Daron Acemoglu

ROOT CAUSES

A historical approach to assessing the role
of institutions in economic development

REMENDOUS DIFFERENCES IN INCOMES and standards of living exist

today beiween the rich and the poor countrics of the woild. Average per capita
income in sub-Saharan Africa, for example, is less than one-twentieth that in the United
States. Explanations for why the economic fortunes of countries have (liverged so much
abound. Poor countries, such as those in sub-Saharan Africa, Central America, or South
Asia, olten lack Functioning markets, their populations are poorly educated, and their
machinery and technology are outdated or nonexistent, But these are only proximate causes
of poverty, begging the question of why these places don’t have better markets, better
human capital, more investments, and better machinery and technology. There must be
some fundamental causes leading to these outcomes, and via these channels, to dire poverty.

The two main candidates to explain the fundamental causes of differences in pros-
perity between countries are geography and institutions. The geography hypothesis, which
has a large following both in the popular imagination and in academia, maintains that the
geography, climate, and ecology of a society shape both its technology and the incentives
of its inhabitants. It emphasizes lorces of nature as a primary lactor in the poverty of
nations. The alternative, the institutions liypothesis, is about human influences. According to
this view, some societies have pood institutions that encourage investment in machinery,
human capital, and better technologies, and, consequently, these countries achieve
cconomic prosperity.

Goced institutions have three key characteristics: enforcement of property rights for
a broad cross section of society, so that a variety of individuals have incentives to invest
and take part in economic lile; constraints on the actions of elites, politicians, and other
powerful groups, so that these people cannot expropriate the incomes and investments of
others or create a highly uneven playing field; and some degree of equal opportunity for
broad segments of society, so that individuals can make investments, especially in human
capital, and participate in preductive econemic activities. These good institutions contrast
with conditions in many societies of the world, throughout history and today, where the
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rule of law s applied selectively; property rights are nonexistent for the vast majority of

the population; the elites have unlimited political and economic power; and only a simg))
fraction of citizens have access to education, credit, and production opportunities,

Geography’s influence

If you want to believe that geography is the key, look at a world map. Locate the poorest
places in the world where per capita incomes are less than one-twentieth those in the
United States, You will find almost all of them close to the equator, in very hot regions
that experience pericdic torrential rains and where, by definition, tropical diseases are
widespread.

However, this evidence does not establish that geography is a primary influence on
prosperity. It is true there is a correlation between geogmphy and pros perity. But correlation
does not prove cavsation. Most important, there are often omitted factors driving the
associations we observe in the data.

Similarly, if you look around the world, you’ll see that almost no wealthy country
achieves this position without institutions protecting the property rights of investors
and imposing some control over the government and elites. Once again, however, this
correlation between ingtitutions and economic development could rellect omitted factors
or reverse causality.

To make progress in understanding the relative roles of geographic and institutional
factors, we need to find a source of exogenous variation in institutions — in other words,
a natural experiment where institutions change for reasons unrelated to potential omitted
factors (and geographic factors remain constant, as they almost always do).

The colonization of much of the globe by Europeans starting in the fifteenth century
provides such a natural experiment. The colonization experience transformed the
institutions in many lands conquered or controlled by Europeans but, by and large, had
no effect on their geographies, Therefore, if geography is the key factor determining the
economic potential of an area or a country, the places that were rich before the arrival of
the Europeans should have remained rich after the colonization experience and, in [act,
should still be rich today. In other words, since the key determinant of prosperity remains
the same, we should see a high degree of persistence in economic outcemes. If, on the
other hand, it is institutions that are central, then those places where good institutions
were introduced or developed should be richer than those in which Europeans introduced
or maintained ex(ractive institutions to plunder resources or exploit the non-European
poputation.

Historical evidence suggests that Europeans indeed pursued very different coloniza-
tion strategies, with very different associated institutions, in various colonies. At one
extreme, Europeans set up exclusively extractive institutions, exemplified by the Belgian
colonization of the Congo, slave plantations in the Caribbean, and forced labor systems
in the mines of Central Ametica. These institutions neither protected the property rights
of reguiar citizens nor constrained the power of elites. At the other extreme, Europeans
founded a number of colonies where they created settler societies, replicating —and often
improving — the Evropean form of institutions protecting private property, Primary
examples ol this mode of colonization include Australia, Canada, New Zealand, and the
United States. The settlers in these societies also managed to place significant constraints
on elites and peliticians, even if they had to fight to achieve this objective,
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Reversal of fortune

50 what happem:d to ceonomic development after colonization? Tid places that were ri(.*.h
before colonization remain rich, ag suggested by the geography hypothesis? Or did
economic fortunes change systematicaily as a result of the changes in institutions?

The historical evidence shows no evidence of the persistence suggested by the

gcogml)hy h_ypothesis. On the contrary, there is a remarkable reversal of fortune in economic

In.ospeyity, Societies like the Mughals in India and the Aztecs and the Incas in America that
ameong the richest civilizations in 1500 are among the poorer societies of today. In
st, couniries cocupying the territories of the less developed civilizations in North

were
conlra .
America, New Zealand, and Australia are now much richer than those in the lands of the
Mughals, the Aztecs, and the Incas. Moreover, the reversal of fortune is not confined to
this comparison. Using various proxies for prosperity before modern times, we can show
that the reversal is a much more widespread phenomenon. For cxample, before
industrialization, anly relaﬁvely developed societies could sustain signiﬁcant urbanization,
so urbanization rates arc a relatively good proxy for prosperity before European
colonization. Figure 7.1 shows a strong negative relationship between urbanization rates
in 1500 and income per capita teday, That is, the fermer European colonies that are
relatively rich today are those that were poor belore the Europeans arrived.

This reversal is prima facie evidence against the most standard versions of the
geography hypothesis discussed above: it cannot be that the climate, ecalogy, or disease
environments of the tropical areas have condemned these countries to poverty today,
because these same areas with the same climate, ecology, and disease environment were
richer than the temperate areas 500 years ago. Although itis possible that the reversal may
be related to geographic factors whose cffects on economic prosperity vary over time -
[or example, certain characteristics that first cause prosperity then condemn nations to
poverty — there is no evidence of any such factor or any support [or sophisticated
geography hypotheses of this sort.

Is the reversal of fortune consistent with the institutions hiypothesis? The answer
is yes. In fact, once we look at the variation in colonization strategics, we see that the
reversal of fortune is exactly what the institutions hypothesis predicts. European colo-
nialism made Furopeans the most politically. powerful group, with the capability to
influence institutions more than any indigenous group was able to at the time. In places
where Europeans did not settle and cared little about aggregate output and the wellare
of the population, in places where there was a large population that could be coerced
and employed cheaply in mines or in agriculture or simply taxed, in places wheve there
were resources to be extracted, Europeans pursued the strategy of‘setting up extractive
institutions or taking over existing extractive institutions and hierarchical structures.
Iny those colonies, there were no constraints on the power of the elites (which were
typically the Europeans themselves and their allies) and no civil or property rights for
the majority of the population; in fact, many of them were forced into labor or enslaved.
Contrasting with this pattern, in colonies where there was little to be extracted, where
most of the land was empty, where the disease environment was favorable, Europeans
settled in Jarge numbers and developed laws and institutions to ensure that they them-
selves were protected, in both their political and their economic lives. In these colonies,
the institutions were therefore much more conducive to investment and economic
growth.
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Figure 7.1 Shifting prosperity: Countries that were rich in 1500 are among the less well off
societies today
Source: Author,
gztrj ARG = Argentina, AUS = Australia, BGD = Bangladesh, BLZ = Belize, BOL = Bolivia, BRA = Bregil
= T — . — : ) ) ’ o
o .Canada, EI IL = Chile, COL = Cclombia, CRI = Costa Rica, DOM = Daminican Republic, DZA
y bania, ECL = Eowador, EGY = Egypt, GTM = Guatcmala, GUY = Guyana, JAM = Jamaica H,KG =
ong Kong, SAR, HND = Honduras, HTT = Haiti, IDN = Indonesia, IND = India, LAO = Lao People’s
Df:mocratw Republic, LKA = Sri Lanka, MAR = Morocco, MEX = Mexico, MYS = Malaysia N]IC =
ljl]:;aragua, NSZLP: New Zealand, PAK = Pakistan, PAN = Panama, PER = Peru, PHL = Philippjn,es PRY
= Paraguay, = Singapore, SLV = El Salvador, TUN = Tynisia, URY = Ur , A = United §
TN e amgapore, SLY - , rugtay, LUSA = United States,
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Purchasing power parity.

This evidence does not mean that geography does not matter at all, however, Which
places were rich and which were poor before Europeans arrived ;night ha\;e bec;n
.determine(] by geographic factors, These geographic factors also likely influenced the
1nsti.tutions that Europeans introduced. For example, the climate and soil quality in the
Clal 1l.>bfaan maf]e it productive to grow sugar there, encouraging the development of a
p ztntatlon system based on slavery, What the evidence shows instead is that geosraph
neither condemns a nation to poverty nor guarantecs its economic success. Hg OLgl w}an{
to understand why a country is poor today, you have to look at its institutions ra{her than

its geography.

No natural gravitation

If 1(r11.st|tu1mns are so important for economic prosperity, why do some societies choose or
en i instituti ' insti
up with bad institutions? Moreover, why do these bad instituticns persist long after
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(rous ConsequUences are apparent? Is it an accident of history or the result of
or mistakes by societies or their policymakers? Recent cmpirical and

etica h suggests that the answer is no: there are no compelling reasons to
‘h?oliii‘hat societies will naturally gravitate toward good institutions. Institutions not only
1111'11 ¢ (he economic prospects of nations but are also central to the distribution of income
aﬂet;] ; individuals and groups in society — in other words, instilutions not only affect the
:;::O%dm social pie, but also how it is distributed.

This perspective implies that a potential change [rom dysfunctional and bad
institutions toward better ones that will increase the size of the social pie may nonetheless
be blocked when such a change significantly reduces the slice that powerful groups receive
(rom the pic and when they cannot be credibly compensated for this loss. That there is no
patural gravitation toward good institutions is illustrated by the attitudes of the landed
clites and the emperors in Austria-Hungary and in Russia during the nineteenth century,
These elite groups blocked industrialization and cven the introduction of railways and
]n-otc(‘-te‘l the old regime because they realized capitalist growth and industrialization
would reduce their power and their privileges.

Similarly, European colonists did not set up institutions to benefit society asa whole.
They chose good institutions when it was in their interests to o so, when they would be
the ones living under the umbrella of these institutions, as in much of the New World, In
st, they introduced or maintained existing extractive institutions when it was in

[hCir (]iﬁas
ceptions

miscon
| researc

conlra
their interest to extract resources from the non-European populations of the colonics, as

in much of Africa, Central America, the Caribbean, and South Asia. Furthermore, these
extractive institutions showed no sign of cvolving into better institutions, either under
European control or once these colonies gained independence. In almost all cases, we can
link the persistence of extractive institutions to the fact that, even alter independence, the
elites in these societies had a lot to lose from institutional relorm. Their political power
and claim to cconomic rents rested on the existing extractive institutions, as best illustrated
by the Caribbean plantation owners whose weaith directly depended on slavery and
extractive institutions. Any reform of the system, however beneficial for the country as a
whole, would be a direct threat to the cwners,

Buropean colonialism is only one part of the story of the institutions of the former
colonies, and many countries that never experienced European colonialism nonetheless
suffer [rom institutional problems (while certain other former European calonies have
arguably some of the best institutions in the world today). Nevertheless, the perspective
developed in this article applies to these cases as well: institutional problems are important
in a variety of instances, and, in most of these, the source of institutional problems and
the difficulty of institutional yeform lie in the fact that any major change creates winners
and losers, and the potential losers are olten powerful enough to resist change.

