 
short, it will become a patronage program. The pressures in this direction become 
irresistible as elections approach unless blocked by a firm commitment to unattractive 
wages. A low enough wage will make for a flexible, self-targeting program that helps the 
poor in the short-term and develops infrastructure that can help them in the long-term. 
The sometimes well-meaning, sometimes self-serving argument that wages below the 
legal minimum are “exploitation” must be ignored. In fact, it is higher wages which lead 
to exploitation, through exclusion. They are inevitably accompanied by informal 
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rationing of jobs, resulting in “rents” where those allocating jobs can extract political 
loyalty and bribes/ kickbacks, usually from the non-poor, who get the jobs. 

 
2. Labor-intensive works programs need to be designed and executed locally, under national 

(or provincial) guidelines. National or provincial governments are incapable of designing 
hundreds or thousands of small projects adapted to local needs and priorities. When those 
levels of government are responsible for such programs, funds are often diverted to other 
programs or to private pockets before they reach local governments, much less the poor. 
Local bodies, either governments or separate committees, have shown significant 
capacity to manage local projects if they are supplied with appropriate technical 
assistance. 

 
3. To assure that the program meets pro-poor objectives with efficiency and with minimal 

corruption the national government should: 
 
▪ Make available technical assistance to supply the engineering and other technical 

knowledge often otherwise unavailable to the local bodies; 
 
▪ Develop a monitoring system that checks for diversion of funds, mismanagement and 

corruption; 
 
▪ Insist that all executing bodies publicize the funds made available to them and the 

physical goals of the project; and 
 
▪ Specify a menu of works which can be executed (e.g., not offices or residences, but 

roads, irrigation) and that more than 50 percent of expenditures must be used for labor.  
 
4. Experience has shown that labor-intensive works can be executed with less diversion, 

less corruption and greater efficiency, and with greater benefits for the poor than regular 
public works if these principles are observed. Project management and responsibility 
needs to be local so that local knowledge is applied and the beneficiaries are induced to 
take responsibility, but monitoring and technical assistance most be from the outside so 
that the local elite does not capture the program and its funds. Public information, in large 
posters at the site, in ledgers kept at the local offices, in local newspapers, makes it easy 
for monitors and alternative local elites to check that no substantial diversion of funds 
occurs. Requiring that most of the funds be used for labor assures that project 
expenditures benefit the poor not the owners of machinery. 

 
5. The labor-intensive public works programs should be long-term or permanent in order to 

develop a portfolio and pipeline of projects ready for execution that meet the criteria of 
the program. Programs hastily developed during crises and abandoned shortly thereafter 
usually are inefficient and waste funds. The government machinery is simply not 
equipped to design, approve and execute the large number of projects needed to make a 
dent on crisis problems. But once machinery has been developed to process and execute 
projects its efficiency can be gradually improved and it can execute a variety of projects.  
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6. Flexibility should be built into the design of labor-intensive works so they become a 
central element in Social Safety Net programs and become an automatic stabilizer. If the 
wages paid are low so that the program is self-targeting it will automatically expand in 
bad times or in regions suffering calamity, if permitted to do so. During periods of 
economic crises there will be more of the truly poor prepared to work for a low wage and 
interested in work under the labor-intensive works program. If some regions suffer from 
drought or flood more workers will similarly seek jobs and more of the local 
governments will want funds for projects in their areas. If the program is prepared to fund 
the additional workers it will become that rarity in poor countries: an automatic stabilizer. 
And of course that is also the time when infrastructure projects can be executed at 
minimal cost, both financial and social.  

 
7. Workers on these programs should be paid in cash rather than in food. The latter is 

inefficient, administratively cumbersome, reduces the effectiveness of targeting and 
makes it difficult for the programs to be flexible. It involves government delivering food 
to the work site, which requires a distribution system paralleling the market, and 
inevitably far less efficient. Opportunities abound for deterioration in the quality of the 
food, for theft or diversion. If some of the workers grow some of their own food they 
need to sell the food provided by government to obtain the cash for other needs, incurring 
a loss of benefits. If the program needs to expand in particular areas a further brake is 
imposed by the difficulty of expanding the food distribution system. Finally the 
additional food available to the country may not be the food the workers on the projects 
want to eat (e.g., it may be wheat in a rice-eating country, or it may be a higher quality of 
rice than they would normally buy). Recipients again have to sell the unwanted food in 
the market to buy the food they want to eat. 