The persistence of institutions and potential resistance to reform do not mean that
institutions are unchanging. There is often significant institutional evolution, and even
highly dysfunctional institutions can be successfully transformed. For example, Botswana
managed to build a [unctioning democracy after its independence from Britain and become
the fastest-growing country in the world, Institutional change will happen either when
groups that favor change become powerful enough to impose it on the potential losers,
or when societies can strike a bargain with potential losers so as to credibly compensate
them after the change takes place or, perhaps, shicld them from the most adverse
consequences of these changes. Recognizing the importance of institutions in economic
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development and the often formidable barriers to beneficial institutional reform is the
first step toward significant progress in jump-starting rapid growth in many areas of the
world today.

Note

This article draws on the author’s joint work with Simon Johnson and James Robinson, in
particular, on Daron Acemoglu, Simon Johnson, and James A. Robinson, 2001, “Colonial
Origins of Comparative Development: An Empirical Investigation,” American Economic Review,
Yol. 91 (December), 1369—1401; Daron Acemoglu, Simon Johnson, and James A. Robinson,
2002, “Reversal ol Fortune: Geography and Institutions in the Making of the Modern World
Income Distribution,” Quarterly Journal of Economics, Vol. CXVil {November), pp- 1231-54; and
Daron Acemoglu and James A. Robinson, 2000, “Political Logers as a Barrier to Geonomic
Development,” American Eeoniomic Review, Vol, 90 {May), pp. 12644, as well as on Daron
Acemoglu, 2003, “Why Not a Political Coase Theorem? Social Conflict, Commitment and
Politics,” fournal of Comparative Feonomics, Vol, 31 (Decerber), pp, 620-52,

REVIEW AND DISCUSSION QUESTIONS

According to the author, what are the characteristics of institutions that promote economic
growth and development? Why are such characteristics conducive to development?

What empirical evidence does Acemoglu use to show that institutions are more important than
geography in determining a country’s economic development?

In what ways did gecgraphical characteristics affect the Institutions that European celonlsts
established in many of today’s developing countries?

What might prevent a change from “bad” to “good” institutions? Under what circumstances is
such a change more likely to taie place?

Do you believe that rich countries can help poor countries change thefr Institutions? Why or
why not? Explain,

Dani Rodrik and Arvind Subramanian

THE PRIMACY OF INSTITUTIONS
(and what this does and does not mean)

XPLAINING THE HUGE DIFFERENCE in average incomes between the

world’s richest and poarest nations is one of the most fundamental issues in develop-
menl economics. How did this vast gull’ emerge, and can anything be done to reduce it?

To answer these questions, we can seck guidance from three strands of thought,
First, there is a long and distinguished line of theorizing that assigns a preeminent role
Lo geography. Geography is the key determinant of climate and of natural resource
endowments, and it can also play a [undamental role in the disease burden, transport costs,
andl extent of dilfusion of technology from more advanced areas that societies experi-
ence. It therefore exerts a strong influence on agricultural productivity and the quality
of human resources. Recent writings by Jared Diamond and Jeffrey Sachs | Chapter 9 in
this Reader] are among the more notable works in this tradition.

A second view emphasizes the role of international trade as a driver of productivity
change and income growth, We call this the integration view because it gives participation
in the larger global economy -- and impediments to participation - a starring role in
fostering economic convergence between rich and poor regions of the world. The
globalization debate, of course, is to a large extent about the merits of this integration
view,

Finally, a thivd view centers on institutions -~ in particular, the role of property rights
and the rule of law. In this view, what matters are the rules of the game in a society, as
detined by prevailing explicit and smplicit behavioral norms and their ability to create
appropriate incentives for desirable economic behavior. This view, associated perhaps most
strongly with Nobel Prize winner Douglass North, has recently been the subject of a
number of econometric studies, in particular by Daron Acemoglu [Chapter 7 in this
Reader], Simon Johnsen, and James Robinson.

The idea that one, or even all, of the above deep determinants can adequately explain
the large variations in income levels between countries may seem, on the face of it,
preposterous. But economists like parsimony, and we were keen to see how these theories




Chapter 9

Jeffrey D. Sachs

INSTITUTIONS MATTER,
BUT NOT FOR EVERYTHING

The role of geography and resource
endowments in development shouldn’t be
underestimated

HE DEBATE OVER THE ROLE of institutions in economic development has

become dangerously simplified. The vague concept of “institutions” has become,
almost tautologically, the intermediate target for all eflorts to improve an economy. If an
economy is malfunctiening, the reasoning goes, something must be wrong with its
institutions. In fact, recent papers have argued that institutions explain nearly everything
about a country’s level of economic development and that resource constraints, physical
geography, economic policies, geopolitics, and other aspects of internal social structure,
such as gender roles and inequalities between ethnic groups, have little or no effect. These
papers have been written by such respected economists as Daron Acemoglu, Simon
Johnson, and James Robinson; Dani Rodrik, Arvind Subramanian, and Francesco Trebbi;
and William Fasterly and Ross Levine.

Indeed, a single-factor explanation of something as important as economic
development can be alluring, and the institutions-only argument has special allure for two
additional reasons. First, it attributes high income levels in the United States, Europe, and
Japan to allegedly superior social institutions; it even asserts that when incomes rise in
other regions, they do so mainly because of the Western messages of freedom, property
rights, and markets carried there by intrepid missionaries intent on economic
development. Second, according to the argument, the vich world has little, if any, financial
responsibility for the poor because development failures are the result of institutional
failures and not of a lack of resources.

The preblem is that the evidence simply does not support those conclusions.
Institutions may matter, but they don't matter exclusively, The barriers to economic
development in the poorest countries today are far more complex than institutional
shortcomings. Rather than focus on improving institutions in sub-Saharan Afvica, it would
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be wise to devote more efflort to fighting AIDS, tuberculosis, and malaria; addressing the
depletion of soil nutrients; and building more reads to connect remote populations to
1~eg10”a] markets and coastal ports. In other waords, sub-Saharan Africa and other regions
struggling today lor improved economic development require much more than lectures
about good governance and institutions. They require direct interventions, backed by
exl)anded donor assistance, to address disease, geographical isolation, low technological
P;-oc[u(:tivil;y, and resource limitations that trap them in poverty. Good governance and
sound institutions would, no doubt, make such interventions more cffective.

When economic growth fails

When Adam Smith, our profession’s originai and wisest champion of sound economic
institutions, turned his eye to the poorest parts ol the world in 1776, he did not so much
as mention institutions in explaining their woes. It is worth quoting at length from Smith’s
Wealth of Nations on the plight of sub-Saharan Africa and central Asia, which remain the
world’s most troubled development hot spolts:

All the inland parts of Africa, and all that part of Asia which lies any considerable
way north of the Euxine and Caspian seas, the ancient Scythia, the modern
lartary and Siberia, seem in all ages of the world to have been in the same
barbarous and uncivilised state in which we find them at present. The Sea of
Tartary is the frozen ocean which admits of no navigation, and though some of
the greatest rivers in the world run through that country, they are at too greata
distance [rom one another to carry commerce and communication through the
greater part of it. There are in Africa none of those great inlets, such as the Baltic
and Adriatic seas in Europe, the Mediterranean and Euxine seas in both Europe
and Asia, and the gulfs of Arabia, Persia, India, Bengal, and Siam, in Asia, to carry
maritime commerce into the interior parts of that great continent: and the great
rivers of Africa are at too great a distance [rom one another to give oceasion to
any considerable inland navigation. (Book I, Chapter III)

Smith’s point is that Africa and central Asia could not effectively participate in international
trade because transport costs were simply too high. And, without international trade, both
regions were condemned to small internal markets, an inefficient division of labor, and
continued poverty. These disadvantages of the hinterland exist to this day.

Smith couldn’t know the hall ol it. The problems of Alrican isolation went far beyond
mere transport costs, Characterized by the most adverse malaria ecology in the warld,
Alrica was as effectively cut ol from global trade and investment by that killer disease,
Although the disease ecology ol malaria was not understood properly until two centuries
after Adam Smith, what was known demonstrated that Africa’s suffering was unique, It
had a climate conducive to year-round transmission of malaria and was home to a species
of mosquito ideally suited to transmitting malaria from person to person. When Acemoglu,
Johnson, and Robinson find that the high mortality rates of British soldiers around 1820
in various parts of the world correlate well with the low levels of GNP per capita in the
1990s, they are discovering the pernicious ellects of malaria in blocking long-term
economic development.




883 JEFFREY D. SACHS

The ability ol'a discase to cut off cconomic development may seem Surprising to some

but reflects a lack of understanding ol how disease can alfect economic performance. Thys
1y

in writing that malaria has a limited impact in sub-Saharan Africa because most adults have
some acquired immunity, Acemoglu, Johnsen, and Robinson completely neglect the fact
that the disease dramatically lowers the returns on foreign investments and raises the
transaction costs of internatioral trade, migration, and tourism in malarfal regions, Thig
is like claiming that the effects of the recent SARS (Severe Acute Respiratory Syndrome)
outbreak in Hong Kong SAR can be measured by the number of deaths so far attributable
to the disease rather than by the severc disruption in travel to and from Asia.

In an environment in which capital and people can move around with relative ease,
the disadvantages of adverse geography — physical isolation, endemic disease, or other
local problems {such as poor soil fertility) — are magnified. It is probably true that when
human capital is high enough in any location, physical capital will flow in as a
complementary factor of production. Skilled workers can sell thejr outputs to world
markets almost anywhere, over the Internet or by plane transport. Landlocked and at a
high altitude, Denver can still serve asa high-tech hub of tourism, trade, and information
technology. But when countries that are remote or have other problems related to their
geography also have few skilled workers, these workers arc much more likely to emigrate
than to attract physical capital into the country. This is true even of geographically remote
regions within countries. For example, China is having great difficulty attracting
Investments into its western provinces and is instead facing a massive shift of labor,
including the west’s [ew skilled workers, to the eastern and coastal provinces,

Recent history, then, confirms Smith’s remarkable insights. Good institutions certainly
matter, and bad institutions can sound the death knell of development even in favorable
environments. But poor physical endowments may also hamper development. During the
globalization of the past 20 years, economic performance has diverged markedly in the
developing world, with countries falling into three broadly identifiable categories. First
are the countrics, and regions within countries, in which institutions, policies, and
geography are all reasonably favorable. The coastal regions of east Asia (coastal China and
essentially all of Korea, Taiwan Province of China, Hong Kong SAR, Singapore, Thailand,
Malaysia, and Indonesia) have this beneficent combination and, as a result, have all become
closely integrated with global production systems and benefited from large inflows of
foreign capital,

Second are the regions that are relatively well endowed geographically but, for
historical reasons, have had poor governance and institutions. These include the central
Luropean states, whose proximity to Western Europe brought them little benefit during
the socialist regime. For such countries, institutional reforms are paramount, And, finally,
there are impoverished regions with an unfavorable geography, such as most of sub-Saharan
Africa, central Asia, large parts of the Andean region, and the highlands of Central
America, where globalization has not succeeded in raising living standards and may, indeed,
have accelerated the brain drain and capital outflows from the region. The countries that
have experienced the severest economic failures in the recent past have all been
characterized by inital low levels of income and small populations (and hence small
internal markets) that live far from coasts and are burdened by disease, especially AIDS,
tuberculosis, and malaria. These populations have essentially been trapped in poverty
because of their inability to meet the market test for attracting private capital inflows.
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When institutions and geography matter

Itis a commaon mistake to believe — and a weak argument to make — that geography cquals
determinism. Even if good health is important to development, not all malarial regions
are condemned to poverty. Rather, special investments are needed to [ight malaria,
Landlocked regions may be burdened by high transport costs but are not necessarily
condemned to poverty. Rather, special investments in roads, communications, rail, and
other transport and communications facilitics are even more important in those regions
than elsewhere. Such regions may also require special help from the outside world to
initiate self-sustaining growth,

A poor coastal region near a natural harbor may be able to initiate long-term growth
l)recise]y because few financial resources are needed to build roads and port facilities to
get started. Ap equally poor landlocked region, however, may be stuck in poverty in the
absence of outside help. A major project to construct roads and a port would most likely
exceed local financing possibilities and may well have a rate of return far below the world
market cost of capital. The market may be right: it is unlikely to pay a market return to
develop the hinterland without some kind of subsidy from the rest of the world. Nor will
institutional reforms alone get the goods to market.

In the short term, only three alternatives may exist for an isolated region: continued
impoverishment of its population; migration of the population from the interior to the
coast; or sufficient forcign assistance to build the infrastructure needed to tink the region
profitably with world markets. Migration would be the purest [ree market approach, yet
the international system denies that option on a systematic basis; migration is systemically
feasible only within countries, When populations do migrate from the hinterlands, the
host country often experiences a political upheaval. The large migration from Burkina
Faso to Céte d’lvoire was one trigger of recent ethnic riots and civil violence.

A fourth and longer-term strategy that merits consideration is regional integration:
a breaking down ol artificial political barriers that limit the size of markets and condemn
isolated countries to relative poverty. In this regard, the recent initiative to strengthen
subregional and regional cooperation in Africa should certainly be supported. Yet, given
political realities, this process will be too slow, by itsell, to overcome the crisis of the
poorest inland regions.

A good test of successful development strategy in these geographically disadvantaged
regions is whether development eflorts succeed in attracting new capital inflows. The
structural adjustment era in sub-Saharan Africa, for example, was very disappointing in
this dimension. Although the region focused on economic reforms for nearly two decades,
it attracted very little foreign (or even domestic) investment, and what it did attract largely
benefited the primary commodity sectors. Indeed, these economies remained almost
completely dependent on a few primary commodity exports. The reform efforts did not
solve the underlying fundamental problems of disease, geographical isolation, and poor
infrastructure, The countries, unattractive to potential investors, could not break free
from the poverty trap, and market-based infrastructure projects could not make up the
difference.
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Hclping the poorest regions

Development thinking and policy must return to the basics: both institutions and resource
endowments are critical, not just one or the other. That point was clear enough to Adam
Stnith but has been forgotten somewhere along the way. A crucial corollary s that poverty
traps are real: countries can be too poor to find their own way out of poverty. That is,
some locales are not favorable enough to attract investors under current technological
conditions and need international help in even greater amounts than have been made
available to them in recent decades.

An appropriate starting point for the international community would be to set actual
developmental goals for such regions rather than “make do” with whatever economic
results emerge. The best standards, by far, would be the Millennium Development Goals,
derived from the international commitments to poverty alleviation adopted by all
countries of the world at the UN Millennium Assembly of September 2000. The goals call
for halving the 1990 rates of poverty and hunger by the year 2015 and reducing child
mortality rates by two-thirds. Dozens of the poorest countries — those trapped in poverty
—are too far off track to achieve these goals, Fortunately, at last year's UN Financing for
Development Conference held in Monterrey, Mexico, and at the World Sumnmit on
Sustainable Development held in Johannesburg, South Africa, the industrial world
reiterated its commitment te help those countries by increasing debt relief and official
development assistance, including concrete steps toward the international target of
0.7 percent of denor GNP, The extra $125 billion a year that would become available
if’ official development assistance were raised from the current 0.2 percent of GNP to
0.7 percent of GNP should easily be enough to enable all well-governed poor countries
to achieve the Millennium Development Goals. Like official development assistance,
debt-reliel mechanisms have been wholly inadequate to date,

Armed with these goals and assurances of increased donor assistance, the international
community, both donors and recipients, should be able to identify, for each country and
in much greater detail than in the recent past, those obstacles — whether institutional,
geographical, or other (including barriers to trade in the rich countrics) — that are truly
impeding economic development. For each of the Millennium Development Goals,
detailed interventions — including their costs, organization, delivery mechanisms, and
monitoring —can be assessed and agreed upon by stakeholders and donors. By freeing our
thinking from one-factor explanations and understanding that poverty may have as much
to do with malaria as with the exchange rate, we will become much more creative and
expansive in our approach to the poorest countries. And, with this broader view, the
international institutions can also be much more successful than past generations in helping
to free these countries from their economic suffering,
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REVIEW AND DISCUSSION QUESTIONS

In what ways, according to Sachs, do geographical characteristics help explain paverty in sub-
Saharan Africa?

How does the experience of Denver, Celorado, help us understand what might allow developing
countries to overcome geographical disadvantages? Explain,

Sachs believes that gecaraphy plays a key role in determining develapment, but he also believes
that geographically disadvantaged countries are not doomed to poverty, What does it take,
then, for such countries to develop?

Why does Sachs believe that economic development in geographically disadvantaged countries
requires aid from the rich world?

Da you agree with Sachs's recommendations for how te help the poorest countries develop?
Why ar why not? Explain.
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The more general conclusion is that the advanced Western countries would con. Chapter 11
tribute more to the wellare of poor nations b}t exporting their economic systems, notabl}r /"/_
property rights and free markets, rather than their political systems, which typically
developed after reasonable standards of living had been attained. If economic lreedom
can be established in a poor country, then growth would be encouraged, and the country
would tend eventually to become more democratic on its own. Thus, in the long run,
the propagation of Western-style economic systems would also be the effective way to

expand democracy in the world, H Ernand 0 de SOtO
[..]
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REVIEW AND DISCUSSION QUESTIONS

Why does Barro argue that “theoretically, the effect of more democracy on growth is
ambiguous”? Where does the ambiguity come from?

What are some of the variables that are associated with faster economic growth according to Why has the genesis of capital hecome such a mystery? And why have the rich nations
the evidence reviewed by Barra? of the world not explained to other natiens how indispensable a formal property system
Barro finds evidence that there may be a “nonlinear relation” between democracy and growth, is to capital formation?

Explain what that means and how Barro interprets this evidence.

According to the author, in what ways do income levels in a certain country affect the
Iikelihood that democracy will prevail and be sustained over time?

What is Barro’s recommendation for how rich Western countries can best help poor countries ALK DOWN MOST ROADS in the Middle East, the former Soviet Union, or
develop? Do you agree with this recemmendation? Why ar why not? WLa.tin America, and you will see many things: houses used for shelter; parcels of
land being tilled, sowed, and harvested; merchandise being bought and sold. Assets in
developing and former communist countries primarily serve these immediate physical
purposes. In the West, however, the same assets also lead a parallel life as capital cutside
the physical world. They can be used to put in motion maore production by securing the
interests of other parties as “collateral” for a mortgage, for example, or by assuring
the supply of other forms of credit and public utilities.

Why can’t buildings and land elsewhere in the world also lead this parallel life?
Why can’t the enormous rescurces in developing and former communist countries, which
my colleagues at the Insticute for Liberty and Democracy (Lima) and I estimate at $9.3
trillion of dead capital, produce value beyond their “natural” state? My reply is, dead capital
exists because we have forgotten (or perhaps never realized) that converting a physical
asset to generate capital — using your house to borrow money to finance an enterprise,
for example — requires a very complex process, It is not unlike the process that Albert
Einstein taught us whereby a single brick can be made to release a huge amount of energy
in the form of an atomic explosion. By analogy, capital is the result of discovering and
unleashing potential energy from the trillions of bricks that the poor have accumulated in

their buildings.
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Clues from the past

To unravel the mystery of capital, we have to go back to the seminal meaning of the word,
In medieval Latin, “capital” appears to have denoted head of cattle or other livestock, which
have always been important sources of wealth beyond the basic meat, milk, hides, woal
and fuel they provide. Livestock can also reproduce themselves. Thus, the term “capita]’,'
begins to do two jobs simultaneously, capturing the physical dimension of assets (livestock)
as well as their potential to generate surplus value. From the barnyard, it was only a short
step to the desks of the inventors of economics, who generally defined “capital” as that
part of a country’s assels that initiates surplus production and increases productivity.

Great classical economists such as Adam Smith and, later, Karl Marx believed that
capital was the engine that powered the market economy, In The Wealth of Nations, Smith
emphasized one point that is at the very heart of the mystery we are tl');ing to solve: for
accumulated assets to become active capital and put additional production in motion, they
must be fixed and realized in some particalar subject “which lasts for some time at least
after that labour is past. It is, as it were, a certain quantity of labour stocked and stored
up to be employed, if necessary, upon some other occasion.” What I take from Smith
is that capital is not the accumulated stock of assets but the potential it holds to deploy
new production, This potential is, of course, abstract. It must be processed and fixed
into a tangible form before we can release it — just like the potential nuclear energy in
Einstein’s brick.

This essential meaning of capital has been lost to history. Capital is now confused with
money, which is only one of the many forms in which it travels, It is always casier to
remember a difficult concept in ore of its tangible manifestations than in its essence. The
mind wraps itself around “money” more easily than “capital.” But it is a mistake to assume
that money is what linally fixes capital. Money facilitates transactions, allowing us to huy
and sell things, but it is not itself the progenitor of additional productien.

Potential energy in assets

What is it that fixes the potential of an asset so that it can put additional production into
motion? What detaches value from a simple house and fixes it in a way that allows us to
realize it as capital?

. We can begin to find an answer by using our energy analogy. Cansider 2 mountain
lake. We can think about this lake in its immediate physical context and see some primary
uses for it, such as canoeing and fishing, But when we think about this same lake as an
engineer would by focusing on its capacity to generate electrical energy, by means of a
hydroelectric plant, as an additional value beyond the lake’s natural state as a body of water,
we suddenly see the potential created by the lake’s elevated position. The challenge for
the engineer is finding out how he can create a process that allows him to convert and fix
this potential into a form that can be used to do additional work.

Capital, like energy, is a dormant value. Bringing it to life requires us to go beyond
looking at our assets as they are to actively thinking about them as they could be. It requires

a process for fixing an asset’s economic potential into a form that can be used to initiate
additional production,
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Although the process that converts the potential energy in the water into electricily
is well known, the one that gives assets the form required to put in motion more
Proclucl.ion is not known. This is so because that key process was not deliberately sct up
to create capital but for the more mundane purpose of protecting property owner-
ship. As the property systems of Western nations grew, they developed, imperceptibly,
a variety of mechanisms that gradually combined into a process that churned out capital

as never before.

Hidden conversion process of the West

In the West, this formal property system begins Lo process assets into capital by describing
and organizing the most cconomically and socially uselul aspects about assets, preserving
this information in a recording system — as insertions in a written ledger or a blip on a
computer disk — and then embodying it in a title, A set of detailed and precise legal rules
governs this entire process. F'ormal property records and titles thus represent our sharerd
concept of what is economically meaningful about any asset. They capture and organize
all the relevant information required to conceptualize the potential value ol an asset and
so allow us to contral it,

Any asset whose cconomic and social aspects are not fixed in a formal property system
is extremcly hard to move in the market. How can the huge amounts of assets changing
hands in a modern market economy be controlled, if not through a formal property
process? Without such a system, any trade of an asset, say a picce of real estate, requires
an enormous effort just to determine the basics of the transaction: Does the seller own
the real estate and have the right to transfer it? Can he pledge it? Will the new owner be
accepted as such by those who enforce property rights? What are the effective means to
exclude other claimants? This is why the exchange ol most assets outside the West is
restrictesl to local circles of trading pariners,

Developing and former communist countries’ principal problem is clearly not the
lack of entreprencurship: the poor have accumulated trillions of dollars of real estate
during the past forty years. What the poor lack is easy access to the property mechanisms
that could legally fix the economic potential of their assets so that they could be used to
produce, secure, or guarantee greater value in the expanded market,

Why has the genesis of capital become such a mystery? Why have the rich nations of
the world, so quick with their economic advice, not explained how indispensable formal
properly is to capital formation? The answer is that the process within the formal property
system that breaks down assets into capital is extremely difficult to visualize. It is hidden
in thousands of pieces of legislation, statutes, regulations, and institutions that govern the
system, Anyone trapped in such a legal morass would be hard-pressed to figure out how
the system actually works. The only way to see it is [rom outside the system - from the
extralegal sector — which is where my colieagues and I do most of our research,

The formal property systems of the West produce six effects that allow their citizens
to generate capital.