 
8. From a pro-poor perspective the best method of funding an expansion of these programs 

is from dedicated aid funds not available for other pro-poor programs. That includes a 
variant of the food-for-work approach. Second-best are funds set aside for infrastructure 
development. Several of the early programs were funded indirectly with surplus food aid 
from the U.S. Mindful of the problems of distributing food to workers the additional food 
was sold into the market and the proceeds were immediately spent on funding labor-
intensive works. Since about 70 percent of the increased expenditures went for labor and 
since these poor workers spend 60-70 percent of their additional income on buying the 
food, domestic prices did not decline as much as from an equal volume of commercial 
imports, but workers’ real income rose. Since governments typically spend large sums on 
infrastructure, it is quite feasible for them to allocate some of it to the kind of local 
infrastructure projects that labor-intensive programs can build. This is often a more cost-
effective way of helping the poor than subsidy programs that are poorly targeted.  

 
 

SOCIAL INVESTMENT FUNDS 
 
Social investment funds (SIFs) are central government entities that channel resources to 
small-scale subprojects in poor communities. The typical SIF builds social and economic 
infrastructure (schools, health posts, water and sewer systems, feeder roads, irrigation and so 
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on). Some have broadened their scope to include training, microcredit and other activities 
seen as filling a need in or requested by poor communities. SIF operations have spread 
rapidly since the first emergency fund was created in Bolivia in the late 1980s. By May 2001 
the World Bank had invested $3.5 billion in 58 countries while the IDB had invested almost 
$2 billion in Latin America alone.  
 
In most countries SIFs were set up and originally thought of as an emergency response to 
increases in poverty during stabilizations, balance of payments crises or deep structural 
adjustment. SIFs differ in objective from the labor-intensive public works employment 
program described in the previous section. While they do create some employment, their 
chief benefit to the poor is the improvement in living conditions in poor communities that 
come from the operation of the projects not from the wages of the workers who build the 
projects. Thousands if not millions of children have been provided with better school 
infrastructure and basic school supplies. Safe water and sewerage systems have been built in 
underserved communities. Access to health care has significantly improved.  
 
SIFs are a good instrument for improving the welfare of the poor when there are serious 
deficiencies in social and/or economic infrastructure in poor communities, especially in 
countries which also have a highly centralized government. Essentially a SIF is a mechanism 
by which resources are channeled from Central governments and international donors 
directly to poor communities. As more taxing and decision-making authority devolves to 
local governments, both the choice and the financing of local projects can be done 
increasingly at the local level. A national SIF could still operate to obtain resources from 
international donors and assist poor communities in project preparation and selection.  
 
A key characteristic of the SIF is the big role played by poor communities in project 
selection. Typically the central SIF office in cooperation with international donors produces a 
menu of eligible project categories, generally with priorities attached, from which the poor 
community representatives make their selection. Beneficiary studies in many funds confirm a 
fairly high degree of satisfaction with the selection procedure, but there have been 
operational problems, particularly in more technical projects such as those in water and 
sewerage because of the significant maintenance and operating costs which have to be 
covered by the poor community.  
 
For the most part the SIFs have done little to help the poor earn their way out of poverty. But 
they have significantly improved welfare in poor communities. SIFs create relatively few 
jobs, most of which are temporary. Most of the good jobs for more skilled labor are filled by 
contractors from workers outside the poor community. Furthermore in most SIFs wages of 
the unskilled are set at or below the going market wage to assure that projects are really 
desired by the communities. Nor have the SIFs devoted much of their project money to 
income generating projects.  
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Social Investment Funds Policy Recommendations 
 
1. Social Investment Funds should not replace the public sector in tasks that are the 

government’s inherent responsibility. To do so can undermine ongoing public sector 
reforms and institution building programs. SIF portfolios will undoubtedly continue to 
include projects such as schools and health post construction where they can be carried 
out more rapidly and effectively outside the government’s traditional ministries. However 
this should be considered an interim solution until the management and operational 
procedures developed by the SIFs can be transferred to the ministries and municipalities. 

 
2. Social Investment Funds should devote more resources to training and community 

development. This will help guarantee that projects are sustained after construction and 
it will also help poor communities obtain funds from local or national governments for 
community improvements.  