(1) Fixing the economic potential of assets. Capital is born by representing in writing —
in a title, a security, a contract, and other such records — the most economically and socially
useful qualitics about the asset as opposed to the visually more striking aspects of the asset.
This is where potential value is first described and registered.The moment you focus your
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attention on the title of a house, for example, and not on the house itsell, you have
automatically stepped from the material world into the conceptual universe where capital
lives,

The proof that formal property is pure concept comes when a house changes hands;
nothing physical]y changes. Property isnot the house itself but an economic concept about
the house, embodied in a legal representation that describes not its physical qualities but
rather economically and soctally meaningful qualities we hurnans have attributed to the
house (such as the ability to use it lor a variety of purposes — for example, to generate
funds for investinent in a business without having to sell the house — by pl‘oviding security
to lenders in the form of liens, mortgages, easements, or other covenants). In advanced
nations, this formal property representation [unctions as the means to secure the interests
of other parties and to create accountability by providing all the information, references,
rules, and enforcement mechanisms required to do so.

Legal property thus gave the West the tools to produce surplus value over and above
its physical assets. Whether anyone intended it or not, the legal property system became
the staircase that took these nations from the universe of assets in their natural state to
the conceptual universe of capital where assets can be viewed in their full productive
potentiai.

{2} Integrating dispersed information into one system. The reason capitalism has triumphed
in the West and sputtered in the rest of the world is because most of the assets in Western
nations have been integrated into one formal representational system. This integration did
not happen casually, Over decades in the nineteenth century, politicians, legislators, and
judges pulled together the scattered facts and rules that had governed property throughout
cities, villages, buildings, and farms and integrated them into one system, This “pulling
together” of property representations, a revolutionary moment in the history of developed
nations, deposited all the information and rules governing the accumulated wealth of their
citizens intc one knowledge base. Before that moment, information about asscts was far
less accessible. Every farm or settlement recorded its assets and the rules governing them
in rudimentary ledgers, symbols, or oral testimony. But the information was atomized,
dispersed, and not available to any one agent at any given moment,

Developing and former communist nations have not created unified formal property
systems. In all of these countries I have studied, I have never found just one legal system
but instead dozens and hundreds, managed by all sorts of organizations, some legal,
others extralegal, ranging from smali entreprencurial groups to housing organizations.
Consequently, what people in those countries can do with their property is limited to the
imagination of the owners and theiv acquaintances. InWestern counties, where property
information is stanclardized and universally available, what owners car: do with their assets
benefits from the collective imagination of a larger network of people.

It may surprize the Western reader that most of the world’s nations have vet to
Integrate extralega] property agreements into one formal legal systemn. For Westerners

today, there supposedly is only one law — the official one. Diverse informal property
arrangenients, however, were once the norm in every nation — the West’s reliance on
integrated property systems is a phenomenon of at most the last two hundred years, The
reason it is so hard to [ollow the history of the integration of widespread property systems
is that the process tock place over a very long time.

(3} Making people accountable, The integration of all property systems under one [ormal
property law shifted the legitimacy of the rights of owners from the political context of
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Jocal communitics to the impersonal context of law, Releasing owners from restrictive
local arrangements and bringing them into a more integrated legal system [acilitated their
accountability,

By transforming people with real property interests into accountable individuals,
formal property created individuals from masses. People no longer needed to rely on
neighborhood relationships or make local arrangements to protect their rights to assefs.
They were thus freed to explore how to generate surplus value from their own assets. But
there was a price to pay: once inside a formal prop erty system, owners lost their anonytnity
while their individual acc:ountabﬂity was reinforced. People who do not Pay for goods or
gervices they have consumed can be identified, charged interest penalties, fined, and
embargoed, and can have their credit ratings downgraded. Authorities are able to learn
about legal infractions and dishonored contracts; they can suspend services, place liens
against property, and withdraw some or all of the privileges of legal property,

Respect in Western nations for property and transactions is hardly encoded in their
citizens’ DNA; it is rather the result of having enforceable formal property systems, Formal
property’s role in protecting not only ownership but also the security of transactions
strongly encourages citizens in advanced countries to respect titles, honor contracts, and
obey the law. Legal property thus invites commitment,

The lack of legal property thus explaing why citizens in developing and former
communist nations cannot make profitable contracts with strangers and cannot get credit,
insurance, or utilities services: they have no property to lose, Because they have no legal
property, they are taken seriously as contracting partics only by their immediate family
and neighbors, People with nothing to lose ave trapped in the grubby basement of the
precapitalist world,

(<£) Making assets fungible. One of the most important things a formal property system
does is transform assets from a less accessible condition to a more accessible condition,
so that they can do additional work. Unlike physical assets, representations of assets arc
easily combined, divided, mobilized, and used to stimulate business deals. By uncoupling
the economic features of an asset from its rigid, physical state, a representation makes the
asset “fungible” -- able to be fashioned to suit practically any transaction.

By describing all assets in standard categories, an integrated formal property system
enables the comparison of two architecturally different buildings constructed for the same
purpose. This allows one to discriminate quickly and inexpensively between similarities
and differences in assets without having to deal with each asset as if it were unique.

Standard property descriptions in the West are also written to facilitate the com-
bination of assets. Formal property rules require assets to be described and characterized
in a way that not only outlines their singularities but also points out their similarities
to other assets, thus making potential combinations more obvious. Through the use
of standardized records, one can determine how to exploit a particular asset most
profitably.

Representations also enable ene to divide assets without touching them, Whereas an
asset such as a factory may be an indivisible unit in the real world, in the conceptual
universe of formal property representation it can be subdivided into any number of
portions. Citizens of advanced nations are thus able to split most of their assets into shares,
each of which can be owned by different persons, with different rights, to carry out
different functions.
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Formal property representations can also serve as movable stand-ins for Pphysical
assets, enabling owners and entrepreneurs to simulate hypothetical situations in order to
explore other profitable uses of their assets. In addition, all standard formal property

documents are crafted in such a way as to facilitate the easy measurement of an asset’s
attributes, By providing standards, Western formal property systems have significantly
reduced the transaction costs of mobilizing and using asscts,

{5) Networking people. By making assets fungible, by attaching owners to asscts, assets
to addresses, and ownership to enforcement, and by making information on the history
of assets and owners easily accessible, formal property systems converted the citizens of
the West into a network of individually identifiable and accountable business agents, The
formal property process areated a whole infrastructure of connecting devices that, like o
railway switchyard, allowed the assets (trains) to run safely between people (stations),
Formal property’s contribution to mankind is not the protection of ownership: squatters,
housing organizations, mafias, and even primitive tribes manage to protect their assets
quite efficiently, The property system’s real breakthrough is that it radically improved the
flow of communications about assets and their potential. It also enhanced the status of
their owners.

Western legal property also provides businesses with information about assets and
their owners, verifiable addresses, and objective records of property values, all of which
lead to credit vecords, This information and the existence of integrated law make rigk
more manageable by spreading it through insurance-type devices as well as by pooling
property to secure debts.

Few seem to have noticed that the legal property system of an advanced nation is the
center ol a complex web of connections that equips ordinary citizens to form ties with
both the government and the private sector, and so to obtain additional goods and services.
Without the tools of formal property, it is hard to see how assets could be used for
everything they accomplish in the West.

(6) Protecting transqetions. One important reason why the Western formal property
system works like a network is that all the property records (titles, deeds, securities, and
contracts that describe the economically significant aspects of assets) are continually
tracked and protected as they travel through time and space. Public agencies are the
stewards of an advanced nation’s representations. T hey administer the files that contain all
the economically useful descriptions of assets, whether land, buildings, chattels, ships,
industries, mines, or airplanes. These files will alert anyone eager to use an asset about
things that may restrict or enhance its utilization, such as encumbrances, easements, leases,
arrears, bankrupteies, or mortgages. In addition to public record-keeping systems, many
other private services (escrow and closing organizations, appraisers, etc.) have evolved to
assist parties in fixing, maving, and tracking representations so they can easily and securely
produce surplus value.

Although they are established to protect the security of both ownership and
transacticns, it is obvious that western systems emphasize the latter. Security is principally
focused on producing trust in transactions so that people can more easily make their assets
lead a parallel life as capital. The Western emphasis on the security of transactions allows
citizens to move large amounts of assets with very few transactions, In most developing
countries, by contrast, the law and official agencies are trapped by early colonial and
Roman law, which tilt toward protecting ownership. They have become the custodians of
the wishes of the dead.
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Conclusion

Much of the marginalization ol the poor in developing and former communist nations
comes from their inability to benefit from the six effects that formal property provides,
The challenge these countries face is not whether they should produce or receive more
money but whether they can understand the legal institutions and summeon the political
will necessary to build a property system that is easily accessible to the poor.

The French historian Fernand Braudel found it a great mystery that at the inception
of Western capitalism, it served only a privileged few, just as it does elsewhere in the world

today:

The key problem is to find out why that sector of society of the past, which I
would not hesitate to call capitalist, should have lived as if in a bell jar, cut off
from the rest; why was it not able to expand and conquer the whole of society?
... [Why was it that| a significant rate of capital [ormation was possible only in

certainl secters and not in the whole market economy of the time?

I believe the answer to Braudel’s question lies in restricted access to formal property, both
in the West’s past and in developing and former communist countries today. Local and
foreign investors do have capital; their assets are more or less integrated, lungible,
networked, and protected by formal property systems. But they are only a tiny minority
— those who can afford the expert lawyers, insider connections, and patience required to
navigate the red tape of their property systems, The great majority of people, who cannot
get the fruits of their labor represented by the formal property system, live outside
Braudel’s bell jar.

The bell jar makes capitalism a private club, open oniy to a privileged few, and enrages
the billions standing outside looking in. This capitalist apartheid will inevitably continue
until we all come to terms with the critical flaw in many countries’ legal and political
systems that prevents the majority from entering the formal property system,

The time is right to find out why mest countries have not been able to create open
formal property systems. This is the moment, as Third World and former communist
nations are living through their most ambitious attempts to implement capitalist systems,
to lift the bell jar.

Note

This acticle is derived from Chapter 3 of the author’s book, The Mystery of Cupital: Why Cupitulism
Triumphs in the West and Fuils Everywhere Else (New York: Basic Books and London: Bantam
Press/ Random House, 2000).
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REVIEW AND DISCUSSION QUESTIONS ' chapter 12

e

How is “capital” different from “money” according to de Soto?

What role do titles and formal property records play in turming assets inte capital?

How does a property system allow assets to “do additional work” according to the authar?
In what ways are titles “connecting devices” that allow people to network and engage in
business transactions? H

According to de Soto, what does it take for a developing country to put into place a system of TI m ur I(u ran
titles and property records?

The authcr argues that the lack of a formal property system is the key obstacle to economic
development in peor countries. Do you agree with this view? Why or why not?

WHY THE MIDDLE EAST IS
ECONOMICALLY UNDERDEVELOPED

Historical mechanisms of institutional
stagnation

MILLENNIUM AGO, AROUND ROUGHLY the tenth century, the Middle
East was an econoinically advanced region of the world, as measured by standard of
living, technology, agricultural productivity, literacy or institutional creativity. Only China

might have been even more developed. Subsequently, however, the Middle East failed to
match the institutional transformation through which western Furape vastly increased its
capacily Lo pool resources, coordinate productive activities and conduct exchanges. True,
the institutional endowment of the Middle East continued to evolve, But in certain areas
central to economic modernization change was minimal, at least in relation te the

siructural transformation of the West and, for that matter, the Middle East’s own evolution

during the early Islamic centuries. In eighteenth-century Cairo, credit practices hardly
dilfered from those of the tenth century. Likewise, investors and traders were using
enterprise forms essentially identical to those prevalent eight centuries earlier. By the
nineteenth century, the entire Middle East was clearly “underdeveloped” relative to
western Europe and its offshoots in the new world; and by the twenty-first century, it had
lallen markedly behind parts of the Far East as well.