 
3. Social Investment Funds should develop and adopt transparent project selection 

procedures. Mechanisms for the rapid disbursement of project grants to poor 
municipalities have an obvious potential for partisan patronage, particularly during 
election periods. To maintain public support for the funds it is critical that the selection of 
projects be based on objective and defensible criteria. In addition it is important that 
technical staff not be treated as political appointees to be changed with each new 
government. This problem has been exacerbated in many countries where fund salaries 
are far higher than those for equivalent positions in the public or private sectors. Hence 
recommendation number 4: 

 
4. Social Investment Funds should not pay their employees at above competitive rates. 
 
 

CONDITIONED CASH TRANSFERS 
 
Conditioned cash transfer programs give cash transfers to poor families, contingent on their 
keeping their children in school, getting pre-natal or preventive health care or attending 
nutrition classes. They are a good way to simultaneously raise the income of the poor with 
children and to equip the children with human capital, thus breaking the inter-generational 
transfer of poverty.  
 
Whereas some poverty programs seek to eliminate poverty in the long run by making people 
more productive and SSN programs give poor people money or goods to increase their 
income in the short run, the conditioned transfer does both things at once. It raises the income 
of the poor family just as any other safety net program would, but at the same time increases 
the future earnings potential of the children by the extra years of education they receive or 
their better health status. Cash transfer programs have successfully achieved both objectives 
in more than half a dozen programs in Latin America and in a few elsewhere. Large 
programs in Brazil, Mexico and Bangladesh have reached respectively 8.6 million, 1.9 
million and 2.1 million children. Recent evidence suggests that these conditioned cash 
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transfer programs have had a significant impact on both student enrollments and educational 
attainment.  
 
In Mexico, where the most careful evaluation has been done, it was estimated that the 
average education level rose by two-thirds of a year in the cohorts in the rural areas covered 
by the program. In Nicaragua average education levels at the end of grade five increased 
from 2.6 to 3.1 years. Positive results have also been observed in Bangladesh and Brazil. For 
Progresa in Mexico, communities which were in the program reduced poverty by 17 percent 
and the poverty gap by 36 percent relative to communities without the program. In Nicaragua 
the RPS was estimated to have increased the consumption of poor families by 17.4 percent.  
 
The long run impacts of the conditioned transfer programs on poverty are not observable yet 
since the programs have only been in existence for a short time period. Yet if one takes the 
observed increase in average education of the current cohorts in the programs and the 
increase in earnings that would produce in today’s labor market conditions, it is possible to 
make a rough estimate of what the impact of the extra education will be on future earnings of 
the children in beneficiary poor families. For Mexico and Nicaragua, two countries where 
enrollments are far from universal, the increase in future earning is larger than the subsidy 
itself. In other words, the long-run benefits of the program to poor families are larger than the 
subsidy. That would not be the case if there was little increase in enrollment rates because all 
the eligible children were in school already. 
 
 
Conditioned Cash Transfers: Policy Recommendations 
 
1. Conditioned cash transfers should be considered seriously in situations where the 

poor take inadequate advantage of educational and health services because they 
cannot afford them. 

 
2. Where the potential payoff to investment in educational or health services for the poor is 

not high (for example, where enrolment is close to universal), such transfer programs 
should not be instituted or, if in existence, should be cut back or discontinued. The 
investment component of these programs is more important than the transfers so their 
logic depends on a significant payoff to that investment. They should not be turned into 
disguised cash transfer programs.  

 
3. For most countries a combination of geographic focus and a locally applied means 

tests are the most effective way to target the poor through conditioned cash 
transfers. A recent study of targeting performance found that these programs compare 
very favorably with other poverty-targeted programs. Mexico’s system is quite typical. 
First the program was limited to the rural area. Within the rural area information from a 
national census was used to locate the poorest communities. Within those communities a 
household survey was used to select the eligible beneficiary families. In Brazil and 
Bangladesh at the second stage a local committee selects the recipients rather than relying 
on a survey. 
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4. For the program to work, the monthly payments have to be big enough to provide a 
significant incentive for families to keep their children in school or make visits to 
health posts. The payments per child average between 5-10 percent of the national 
poverty line and between 10-20 percent of the average income of poor families. Monthly 
payments in most programs do not vary by grade level or gender. Where the income of 
children who work is an important supplement to family income, benefit payments 
should be graduated to reflect this.  

 
5. Conditioned transfer programs are inappropriate in countries where the low 

enrollment rates are caused by a lack of educational infrastructure rather than a 
lack of demand. The conditioned transfer programs increase enrollments in countries 
where low enrollments are a demand-side problem rather than the result of a shortage of 
schools or teachers, i.e. when children do not go to school because their families cannot 
afford to send them, not because there are no schools for them to go to. These programs 
make sense only where there is a fairly adequate education infrastructure already in place.  

 
6. Conditioned transfer programs are not a substitute for an emergency safety net and 

should not be thought of as such. These programs are not easy to expand in the face of 
a crisis. In addition, many of those who lose their income in a crisis do not have children. 
Therefore these programs should be seen as complementary to a safety net system which 
helps those who are aged or disabled or which offers workfare for those who are 
temporarily unemployed because of an economic or climatic shock.  
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CHAPTER SIX 
CROSS-CUTTING ISSUES 

 
 
This chapter presents pro-poor recommendations under the cross-cutting themes of gender, 
conflict, privatization, and environment. This chapter concludes with a brief introduction to 
issues of governance and institutions and their relevance to pro-poor growth. 
 
 

GENDER 
 
A gender-equitable pro-poor growth strategy is one which promotes the economic 
opportunities of poor women, both in self-employment and in paid employment.8 Women 
face greater constraints to entering formal wage labor than men, and face various forms of 
discrimination when they do enter the labor force. Although some of the constraints to 
raising women's economic participation and welfare are socio-cultural in origin, there are a 
number of promising areas where support can make a difference, including improved access 
to capital through financial sector reforms and micro-credit schemes; investment in time-
saving infrastructure; social policies to promote education, health and childcare; and other 
measures to provide gender-appropriate social protection. To contribute to gender-equitable 
pro-poor growth these interventions must be designed with women in mind. Women will not 
benefit fully from improvements in the availability of credit unless an effort is made to 
ensure a gender-neutral distribution, nor from increased off farm employment unless they 
have equitable access. Nor are they likely to reap maximum benefits from investments in 
education or health care unless an effort is made to ensure that these services are sensitive to 
their needs.  
 
 
Gender Policy Recommendations 
 
 
Facilitate Women’s Productive Self-Employment 
 
Along with their domestic activities, many women from poor families are self-employed in 
agriculture or in micro-enterprises. Raising incomes in either of these activities can be a 
viable path out of poverty for a good number of women in developing countries. However, in 
most countries women’s productivity and income has not attained its full potential, due 
among other things to market failures that inhibit productivity increases through access to 
productive assets, credit, information, technologies, and more lucrative domestic and export 
markets. Given that women are usually more susceptible to such market failures, it is 
important both to improve the functioning of these markets and to develop gender-sensitive 

                                                 
8  The policy recommendations presented here on pro-poor growth and gender are limited in scope to those 

policies that facilitate women’s employment and participation in the labor market. The very broad topic of 
gender and poverty (and the feminization of poverty) goes well beyond this necessarily limited discussion.  
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agricultural and micro-enterprise policies that allow female entrepreneurs to overcome the 
imperfections. Accordingly, it is appropriate to: 
 
1. Improve women’s access to microfinance. Improved access and efficient provision of 

savings, credit, and insurance facilities can enable poor women to enhance their income 
earning capacity through new productive activities and/or by diversifying existing 
economic activities, as well as to smooth their consumption and better withstand 
economic shocks. The constraints women face can be addressed, for example, by:  

 
▪ Simplifying rules and procedures for securing credit. 
▪ Supporting the development of those non-bank financial institutions (NBFIs) that 

reduce transactions costs of lending to women. 
▪ Removing laws requiring married women to obtain spousal approval for bank loans. 

 
2. Improve the provision of technology, vocational and management skills, marketing 

information, and advisory and business support services to complement the 
microfinance credit package. 

 
3. Promote greater equality in property rights. Access to credit and technology is often 

conditioned on access and/or ownership of land, and women often do not have 
satisfactory property rights. Joint titling of husband and spouse is often useful. While the 
provision of statutory property rights is not always necessary, there must be some 
recognized mechanism to safeguard and enforce women’s access rights to land.  

 
4. Invest in infrastructure improvements to increase women’s efficiency. Women’s 

economic efficiency and girl's school attendance can be raised through infrastructure 
investments ranging from minimizing distances traveled to collect water and fuel, to 
electrification, which enables women to perform light intensive work at home (e.g., night 
work), to labor saving technologies that enable women to process foods.  