This essay olfers reasons why the Middle Fast became underdeveloped. In particular,

it paints to certain Middle Eastern institutions, including ones rooted in the region’s
dominant religion, as past and in some cases also continuing obstacles to economic
development. The institutions that generaled evolutionary bottlenecks include: 1) the
Islamic law of inheritance, which inhibited capital accumulation; 2) the strict individualism
ol Islamic Jaw and its lack of a concept of corporation, which hindered organizational
development and contributed to keeping civil saciety weak; and 3) the waqgf, Islam’s
distinet form of trust, which locked vast resources into organizations likely to become
dysfunctional over time. These institutions did not pose economic disadvantages at the
time of their emergence., Nor did they ever cause an absolute decline in economic activity.
They turned into handicaps by perpetuating themselves during the long period when the
West developed the institutions of the modern econemy,
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Nancy Birdsall

INEQUALITY MATTERS

FTER SPENDING THE LATE 19805 Working on Latin America for the World
Bank, I became involved in a major study of East Asia’s postwar growth. The contrast

between the two regions was notable: Latin America was stagnating while East Asian
economies were growing rapidly, with tremendously high rates of private and public
investment and savings. The emphasis on exports and the pressure to compete in global
markets seemed to have worked.

The impressive growth in Taiwan, Korea, Hong Kong, and Singapore, and later in
Malaysia, Indonesia, and Thailand, refllected and was reinforced by equally impressive
changes in people’s behavior and lives: unprecedented gains in small farmers’ productivity,
high demand for schooling (including schooling for girls), and declines in fertility far
steeper and at lower income levels than in industrialized economies. These changes
contributed to income gains for households that, in a virtuous circle over many years,
fucled further economic growth, demand lor education, productivity increases, and
declines in fertility. T was familiar with many of the household-level changes through my
earlier research in the postwar developing world, What particularly surprised me was that

the rapid growth had not led to higher inequality.

Textbook economics describes a tradeoff between growth and equality. Increasing
inequality (as In China today) seems to be a nanral qutcome, of the carly, stages of
development, for example as the shift [rom lew-productivity subsistence agriculture to
hl'gh—producﬁvity manufacturing brings income gains for some people but not for others.
In addition, inequality is likely to enhance growth by concentrating income among the
rich, who save and invest more, Moreover, inequality reflects a system that rewards hard
work, innavation, and productive risk-taking - which ultimately ensures higher output
and productivity, and thus higher average income and rates of growth. These inequality-
related incentives are the backbone of the argument against tax-financed redistribution:
such transfers undermine individual responsibility and the work ethic and thus slow
growth.




136 NANCY BIRDSALL

For economists, then, inequality has typically represented at worst ABEGRSIAEY..ovi]
an(l at bg_st a 1;{:_;}89_1};1]9]6 price to pay for growth, So, for the most part, they have not been
concerned with the apparent trend of rising inequality. Development economists in
particular have focused instead on the reduction of absolute poverty. Butin East Asia the
textbook story seemed altogether wrong. One key to Fast Asia’s success seemed to be jtg
low initial levels of inequality, which were associated with the legacy of postwar

" redistribution of farm land in the northern economies and with 511b5g£1u011t high public
investments in education, agricultural extension, and other programs in rural areas.

In 1993 I left the World Bank to become the executive vice president at the Tater-
American Development Bank. By then I was persuaded that Latin America’s high inequality
was an economic problem, slowing its growth, as well as a social problem. 1 advocated
more research on the issue. By that time — soon after the fall of the Berlin Wall had liberated
the mainstream from the taboo of Marxian thought -- academic econamist e also
beginning 10 study inequality as a possible cause of low growth, and thus as ﬁ};ilenom;;]on
that mattered, at least for understanding growth itsell.

Subsequent work by many economists has strengthened my conviction that while
inequality may be censtructive in the rich countries — in the classic sense of motivating
individuals to work hard, innovate, and take productive risks— in developing countries it
is likely to be destructive. That is especially true in Latin America, where conventional
measures of income inequality are high. It also may well apply in other parts of the
developing world, where our conventional indicators are not so high but therc are plentiful
signs of other forms of inequality: injustice, indignity, and lack of equal opportunity.

Distinguishing between constructive and destructive inequality is uselul. To clarify
the distinction: inequality is constructive when it creates positive incentives af the micro
level, Such inequality reflects differences in individuals’ responses to equal opi)ortunities
and is consistent with efficient allocation of resources in an economy, In contrast,
destructive inequality reflects privileges for the already rich and blocks potential for
productive contributions of the less rich.

Inequality of income in an equal-opportunity society would be wholly constructive:
there would be high lifetime mobility (up and down) and high intergenerational mobility;
children’s place in the distributicn of lifetime income would be independent of their
parents’ place. (Income inequality in the United States is higher than in most countries of
Western Europe. The perception of the United States as a highly mobile society compared
to Western Europe is likely the result of its higher average income growth, which has lifted
all boats.)

Since there are no international measures of relative opportunity or mobility,
development economists who care about inequality have been measuring “money

inequality” — inequality of income, consumption, and wealth. Assessing the effects of
money inequality on growth within and across countries can provide a rough indicator of
inequality of oppartunity and limited social mobility in a particular setting, This brings us
to the crux of why inequality can matter, especially in developing countries. Evidence over
the last decade and a half suggests that it has a large destructive component: it is associated
with unequal mobility and limits economic growth, N

Why would this be the case? Firét, where markets are underdeveloped, inequality
inhibits growth through market mechanisms. In developing countries, by definition,
markets are relatively weak and governmenis are less effective in compensating for market
failure. When creditworthy borrowers, for example, cannot borrow because they lack
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collateral, then their lack of income or wealth limits their ability to invest productively —
in their own farms, small Lusinesses, and in the health and education of their children.

Governments can compensate for market failures; provision of public education is a
classic example, But in developing countries, public systems of all kinds tend to be less
a(lequately funded and are often poorly managed. That means that public policy is less
likely to correct for the inherent inability of markets alone to compensate for dilferences
across households in endowments of all kinds.

Tn fact, some of my own rescarch in Latin America suggests that differcnces in social
mobility across countries, controlling for other [actors, are closely associated with
differences in public spending on primary education and the depth of financial markets.
(Ironically, policies ostensibly designed to address the latter problem and help the poor,
such as repressed interest rates and directed credit programs, generally end up limiting
access to credit in general, except for privileged insiders.)

Land inequality (and unequal access to education) when combined with poor markets
for land and credit may also be destructive for growth itself, and especially for growth
that benefits the poor, Some evidence suggests that large landowners captured most of the
benefits of agricultural growth in Latin America in the 1970s and 1980s. In contrast, in
Indonesia, where small farmers provide the bulk of agricultural production, agricultural

lJ]'OdUCti\\’i/;y and growth were greater in that period, and were better for the rural poor.

Secohdly, where the institutions of government are weak to start with, inequality
makes strengthening them harder, and in general of maintaining accountable government.
That in turn makes it less likely that the government will provide adequate public services,
thus reducing the economy’s growth potential. If the rich fail to support public education,
for example, favoring public policy that preserves privileges even at the cost of growth,
inequality not only inhibits growth given government failure (as outlined above), but itself
contributes to government lailure. The problem is worse in countries with substantial
poverty at the bottom and without a strong middle class to demand accountability from
gove'rnment.

Again Latin America and East Asia illustrate the point. In the 1990sin Latin America,
with its high inequality, basic education systems were poor and the children of the rich
attended private school. On average the children ol the richest 20 percent of hauseholds
in many Latin countries had about six more years of education by age 24 than the children
of the poorest 20 percent; in countries of East Asia, some poorer than their counterparts

" in Latin America, the comparable gap was just four and a half years. Why the difference?

In Cast Asia, public spencling on basic education has been higher, school systems have been
better run, and hetter access.and.more-equal- disttibution of land have given more
households the assets to send their children to school and the incentives to demand that
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their schooling be adequate.
The difference between East Asia and Latin America in educational opportunities for
the poor illustrates the apparent relationship between a high concentration of income in

a society and access to education. The supply of publicly subsidized education is likely to
be limited where the rich resist a large tax burden to finance services they can buy
privately, Targeting services (o the poer, an approach encouraged by the World Bank, can
help reduce the fiscal burden of greater public spending, but it casily leads to a loss of

el

political support from the working and middle classes. Without middle-class interest and

pressure, the quality of schooling deteriorates, and the middle class resorts to private
services, On the dermand side, low public spending combined with pressure to maintain
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or expand enrollment leads to low—qualit_y schools, reducing for poor families the
economic returns ol sending children to school who can otherwise help at home or by
working, This may explain the high dropout rates throughout much of Latin America, even
in the face of high returns an average to those who manage to complete secondary school.

In the case of the poor’s extreme political weakness, the privi]eged can easily exercise
sufficient political control — through contributions to political campaigns, acoess to the

media, and even bribes and even extortion - to constitute what Chartes Beitz called an
“abridgement of liberty.” When this kind of influence in turn affects job availability,
workplace safety, or local environmental conditions, then large inequalities are having

large political repercussions.

But there may be bad political outcomes even when the disadvantaged do have political
voice. There are many examples of populist programs designed to attract working-class
political support — for example in Garcia’s Peru in the 1980s or Perén’s Argentina — that
hurt workers in the long run, Financed by unsustainable fiscal largesse, they brou ght the
inflation or high interest rates that exacerbated inequality. (The rich can better protect
themselves from inflation with indexed financial assets and by placing capital abroad; and
from high interest rates by pressing for privileged access to credit.) Price controls imposed
on food products hurt rural producers, or end with products disappearing from stores as
they are hoarded and resold at prices out of reach of most consumers. A high minimum
wage may inake it harder for the unemployed to find work. Regulatory privileges, trade
protection, and special access to cheap credit and foreign exchange — all bad economic
policies — tend to increase the prolits of a wealthy minority. Not all bad policy can be
blamed on income inequality, but it would be foolish to ignare the risks of inequality to
sound policy.

Finally, where social institutions are fragile, inequality discourages the civic and social
life that undergirds the collective decision-making necessary to healthy, functioning
societies. Robert Putnam defines the asset ol social capital in terms of trusts, norms, and
networks that can improve the elficiency of society, “lacilitating coordinating actions.”
Social capital has economic value because it is likely to recuce the cost of transactions and
contract enforcement and, as Dani Rodrik points out, reduce resistance of the losing
groups to political compromises.

There is good evidence from microeconomic analyses that income inequality adversely
alfects some of the correlates of social capital. In Tanzania, informal insurance is higher in
comimunities where income inequa]jty is lower, Among sugar cooperatives in India, those
in which land ownership is more unequal are less productive, Differences across countries
in homicide rate are associated with differences in the income gap between the middle
class and the rich.

In developing countries, inequality itsell is not always so much the problem as is the
interaction of inequality with other factors: weak markets or unaccountable or
incompetent governm ents, Wealc markets, weak governments, weak institutions — these
are the very characteristics that define a country as developing, Reducing inequality might
not in itself lead automatically to higher growth or better government or more stable and
healthy societies. But development economists should take note: to ignore inequality
altogether is to invite setbacks on the development path,

[..]

Now globalization is creating pressures that tend to increase inequality, We need to
understand what those pressures are and how they operate as today’s increasingly

INEQUALITY MATTERS 139

intcgrated glol)al economy raises the bar of competitiveness. How might they best be
managed, within countries and at the global level, to avoid their potentially destructive
effects on growth?

Proponents of globalization have hailed the rapid economic growth of China, India,
and other large and poor countries of Asia. And indeed several decades of rapid growth
in some poor countries has moved millions of people cut of poverty, shilting a large enough
portion ol the world’s people out of the pocrest parts of the world income distribution
so that inequality among individuals, regardless of country, has declined. But these
successes do not mean, as the title of Thomas L. Friedman’s best-selling book suggests,
that the world is flat, Globalization is not leveling the global playing field for everyone.
Between the average income of the richest countries — those of Europe, North America,
and Australia —and the poorest —many in Africa— the gap is increasing, And within China,
India and other [ast-growing countries wherc incquality has not been high in the past, it
is now rising. It also rose dramatically in most of Eastern Europe and the former Soviet
Union in the 1990s, as minimal growth left the poor worse off than they were under
communism. And it has remained high in Brazil, Mexico, Panama, and Peru, where therc
was modest growth,

In other developing countries, income inequality has not changed, and in a few —
Bangladesh, Ghana, and the Philippines — it appears to have declined. So it would be an
exaggeralion (o say that rising inequality within countries has been the norm, Nor does
it make sense to condemn “globalization” because inequality is rising in countries like China
and India. These may be cases ol a constructive inequality that reflects new prosperity
for some.

But in the case of the poorest countries, we need to explore whether the common
assumption always holds: that the pressures of the global economy will enable them to
benefit by exploiting the technologies others have developed.

We can start by looking at how the regular workings of the global cconomy affect
inequality.

The market works: global markets reward productive assets. Globalization is shorthand for
global capitalism and the extension of global markets. Markets that are bigger and deeper
reward more elficiently those who already have productive assets — financial assets, land,
physical assets, and perhaps most crucial in the technologically driven global economy,
human capital. For countries, the key productive asset seems to be stable and sound
institutions. Countries that are already ahead — with stable political systems, secure
property rights, adequate banking supervision, reasonable public services, and so on —are
better able to cope with market-drivea changes in world prices.

Consider the plight of a large group of the poorest countries, including Bolivia and
many countries in Africa. Highly dependent on primary commodity and natural resource
exports in the early 1980s, their markets have been “open” for at least two decades, if
openness is measured by their ratio of imports and exports to GDP. But unable to diversify
into manufacturing (despite reducing their own import tarifls) they have been victims of
the decline in the relative world prices of their commaodity exports, and have, literally,
been left behind. These countries have not been xenophobic or in any way closed to the
global economy, But despite rising exports, tariff reductions, and, in most of them,
economic and structural reforms, including greater fiscal and monetary discipline and the
divestiture of unproductive state enterprises, they have been unable to increase their
export income, have [ailed to attract foreign investment, and have grown little, if at all.
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What many countries in sub-Saharan Alrica —as well as Haiti, Nepal, and NiCEﬂ‘agqa
— have in common is a vicicus circle of low or unstable export revenue, weak ang
sometimes predatory government, inability to cope with terrible disease burdens (the
HIV/AIDS pandemic is only one recent and highly visible example), and failure to deliver
to children basic education and other services critical to sustainable growth, Thejp
governments have made, from time to time, fragile efforts to end corruption, to undertake
economic reforms, and, more to the point, to enter global markets. But globalization has
not worked for them — even those such as Nigeria and Ecuador that are rich in at least
one asset, oil, but poor in institutions. In contrast, countries that have the “asset” of strong
political and social institutions {Australia and Norway, for example, or among (leveloping
countries, Chile and Botswana) have benefited from entering global markets with their
natural resources.

William Lasterly argues that in the new global economy, we should not expect the
convergence between rich and poor countries that cenventional economic models based
on differences in wealth and other traditional assets predict. He suggests instead that it s
existing productivity differences across countries that matter, Productivity dillerences
make “capital” and “skilled labor” economically scarce even in high-productivity settings
where they ave apparently plentiful, explaining why skilled people continuc to move 1o
those settings, This also explaing why 80 percent of all foreign investment occurs among
the industrialized countries (just 0.1 percent of all ULS, foreign investment went to sub-
Saharan Africa last year). The productivity differences arise, presumably, because of
differences in physical infrastructure and human capital, themselves a product of long-
standing differences in social and political institutions,

"The global market for skilled and talented people is a good example of the tendency
of markets to benefit the stronger — individuals as well as countries, Advanced econo-
mies are now competing with each other in encouraging immigration of highly skilied
workers from developing countries. Indian engineers can quadruple their earnings by
moving from Kerala to the Silicon Valley, and Indian biochemists by moving from Delhi
to Atlanta or Cambridge. More integrated markets thus increase inequality across
countries, via emigration [rom smaller and poorer countries of highly skilled citizens,
who naturally are inclined to move to settings where they can deploy their skills
productively. For the individuals who emigrate, their mobility is a good thing, and what
has been called a“brain drain” can generate offsetting remittances that raise welfare in the
sending countries {as migrants send money home), Moreover, il the institutional and policy
setting in sending countries improves, as it did in India recently, emigrants are likely to
begin investing in their home country and returning permanently. At the same time,
however, the ability to emigrate makes tougher the poorer countries’ crucial tasks —
building institutions and improving policies—if they lose their most talented citizens. (The
annual cost to India ol its brain drain to the United States is estimated at $2 billion, an
amount equal to ali the foreign aid it receives.)

Global markets similarly create new pressures [or inequality within countries. Healthy
global markets can generate unequal opportunities between different individuals. The
relative return of a university education has been increasing for years everywhere, despite
the fact that more and more people are going to university, including across the developing
world. More integrated trade markets, capital flows, and global technology, including the
Internet, are increasing the worldwide demand for skills more rapidly than the supply.
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Just about everywhere in the world, education is reinforcing initial advantages instead of

compensatjng for initial handicaps among individuals,

Rising wage gaps in open and compelitive markets may be a short-term price worth
paying for sustainable growth. They create incentives for more people to acquire more
education, in principle eventually reducing inequality. The same can be said Tor the
development ol institutions at the country tevel. Many poor countries have responded to
g]obal opportunities by strengthening the rule of law, l)uilding and strcngthcning
democratic processes, and investing in public health and education, But just as poor families
can benelit from public assistance to help them invest in their children’s education, so
soor countries can benelit from aid and the incentives of a level global playing field to
help them build better institutions,

Even when participation in the global market brings growth, as it has in China and
[ndia, it is a mixed blessing, bringing political pressures lor populist measures and,
especially if growth falters, for protectionism. Even Eurape and the United States are
subject to those pressures — but with more resilient institutions and well-developed social
insurance programs they can better alford tem porary policy errors. The political risks arc
greater still when engagement in global markets fails to bring growth.

The marker fails: in the global economy, fuilures hurt the weak most. Global markets ave [ar
from perfect, They fail in many domains. The classic example of a market [ailure is
pollution: the polluter captures the benefits of polluting without paying the full costs. The
United States, for example, the biggest global polluter per capita, is imposing costs not
only on its own [uture citizens, but also on the children and grandchildren of the world’s
poor, whose countries have fewer resources to manage or mitigate the effects. Likewise
in the case of global financial crises. The financial crises of the late 1990s that rocked
Mexica, Thailand, Korea, Russia, Brazil, and Argentina resulted in part from policy errors
in those countries, But a healthy portion can be blamed on panic in global markets of the
kind that periodically plagues all financial markets. In East Asia many investors reacted by
accumulating high reserves for insurance against future crises; the costs of maintaining
high dollar reserves (given the low interest rates compared to potential returns) represent
a perverse transfer from the developing world 1o the United States,

The volatility and financial risks that come with participation in global markets tend
to increase inequality over the long run within countries. Analysis indicates that trade
shocks hurt the bottom 20 percent of the income distribution disproportionately. The
evidence is that volatility, whatever its source, is particularly bad for the poor. In Korea,
Mexico, and Thailand, (inancial crises in the 19905 reduced the income shares of the
bottom 80 percent of households, During the accompanying recession in Mexico in 1995,
many children of the poor dropped out of school - and subsequent studies show that many
never retyrned.

Global financial markets have not only brought instability and reduced growth to the
emerging market economies; they have alfected their capacity to develop and sustain the
institutions and programs that would protect their poor. One culprit has probably been
the premature opening of capital markets. In some emerging market economies,
premature opening of the capital market — before adequate banking supervision and
financial regulation were in place — brought pressures for increased inequality along
with volatility, for at least two reasons, First, with global market players doubting the
commitment of these countries’ governments to fiscal rectitude they were forced to
reestablish market confidence by adopting tight fiscal and monetary policy, when ideally
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in the face of recession they would have implemented macroeconomic measureg ta
stimulate their economies. The auvsterity policies that the global capital market demans
of emerging markets at the time of a shock are the opposite of what the industrig]
ceonomies implement: for example, reduced interest rates, unemployment insurance,
increased availability of food stamps, and public works employment — fundameng)
ingredients of a modern social contract, The resulting effects of unemployment ang
bankruptey can be permanent for the poor, so repeated shocks constitute a structyya]
factor in increasing incquality,

Second, the bank bailouts that followed crises generated high public debt (amounting

to ten to 40 percent of annual GDT, compared to two to three percent due to banking

crises in advanced economies on average). High public debt still keeps domestic interest
rates high in some emerging market countries, stifling investment, growth, and job
creation — all bad for the poor - and increases the pressure on those economies to generate
primary fiscal surpluses, in the long run reducing their ability to finance sound broad-
based investment in health and education — and their ability to spend more on the
unemployment and safety-net programs that would protect the poor in bad times,

Global dimate change and global financial crises both result from market failures,
They are two examples of market failures that hurt poor countries and poor people more,
In general, the ability to adjust to change, or to finance mitigation costs, is smaller for
poorer countries, and within countries, for poorer people. So market failures tend to
increase inequality.

Global rules and regimes tend to favor already rich countries and people. Tn the end, global
markets tend to be disequalizing, because trade, intellectuat property, and migration
regimes naturally reflect the greater market power of the rich. The battle to recduce rich
country agricultural subsidies and tariffs that discriminate against poor countries is a good
example, Domestic politics in Europe, the United States, and Japan, as perverse as they
are even {or those countries themselves, matter more at the negotiating table than unequal
oppor tunities for cotton farmers in West Aftica.

As the design of multilateral rules favors the rich, so too does their implementation.
In 2003 developing countries finally got clarity on their right to issue compulsory licenses
to import and produce generic medicines during public-health emergencies. But the rules
[or exercising that right are complicated, and many countries eager to maintain or improve
their access to the LLS. market for their own exports are acceding ta WTO “plus” patent
protection, in effect giving up those rights, in bilateral trade with the United States.

The cost and complexity alone of negotiation and dispute resolution processes in the
WTO put poor and small countries with limited resources at a disadvantage. About one
half of anti-dumping actions are initiated against devetoping-country producers, who
account for eight percent of all exports. These create legal and other costs to current
producers in developing countries, and are likely to chill new job-creating investment in
sensitive sectors,

International migration is also governed by rules that clearly exacerbate inequality
between the richest and poorest — countries and individuals. Permanent migration is small
relative to the past because today higher-income countries restrict immigration. In the
last 25 years, only two percent of the world’s people have changed their permanent
country residence, compared to ten percent in the 25 years before the First World War.
Yet more movement, especially of less-skilled workers, would reduce world inequality
considerably, as did the tremendous movements of Europeans to the Americas in the 19th
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century. But current policy encourages instead the movement of the highly skilled into
the more advanced economies.

Economic power affects the rules and the conduct of those rules by international
institutions other than the WTO. The Internaticnal Monetary Tund is the global institu-
Hon (lesigned to help countries manage macroeconomic imbalances and minimize the
risks of financial shocks. But in the 1990s, the IMF was morc enthusiastic about develop-
ing countries’ opening their capital accounts than subsequent evidence about the costs
warranted, This is one example where the IMF and the World Bank have been insufficiently
lumble in their vecipes, perhaps too heavily influenced by their more powerful members.
Another is their indiscriminate support for adjustment programs that in some countries,
lhough teclmically sound on paper, worsened the situation of the poor because transition
costs were inadequately considered and safety net programs underfunded,

In advanced market economics there is a well-defined social contract that tempers
the inequalities of income and opporturnity that efficient markets naturally gencrate,
Progressive tax systerns provide for some redistribution, with the state financing at least
minimal educational opportunities for all and some social and old-age insurance, Yet in
developing countries, where the social contract is less well developed, the economic
reforms that competitiveness in global markets require, and the risks to economic stabih’ty
it brings, tent to exacerbate existing inequality, and in turn generate political pressure
far populist redistribution. The political ieadership must then manage a delicate balance
hetween enacting the structural reforms that will generate growth and minimizing the
short-term political risks they entail.

Politics is local, and the politics of inequality is doubly so. One lesson for the
international community is to do no harm as leaders in developing countries cope with
the difficult challenges that globalization presents, When donors condition their grants
and loans on, for example, less corruption or more open trade regimes, they may
complicate the situation — a health program may be cut because of corruption in the oil
ministry, or unskilled jobs in local industry or farming may be lost after a reduction in
import tariffs. Skepticism and humility about the timing and details of policy reforms
pushed from the outside seems warranted.