 
5. Promote adult education programs/training. Technical skills are essential for 

entrepreneurial growth. Adult female literacy/numeracy and education programs, targeted 
especially at women engaged in non-household economic activity, can contribute to the 
strengthening of women's ability in this area.  

 
 
Improve Women’s Opportunities for Wage Employment 
 
A gender equitable pro-poor strategy must focus on developing a set of policies that increase 
female employment and allow productivity and wages to rise while ensuring the provision of 
basic rights and working conditions. The main specific steps related to the labor market are 
to: 
 
6. Promote labor legislation and policy that reduce gender discrimination. Eliminating 

discriminatory employment barriers through equal opportunity legislation can under 
some circumstances facilitate women's labor market participation. Labor laws that restrict 
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the types of work women can do (e.g., night or overtime work) or the hours that they are 
allowed to work should be revisited. Such regulations give firms less flexibility in the 
employment of women and hinder women’s progress towards equity in the labor market. 
Labor standards should include such gender-related workers’ rights issues as freedom 
from sexual harassment and sexual discrimination.  

 
7. Develop women's overall human capital, through educational attainment and 

technical training. Human capital improves women's access to employment and 
facilitates broader occupational mobility. Equitable access to primary and secondary 
education is the key step to promote longer term progress. Since formal education does 
not assure remunerative employment, the opportunity for poor women to upgrade their 
skills through greater vocational training and job retraining programs can also be 
important. Specific interventions which should be considered include:  

 
▪ Reducing the direct and opportunity costs of girls schooling by eliminating or 

subsidizing the costs of school tuition, uniforms, textbooks, and stationery.9 
▪ Providing flexible school hours to allow girls to perform their household and 

agricultural work.  
▪ Recruiting and training more female teachers, and reform curricula and textbook 

design to be gender-sensitive.  
▪ Building community schools, which reduce the time and security fears associated 

with girls walking long distances to school.  
▪ Instituting advisory services to track women into education and training programs in 

sectors for which labor demand is predicated to grow.  
 
8. Invest in infrastructure and public services which improve the physical safety of 

women working outside the home. In societies where female employment outside the 
home is recent many women and their families have legitimate fears of walking or riding 
to the place of employment. Better light, better bus service, and better policing can all 
contribute to the resolution of this problem. 

 
 
Promote Social Protection Policies  
 
Social protection policies should be designed to reduce the work intensity caused by the dual 
burden women face in combining labor market and domestic responsibilities. Women are 
more constrained than men from participating in the labor market due to their primary 
responsibility for domestic work and childcare.  
 
9. Support the provision of childcare. Lack of adequate childcare can be a serious barrier 

to female employment, especially in urban areas of countries where other family 
members are no longer readily available for this function. Where a positive impact of 
better services on female employment can be demonstrated, possible policy solutions 
might include: 

                                                 
9  Small bursaries for girls' education have achieved success in some countries (e.g., Pakistan). 



58 
 
 

Development Alternatives, Inc.–Boston Institute for Developing Economies 

 
▪ Targeted childcare subsidies (vouchers) provided to poor households; and 
▪ Community based childcare facilities, in which local mothers provide the care services 

for a modest (publicly paid) wage. 
 
 

CONFLICT 
 
Violent crises and civil wars inflict great human, social and economic damage on the 
countries involved. Apart from the often large number of deaths caused, loss of precious 
physical and human capital represents a major obstacle to the development of crisis and war-
affected countries for years to come. More than half of all low-income countries have 
experienced major violent conflict in the recent past. In 2002, the world total refugee 
population was nearly 15 million and another 22 million were internally displaced. A 
disproportionate share of conflict has recently been concentrated in Africa, where the poverty 
challenge is also the greatest. A major cross-country determinant of the growth performance 
of African countries has been the presence or absence of conflict. 
 
An economy is damaged by war through the destruction of resources, the disruption of social 
and economic order (including mutual trust among individuals and groups and confidence in 
the state), and the diversion of public expenditure from production-enhancing activities. It 
also reduces savings and leads to removal of assets (human, as well as physical and capital) 
from the country. Subsequently, countries typically suffer from “war overhang” in that the 
cost in terms of reduced growth persists after the war. And long-term conflicts, particularly 
where the state disintegrates and warlords systematically and deliberately violate individual 
and group rights, lead to chronic poverty and to the irreversible collapse in livelihood as poor 
families consume their assets and retreat to subsistence production. Groups particularly 
vulnerable to descent into chronic poverty include the elderly and disabled, women and 
children; sexual violence is a common weapon of terror. Poverty is generally agreed to be a 
determinant of conflict. This, together with the fact that conflict causes poverty, suggests that 
countries can fall into a poverty-conflict trap. Ethnic and other group conflicts also often play 
a role.  
 
Government leadership is essential to post-conflict recovery; all or nearly all of the standard 
institutions which underpin economic life have been weakened, especially those that rely on 
trust among people. The state needs to establish priorities and harmonize a big push towards 
normally and growth. 
 
 
Conflict Policy Recommendations 
 
1. Organized efforts to advance reconciliation at the local level warrant high priority in 

the aftermath of war. It is crucial that trust be restored and cooperation encouraged 
among individuals and groups so that community economic and social structures can 
once again become operational.  
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2. One way to contribute to trust in government is to formulate and implement policies 
with such collaboration of marginalized and disaffected groups as is possible; with 
luck, such policies will also provide quick and identifiable results.  

 
3. Concomitant with the rebuilding of trust, highest priory should be given to policies for 

social inclusion (pro-poor targeting programs and safety nets). These are initially more 
important than and should chronologically precede structural and macroeconomic 
policies for pro-poor growth. 

 
4. Support, including that falling in both the safety net and the development program 

categories, must target, inter alia, demobilized soldiers, refugees, and internally 
displaced persons. The first group is critical because it constitutes an especially strong 
potentially destabilizing force.  

 
5. Post-conflict economic policy should concomitantly promote poverty reducing 

growth and address group inequalities. Growth which leaves any disaffected group 
behind may be as much a threat to future peace as growth which includes that group can 
be a contributor to it. Thus economic restructuring should be designed to increase the 
participation and productivity of the poor, disenfranchised, and potentially troublesome 
groups.  

 
6. Education and adult training should focus especially on skills required for available 

jobs. This contributes to growth, while focusing on the constructive rather than the 
destructive potential of the population, and creating the possibility of much-needed up-
front benefits. 

 
7. Given the urgent need to get as many people into productive employment as quickly as 

possible, labor intensive rural infrastructure programs, which can create many jobs 
quickly while rebuilding lost infrastructure, should be considered. Other cash for work 
programs (e.g., in agriculture) may also be promising.  

 
8. While conflict-prone environments create opportunities for large payoffs from timely and 

effectively targeted aid (for example to fund the just cited rural works programs), donors 
must recognize that post-conflict reconstruction is much more complex and hence 
riskier than similar projects in more stable environments and requires constant 
monitoring to minimize negative consequences. It must be recognized that neither 
governments nor all of the powerful groups in the country will typically see poverty-
reducing economic growth as desirable or in their best interests.  

 
9. Complementary to point #8, donors must develop a deep, location-specific 

understanding of what drives conflict. Strategies must be tailored to local 
environments.  
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PRIVATIZATION 
 
The efficiency effects of privatization are well known, substantial and overwhelmingly 
positive. The equity effects are both less well understood and far less uniform. The 
momentum of privatization, which accelerated through the 1990s, has recently slowed 
considerably in most if not all countries. In part this is because the easier countries and 
companies have been done first. But it is also due to widespread public perception that the 
benefits have not been shared equitably, with the rich gaining at expense of the poor. 
 
This perception is not broadly supported by the available empirical literature, though that 
literature is still sparse. The evidence available tends to suggest that, while consumers are 
sometimes made better off and sometimes worse (the former more frequent in the small 
sample of cases which have been studied carefully), labor does not lose as a class (especially 
poorer workers, who are relatively infrequently employed by public enterprises) and the 
government almost always gains, with the biggest source of such gains usually not being the 
initial sale price but rather the increased tax revenues from (and reduced subsidies to) the 
newly profitable.  
 
 
Privatization Policy Recommendations  
  
1. Future privatizations should apply best practice techniques to enhance equity without 

sacrificing efficiency.  
 
2. To benefit poor consumers, the privatization process should focus on access effects by 

requiring bidders to commit to extending service at some specified rate. Carefully 
targeted lifeline pricing schemes can also be used to subsidize poor consumers. In either 
case there will be a price in terms of reduced government gains, but that transfer may 
often be worthwhile.  