And in terms ol actual resource transfers, the international community needs
something closer to a global social contract to address unequal endowments — to rapidly
ramp up educational opportunities [or the poor in developing countries, and to find
ways to help societies build their own sound institutions. Spending by the rich world
on the “global social contract,” now reflected in the idea of the UN’s Millennium
Development Goals, is less than cne percent of rich-country GDP. That is surprisingly
low compared to the typical 20 percent spent on public transfers for education and
social insurance within rich countries. The comparison is relevant: we now have a more
and more integrated global economy — creating legitimate new demands for more shared

prosperity.

The business of foreign aid needs to be reinvented if it is to become reasonably
effective — with a premium on financing global public goods such as agricultural research
and development, en results or output-lased translers, and on systematic evaluation. And
the imperfect record of foreign-aid programs should not be an excuse for the rich
countries” minimal spending,

Most important, the global and regional institutions — the most obvious mechanisms
for managing a global social contract — need reform, It is ironic that the World Bank and
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the IMF have together been the lightning rod for anti-globalization protests. In the apy
they are not too powerful but too ineffective and limited in their resources, Ty play an

effective role in managing a global social contract, they must be more representativg,why

should China and India support aWorld Bank initiative to reduce greenhouse- 238 emissiong
through carbon trading if they have no real power over that use of resources? And the
must be more accountable to those most affected by their programs. Why should the
financial institutions not share in the costs when the programs they support fail to generate
the returns that would warrant those costs — as was almost surely the case in some of the
world’s poorest countries that ended up with substantial unpayable debt to the official
multilateral lenders?

Governments are meant to temper market failures through regulations, taxes ang
subsidies, and fines, and to share the benefits of such public goads as public security,
military defense, management of natural disasters, and public health through their tax and
expenditure decisions. Ideally those decisions are made in a democratic systern with faiy
and legitimate representation of all people, independent of their wealth. For the global
community, an equivalent system to manage glubal market failures only barely exists,
Because global markets are imperfect, we need global regulatory arrangements and ruleg
to manage the global environment (Kyoto and beyond), help emerging markets cope with
global financial risks (the IMF and beyond), and ways to discourage corruption and anti-
competitive practices. The Extractive Industries Transparency Initiative, under which
countries and multinational firmas commit to transparency in their agreements, is a
nengovernment initiative created in this spirit. Like this initiative, global agreements on
bankruptey procedures, on reducing greenhouse-gas emissions, on protecting biodiversity
and marine resources, on [unding food safety and monitoring public health are all
development programs in ane form or another — because they reduce the risks and costs
of global spillovers and enhance their potential benefits for the poor.

The same goes for the provision of global public goods: the returns on spending that
benefits the poor have been extraordinarily high. This is the case with tropical agricultural
research, public-health research and disease control, and the lmited global efforts to
protect regional and global environmental resources. The Green Revolution brought
shared prosperity to millions of agricultural producers and consumers in India by raising
crop yields; a malaria vaccine would save millions of lives in Africa. These sorts of global
programs need to be financed by something that mimics taxes within national economies.
Proposals for a tax on international aviation or on carbon emissions fall squarely into this
category and might be more attractive (even in the anti-tax United States) were they to
be used to increase provision of such global public goods.

Within the advanced market economies, democratic politics help temper the
inevitable tendency for the rich and powerful to set the rules to their own short-term
advantage, There is no equivalent global polity — only the hope that the rich world will
resist short-term advantages in favor of long-term enlightened self-interest, Many
developing countries — especially smaller and poorer countries —need transfers from rich
countries to participate effectively in global trade and other negotiations,

Rich counties would do well to open their doors further to unskilled and not just
skilled immigrants, allocating resources at home to ease the adjustment of native workers
threugh job training. Even within political constraints, much more could be done by the
rich countries in their own interests to make immigraticn regimes more consistent with
their overall development policies. Sharing of tax receipts of skilled Immigrants across
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sending and receiving countries is one example, Another is the effort to reduce the
'“.ansaction costs of remittances. ' | |

n general the developing countries should be maore fully and fairly ‘represtintcd .1n
mternational institutions; this is especially the case in the itltgl‘national financial
institutions, whose policies and programs are so central to their development prospects.
The same can be said for ather international forums: the UN Security Council, the Bascl
Committee for Banking Regulation and Supervision, the G-8, and so on.

We have a potentially powerful instrument to increase wealth and welfare: the global
economy. But to support that economy we have an inadequate and fragile glo.bal .POH.';Y' A
major challenge of the 21st century will be to sirengthen and reform the InStltuthI-]S,
rules, and customs by which nations and peoples complement the global market with
collective management of the problems, including persistent and unjust inequality, which

markets alone will not resolve,

Note

This cssay is based on Nancy Birdsall’s 2005 UNU-WIDER (Lnitecd Nations University World
Institute for Development Economics Research) Annual Lecture. The full lecture is available on

the Web site of the Center for Global Development at wwyw ,cgdev,org.

REVIEW AND DISCUSSION QUESTIONS

How might inequality promote economic growth?

What are the channels through which inequality is likely to hinder economic growth in
developing countries?

Why does Birdsall believe that inequality may lead to political outcomes that hurt the poor?
Why is 1t, according to Birdsall, that certain aspects of globalization hurt the poor more than
the rich?

What can rich countries do to help reduce inequality in poor countries? Do you agree with
Birdsall’s recommendations? Why or why not?




Chapter 14

Abhijit V. Banerjee and Esther Duflo

THE ECONOMIC LIVES OF THE POOR

N WHAT TURNED OUT TO be a rhetorical master-move, the 1990 World

Development Report from the World Bank defined the “extremely poor” people of the
world as those who are currently living on no more than §1 per day per person, measured
at the 1985 purchasing power parity (PPP) exchange rate. In 1993, the poverty line was
updated to $1.08 per person per day at the 1993 PPP exchange rate, which is the line
we use in this paper, Poverty lines have always existed — indeed $1 per day was chosen in
part because of its proximity to the poverty lines used by many poor countries.’ However
the $1-a-day poverty line has come to dominate the conversations about poverty to a
remarkable extent.

But how actually does one live on less than §1 per day? This essay is about the
economic lives of the extremely poor: the choices they [ace, the constraints they grapple
with, and the chalienges they meet. The available evidence on the economic lives of the
extremely poor is incomplete in many important ways. However, a number of recent data
sets and a body of new research have added a lot to what we know about their lives, and
taken together there is enough to start building an image of the way the extremely poor
live their lives.

Our discussion of the economic lives of the extremely poor builds en household
surveys conducted in 13 countries listed in Table 14.1: Céte d’Ivoire, Guatemala, India,
Indonesia, Mexico, Nicaragua, Pakistan, Panama, Papua New Guinea, Peru, South Africa,
Tanzania, and Timor Leste (East Timor}, We mainly use the Living Standard Measurement
Surveys (LSMS) conducted by the World Bank and the “Family Life Surveys” conducted
by the Rand Corporation, all of which are publicly available. In addition, we also use two
surveys that we conducted in India with our collaborators. The first was carried out in
2002 and 2003 in 100 hamlets of Udaipur District, Rajasthan (Banerjee, Deaton, and
Duflo, 2004). Udaipur is one of the poorer districts of India, with a large tribal population
and an unusually high level of female illiteracy. (At the time of the 1991 census, only 5

Description of data sets

Table 14.1

Households (HHs) living on less than

$2.16 per person per day

$1.08 per person per day

Percent qf

Avg. monthly

Percent of toral
surveyed HHs

Number

total surveped

Number

consumption per

surveyed

surveyed

capita (In PPP§)

Céte d’Ivoire
Guatemala

Banerjee-Deaton-
Dufio

Banerjee-Dufio-
Glennerster

India-Hyderabad

Indonesia

LSMS

Papua New Guinea

South Africa

Timor Leste

n exchange rate provided by the World Bank
v’ s Consumer Price Index to the U.5. Consumer
d the proportion of bouseholds in poverty,

B

AND FLS page <http:/ /www.rand.org/labor /FLS/>. The
the same page.

is documented in Rubalcava and Teruel (2004) and available at <http://www radix.uia.mx/ennvih/>. The LSMS3 are
, we use the 1993 consumptio

Price Index between 1993 and the year the survey was carried out. To compute average consumption per capita an

(available at <http:/ /iresearch.worldbank.org/PovcalNet/jsp/ index jsp>) muitiplied by the ratio of the countr
observations are weighted using (survey weight * household size).
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percent of women were literate in rural Udaipur.) Our second survey covered 2,000
households in “stums” {or informal neighborhoods) of Hyderabad, the capital of the State
of Andhra Pradesh and one of the boomtowns of post-liberalization India (Banerjee, Dy flo,
and Glennerster, 2006), We chose these covmtries and surveys because they provide
detailed information on exlremely poor households arcund the world, from Asia to Africq
to Latin America, including information on what they consume, where they wotk, and

how they save and borrow. To flesl out our main themes further, we also draw ﬁ‘eely on

the existing research literature,

From cach of these surveys we identified the extremely poor as those living i
households where the consumption per capita is less than $1.08 per person per day, as
well as the merely “poor” defined as those who live under $2.16 a day using 1993
purchasing power parity (PPP) as benchmark. In keeping with cenvention, we call these
the $1 and $2 dollar poverty lines, respectively, The use ol consumption, rather than
income, is motivated by the better quality of the consumption data in these surveys
(Deaton, 2004). Table 14.1 provides some background information on these surveys. It
lists the countries, and the source of the survey data. It also lists the sample sizes: the
numbers and the proportions of the extremely poor and the poor in cach survey. The
fraction ol individuals living under $1 dollar per day in the survey vary [tom 2 percent in
Panama to 47 percent in Udaipur, and the fraction living under $2 per day varies firom 6
percent in Panama te 86 percent in Udaipur, All the numbers discussed in this paper and
detailed results are available in an appendix that appears with the on-line version of this
article at <http://www.e-jep.org>.

"The way in which we identify the poor does raise questions, Purchasing power parity
exchange rates, which are essential to compute a “uniform” poverty line, have heen
criticized as inadequate, infrequently updated, and inapplicable to the cansumplion of the
extremely poor (Deaton, 2004, 2006). Prices arc typically higher in urban than in rural
areas, and even in rural areas, the poor may pay dilferent prices than everyone else. Also,
reporting periods vary significantly from survey to survey and this has been shown to affect
systematically what people report.

But while these issues are obviously serious for counting the exact number af the
poor, they may affect the conclusions of this essay less because instead of counting the
poot, we are describing what their lives look like. Misclassifying some househelds should
not change anything very important about the averages we abserve in the data, unless both
the number affected are very large and those artificially moved into or out of poverty by
changes in the poverty line are very different than the other poor. It turns out that most
ol our conclusicns do not change if we look at the poor rather than the extremely poor,
which is reassuring, Nevertheless, we cannot entirely rule out the possibility that our
results may be different with a dilferent poverty line.

We also assume that the people we are describing as the poor are long-term poor, in
the sense that their permanent income is actually close to their observed consumption. If
the poor people we observe are just making a brief transition through poverty, then some
of the behaviors that we will observe (such as lack of savings) would be less puzzling, and
others (like the lack of assets) would be much more so. We feel that this assumption is a
reasonable one in most of the countries, since the fraction of the population below $2,16
a day is actually sizeable — 40 percent of the population or more in the median country
and more than 70 percentin quite a few, Thus, it is unlikely that many of these people are
just temporarily poor, However, for this reason, the poor in Panama, where only 6 percent
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£ the population is pooar, or in South Africa, where 19 percent is poor, may not be casily
0 .
compal'c‘l to the poor in some of the other countries, where the poor are a much larger

ghare of the populatz’on.