 
3. To benefit poor workers, consider banning layoffs of at least unskilled workers for 

three years, but with a clear provision that work rules can be reformed so efficiency 
gains will not be imperiled. Again there will be a price in government sale revenue, but 
where labor redundancy is not egregious (say less than twenty percent), the price will 
often be small because redundancies will be eliminated through natural attrition and the 
labor demands of an expanding enterprise.  

 
4. More analysis is needed on the effects of privatization in order to have a more solid 

base from which to generalize about its poverty impacts. 
 
5. Whatever may be the actual effects of privatization, the public needs to understand these 

better, through a better flow of information. 
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ENVIRONMENT 
 
Poor families suffer disproportionately from environmental degradation. They also contribute 
substantially to such degradation, mainly through activities in which they have little choice 
but to engage. Most of the world's extremely poor people live in rural areas, where a large 
proportion of them occupy marginal areas, such as arid and rain-fed semi-arid lands, steeply 
sloped and mountainous regions, jungles, forests, and marshes. In addition to whatever 
household lands they may possess, the rural poor are disproportionately dependent on 
common lands and resources for a significant range and amount of their basic needs, 
including forage and fodder for livestock, fuel wood and kindling, building materials, and 
foodstuffs. Women are especially burdened by time-consuming resource harvesting and 
gathering from over-exploited environments. Poor rural households depend heavily on 
biological productivity in agriculture and on uncultivated natural environments. 
Consequently, when biological productivity in a vulnerable region declines through over-
exploitation, poor households are likely to remain dependent on a dwindling natural resource, 
perhaps entering into a downward spiral of poverty and resource degradation. Even where the 
returns on substitutes to that natural productivity (e.g., fertilizers) are high, credit and capital 
constraints are likely to prevent poor households from making the needed investment. The 
rural poor are disproportionately vulnerable to natural and man-made fluctuations and 
disasters, such as droughts, floods, and population displacements due to military conflicts.  
 
The urban poor depend predominantly on unskilled and semi-skilled labor, much of it 
expended in informal sector activities where they are highly exposed to environmental threats 
to health. Their living quarters often abut industrial areas, highways, railway lines, drainages 
and other undesirable zones. Housing is often makeshift and offers inadequate protection or 
ventilation, so people spend a large part of the time outdoors in polluted neighborhoods. 
Consequently, the urban poor suffer a heavy environmental health burden; environmental 
factors are largely responsible for the stunningly high levels of morbidity found among the 
urban poor. 
 
Maintaining natural capital by preventing the deterioration of biological productivity greatly 
enhances potential sustainable yields and the incomes of many poor families. Substituting for 
impaired biological productivity through alternative investments can be expensive. 
Significant reductions in urban pollution can be achieved with low-cost measures and 
favorable benefit: cost profiles, contributing to economic growth as well as personal 
productivity. Because of technological inefficiencies in production processes in low-income 
countries, it is oftentimes possible to identify technical improvements that result in 
significant reductions in pollution and environmental damages while virtually paying for 
themselves in materials, energy, or water savings. Consequently, the claim that low-income 
countries must necessarily sacrifice environmental protection for the sake of economic 
growth does not hold up to careful scrutiny.  
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Environment Policy Recommendations 
 
1. Strive for political and macroeconomic stability. Episodes of political and 

macroeconomic instability weigh heavily on the poor, because of their vulnerability and 
insecurity. Such instability usually aggravates environmental damage either because 
restraints on resource exploitation by the powerful are relaxed or because the poor, often 
as political or economic refugees, are driven to unsustainable resource uses as survival 
strategies. 

 
2. Pursue legal reforms to define more clearly community resource rights, to improve 

equitable access of the poor to the legal system, and to improve the ability of private and 
public parties to sue for compensation of environmental damages or non-compliance with 
environmental laws. Ensuring community rights to land, water, and forests against 
encroachments by individuals, corporations, or agencies of government protects the 
welfare of the poor directly and also makes them much more likely to manage the 
resources under their control in a sustainable fashion. 

 
3. Where communal resource management could be effective but an incentive is 

needed to institutionalize it, provide such incentive in the form of concession to the 
group of a resource, such as wild animal herds or forests currently owned by the 
state. 

 
4. Undertake accelerated programs to regularize title to rural and urban land. 

Effective security of property rights in urban and rural land and resources is necessary to 
provide owners with incentives to invest and conserve those resources for future uses.  

 
5. Strengthen the capacities of governmental agencies at local, regional and national 

level responsible for managing natural resources in the public estate, including training in 
working with communities. 

 
6. Improve the capabilities of environmental protection agencies to carry out standard-

setting, permitting, monitoring, enforcement and public communications activities. 
 
7. Undertake tax reform to improve the efficiency, equity and environmental sensitivity of 

tax design and administration. An environmentally friendly pro-poor tax framework 
should fully exploit the possibilities of raising revenues through corrective taxes on goods 
and processes that generate negative environmental externalities, such as fossil fuels, 
tobacco, and dangerous chemicals, and should include measures to tax and collect 
resource rents, thereby discouraging pernicious rent-seeking behavior and incentives to 
corruption in resource management. 

 
8. Support programs aimed at strengthening community forestry, irrigation, fisheries, 

and watershed rehabilitation. 
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9. Support agricultural research and extension programs targeted at marginal and 
fragile lands, such as drylands and uplands. New technologies can be developed 
which are much less threatening to the environment. 

 
10. Support low-cost sanitation, water supply and waste management programs targeted 

to low-income neighborhoods. 
 
11. Support environmental partnership programs to facilitate the effective transfer and 

diffusion of energy-efficient and pollution-preventing technologies. 
 
12. Foster policy analysis of incentive reforms by in-country academic institutions, research 

organizations, and public agencies. 
 
 

GOVERNANCE AND POLITICAL ECONOMY 
 
If historical paths and geographical settings strongly condition economic policy 
recommendations for individual countries, the diversity of political systems, many quite 
literally idiosyncratic to an individual, should induce great caution in recommending both the 
substance and process of good governance. Still, just as there are essential core elements to 
good economic policy, especially as it impacts the poor, there is a similar core of “good 
governance” outcomes that can be described, even if little is known in general about how to 
get there (even in a particular country). An earlier belief in the efficacy of Western-style 
democracy, with a few political parties competing in national elections, as the instrument of 
good governance, rather than its outcome, has been shaken by the experience of new 
democracies around the world since their rapid emergence since the 1960s. Closed, one-party 
systems that suppress minority rights have been at least as common as open and inclusive 
pluralistic systems, and neither system has been particularly successful in stimulating rapid 
economic growth or inclusion of the poor. 
 
How does this reality influence our recommendations on pro-poor growth? At one level, as 
the Natsios Report argues, little progress can be made on either economic growth or poverty 
reduction without at least the bare minimum of good economic governance. This minimum 
includes a functioning government bureaucracy, a degree of civil order that permits investors 
to look beyond day-to-day security concerns, and some confidence that agreements and 
contracts will be honored. Many countries fail to meet even these minimum standards and 
USAID involvement in such countries is likely to be primarily through humanitarian 
assistance and conflict resolution mechanisms. Building democratic institutions as the basis 
for good economic governance will be premature. 
 
Where the minimum conditions are established, more active engagement on behalf of pro-
poor growth becomes feasible. Even in these countries further institutional development is 
likely to be needed to encourage foreign direct investment and rapid growth in international 
trade. Transparency in government taxation and expenditure policies, effective efforts to 
control corruption, clear defense of the rule of law, voice for multiple political constituencies, 
and, eventually, competitive democratic processes as the basis for government formation will 
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all lead to more rapid economic growth. In this context, attention to the pro-poor dimensions 
of that growth, as outlined in the specific recommendations here, can generate visible results. 
 
All governments have stronger points and weaker ones. Experience in many developing 
countries has shown that, even in the midst of serious corruption and incompetence in much 
of the public administration, small groups of highly qualified and apolitical technocrats can 
have a major positive impact on the quality of public policy. This pattern is perhaps most 
notable in but by no means limited to the area of macroeconomic policy. Support for the 
development of such technocrats should be a high priority goal of international donors in 
many countries. 
 
Inherent in all successful pro-poor strategies is “inclusion” of the poor. This inclusion can be 
narrowly interpreted to mean reaping some economic benefits as part of the growth process, 
but a more effective interpretation would broaden the concept to include participation in local 
decision making and empowerment in political processes. The voice of the poor on behalf of 
pro-poor growth will not, of course, guarantee that it happens. In some areas of economic 
policy, the views of the poor as to what policy choices would bring benefits to them may not 
be well-informed ones. But in many other areas, especially matters like local infrastructure 
development, they are often the best informed. Without their voice, the probabilities of 
broad-ranging success in the attack on poverty drop off sharply. 
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