The living arrangements of the poor

The typical extremely poor family tends to be large, at least by the standards of t‘orlay’s
high-income countrics. The number of lamily members varies between about six and
welve, with a median value (across the dilferent countries) of between seven and eight,
compared to 2.5 in the 2000 ULS. census, for example,

Not ali surveys report fertility rates, which would be the ideal way to distinguish
whether these high numbers resuit from the average woman having a lot of children, or
il it results from an extended family living together. However, the data docs give broad
measures of the age structure in these families (the number of those below 13, between
13 and 18, above 51, and so on). The number of adults (over age 18) ranges from about
2.5 to about five, with a median of aboui three, which suggests a family structure where
it is common [or aclults to live with parents, siblings, uncles, cousins, and so on, This finding
is common in the literature on developing countries, When every penny counts, it helps
to spread the fixed costs of living, like housing, over a larger number of people. Consistent
with this view, family size is larger for the extremely poor than for the entire group below
$2 a day, on the erder of one hall of one person or more, though at least some par( of this
difference is because extremely poor families have move children living with them.

These families also have a large number of children, This fact does not necessarily
imply high levels of [ertility, as families often have multiple adult women, When we look
at the number of children (ages 0 to 18) per woman in the child-bearing age (ages 21-50)
we get numbers between two and four in bath the rural and the urban sample, though the
urban ratios tend te be slightly lower. This ratio cannot be interpreted as a [ertility rate,
because for example, a 51 year-old could have a child who is now 36, but we only include
children who are below age 18. A more useful exercise with this data is to compare the
number of young people (those below 18) in these families with the number of older
people (those above 51). The ratio varies between three and nine in the rural sample, with
a median of six, and between two and eleven in the urban sample, again with a median
around six. The corresponding ratio in the United States is around one. The poor of the
world are very young,

One reason the population is young is that there are a lot of younger people. A
complementary reason is that there are very few older people. The ratio of the number
older people (over age 51) to the number of pecple of “prime-age” (21-50) tends to be
between 0.2 and 0.3 in both the rural and the urban sample, The corresponding number
in the United States is approximately 0.6. A plausible explanation for this difference might
be the higher mertality rates amaong those who are older and poor in poor countries,
but in principle it is possible that it is an artilact of the way we constructed our sample.
It could be that older people are underrepresented in our sample because they tend to
be richer. But in this case, we might have expected to find more of the older people
among the poor (as compared to the extremely poor), whereas the data does not show
such a pattern.
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How the poor spend their money

A common image of the extremely poor is that they have few real cheices to make, Indee
3
some people surely work as hard as they can —which may notbe particularly hard, becauge

they are underfed and weak and earn barcly enough to cover their basic needs, which they

always try to fullill in the least expensive way. Historically, poverty lines in many counirieg
were originally set to capture this definition of poverty — the budget needed to buy a
certain amount of calories, plus some other indispensable purchases (such as houSIng), A
“poor” person was essentially defined as someone without enough to eat,

Food and other consumption purchases

Yet the average person living at under $1 per day does not seem to put every available
penny into buying more calories. Among our 13 countries, food typically represents from
56 to 78 percent of consumption among rural households, and 56 to 74 Percent in urban
areas, For the rural peor in Mexico, slightly less than half the budget (49.6 percent) is
allocated to food.?

Of course, these people could be spending the rest of their money on other
commodities they greatly need. Yet among the nonfood items that the poor spend
significant amounts o' money on, alcohol and tobacco show up prominently. The extremely
poor in rural areas spent 4.1 percent of their budget on tobacco and alcohol in Papua
New Guinea; 5.0 percent in Udaipur, India; 6.0 percent in Indonesia; and 8,1 percent
in Mexico. However, in Guatemala, Nicaragua, and Peru, no more than | percent of the
budget gets spent on these goods (possibly because the poor in these countries prefer
other intoxicants).

Perhaps more surprisingly, spending on festivals is an important part of the budget
for many extremely poor households. In Udaipur, over the course of the previous year,
more than 99 percent of the extremely poor households speni money on a wedding, a
funeral, or a religious [estival, The median household spent 10 percent of its annual budget
on festivals. In South Africa, 90 percent of the households living under $1 per day spent
money on festivals, In Pakistan, Indonesia, and Céte d’Ivoire, more than 50 percent did
likewise. Only in some Latin American countries in our sample ~ Panama, Guatemala,
Nicaragua - are [estivals not a notable part of the yearly expenditure for a significant
fraction of the households. However, in the LSMS$ surveys, unlike the Udaipur survey,
people are not asked to account separately for the food that they bought because of a
lestival, It is therefore probably no accident that the Udaipur spending on festivals is the
highest across the surveys. The LSMS numbers would probably have been higher if data
on food spending because of festivals had been directly collected in those surveys.

On the other hand, the under-$1-per-day houscholds spend very little on forms of
entertainment common in high-income countries such as movies, theater, or video shows.
In all 13 countries in our sample, in the month preceding the survey the average extremely
poor household spent less than 1 percent on any of these [orms of entertainment, The
comparable number for the United States is 5 percent. We can only speculate about the
roots of this difference, Has the importance given to [estivals and other indigenous forms
of entertainment crowded out movie-going? Or is the answer as simple as a lack of access
to movie theaters?
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The propensity to own a radio or a television, a widespread form of entertainment
for American houscholds, varies considerably across low-income countries, For example,
amang rural houschoids living under $1 per day, cwnership ol a radic is 11 percent in the
Udaipur survey, almest 60 percent in Nicaragua and Guatemala, and above 70 percent in
gouth Africa and Peru. Similarly, no one owns a television in Udaipur, but in Guatemala
nearly a quarter of households do, and in Nicaragua, the percentage is closer to a half.

These phenomena of spending on festivals and ownership of radios or televisions
appeat to be related. In Udaipur, where the share spent on festivals is the highest, radio
and television ownership is very low. In Pakistan, the fraction spent on festivals is 3.3
percent and only 30 percent have a radioc. By contrast, in Nicaragua where among
respcclivcly the rural and the urban poor 57 and 38 percent have a radio and 21 percent
and 19 percent own a television, very few households report spending anything on
festivals.® One wrinkle on this explanation is that the urban poor who are much more
likely to own a television than the rural poor (60 versus 33 percent in Indonesia, 61 versus
10 percent in Peru, 38 versus 17 percent in South Africa), do not spend less on festivals
than their rural counterparts. While this observation is based on only a few data points,
it hints at the possibility ol an unmet demand for entertainment among the rural poor —
they might like to buy a television, but perhaps the television signal does not reach their
neighborhoods.

In either case, the poor do see themselves as having a significant amount of choice,
but they choose not to exercise that choice in the direction of spending more on food,
The typical poor household in Udaipur could spend up to 30 percent more on food than
it actually does, just based on what it spends on alechol, tobacco, and festivals. Indeed, in
most of the surveys the share speat on food is about the same for the poor and the
extremely poor, suggesting thal the extremely poor feel no extra compulsion to purchase
mote calories.

This conclusion echoes an old finding in the literature on nutrition: even the
extremely poor do not seem 1o be as hungry for additional calories as one might expect.
Deaton and Subramanian (1996), using 1983 data from the Indian state of Maharashtra,
[ound that even for the poorest, a 1 percent increase on overall expenditure translates into
about a two-thirds ol a percent increase in the total food expenditure of a poor family.
Remarkably, the elasticity is not very different for the poorest individuals in the sample
and the richest (although nobody is particularly rich in this sample). The Deaton and
Subramanian estimate is one of the higher estimates. Thomas and Strauss (1997) found an
elasticity of demand lor food with respect to expenditure per capita of about a quarter
for the pocrest Brazilians,

Anather way to make the same point is to look at-what edibles the extremely poor
are buying. Deaton and Subramanian (1996) note that amaong grains, in terms of calories
pet rupee, the miliets (fowar and bajra) ave clearly the best buy.Yet in their data, only about
two-thirds of the total spending on grains is on these grains, while another 20 percent is
on rice, which costs more than twice as much per calorie, and a further 10 percent or so
is spent on wheat, which is a 70 percent mare expensive way to gel calories. In addition,
the poor spend almest 7 percent of their total budget on sugar, which is both more
expensive than grains as a source of calories and berett of other nutritional value. The same
allinity for sugar also shows up in our Udaipur data, in which the poor spend almost 10
percent of their food budget on the category “sugar, salt, and other processed foods” (this
does not include cooking oil, which makes up another 6 percent of the expenditures on
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food). Even for the extremely poor, for every 1 percent increase in the food expendityy
about half goes into purchasing more calories, and half goes into purchasing mo:,
expensive (and presumably betier tasting) calories. )
Finally, the trend seems to be to spend even less money on food. In India, for example
spending on food went from 70 percent in 1983 to 62 percent in 1999-2000, and th;
share of millet in the [ood budget dropped to virtually zero (Deaton, 2006), Not
surprisingly, the poor are also consuming fewer calories over time (Meenaksh and
Vishwanathan, 2003), though this change may also reflect that their work fnvolves legs
physical effort (Jha, 2004), ‘

The ownership of assets

‘While all the surveys have some information about assets, the list of assets varies. To obtain
a relatively coherent list across countries, we focus on radios, televisions, and bicycles,
The share of people who own these particular assets varies significantly across countries,

As we already discussed, ownership of radio and television varies from country to
country, but is low in some countries. One reason may be the lack of signal, Another reason
may be that a television is an expensive and lumpy transaction for which one has to save
il one is born poor. We do see a fairly steep income gradient in the ownership ol radio and
television: In all countries, the share ol rural houscholds owning a television is substantially
larger for those who live on less than $2 a day than those living on less than $1 a day. For
example, the share owning a television increases [rom 14 percent for those living on $1
a day to 45 percent for those living on less than $2 a dollar a day in Céte d’Ivoire; from 7
to 17 percent in South Africa; and from 10 to 21 percent in Peru. This pattern has been
observed in other contexts (Filmer and Pritchett, 2001) and has been the basis for using
the lack of durable goods as a marker for poverty. Our data suggests that this proxy can
be apprlopriate within a country, but it could easily be misleading in a cross-country
comparisod.

Among productive assets, land is the one that many people in the rural surveys seem
to own, alfhough enormous country-to-country variation exists. Only 4 perceint of those
living under $1 a day own land in Mexico, 1.4 percent in South Alrica, 30 percent in
Pakistan, 37 percent in Guatemala, 50 percent in Nicaragua and Indonesia, 63 percent in
Céte d’Iveire, 65 percent in Peru, and 85 percent in Panama. In the Udaipur sample, 99
percent of the households below $1 a day own some land in addition to the land on which
their house is built, although muckh of'it is dry scrubland that cannot be cultivated for most
of the year. However, when the extremely poor do own land, the plots tend to be quite
small. The median landhelding among the poor who own land is one hectare or less in
Udaipur, Indonesia, Guatemala, and Timor; between one and two hectares in Peru,
Tanzania, Pakistan; and between two and three hectares in Nicaragua, Cote d'Ivoire,
and Panama,

Apart from land, extremely poor households in rural areas tend to own very few
durable goods, including productive assets: 34 percent own a bicycle in Céte d'Ivoire, but
less than 14 percent in Udaipur, Nicaragua, Panama, Papua New Guinea, Peru, and East
Timeor. In Udaipur, where we have detailed asset data, most extremely poor households
have a bed or a cot, but only about 10 percent have a chair or a stool and § percent have
a table. About half have a clock or a watch. Fewer than 1 percent have an electric fan, a
sewing machine, a bullock cart, a motorized cycle of any kind, or a tractor. No one has a
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e. As we will see below, this situation does not mean that most of these households

plion
! nployees and have little use [or such assets. On the contrary, many extremely poor

are ¢f
houscholds operate their own businesses, but do so with almost no productive assets.

The pursuit of health and well-being

Should we worry about the fact that the poor arc buying less lood than they could?
According to Deaton and Subramanian {1996), the poorest people -- the ones in the
pottom decile in terms of per capita expenditure — consume on average slightly less than
1400 calories a day. This level is about half of what the Indian government recommends
[or a man with moderate activity, or a woman with keavy physical activity (see <http://
www.fao,org/ documents/show_cdr.asprurl_file=/DOCREP/x0172e/x0172e02 Jhtm>).
The shortfall seems enormous, The Udaipur data, which includes other health indicators,
suggest that health is delinitely reason for concern.

Among the extremely poor in Udaipur, only 57 percent report that the members of
their household had enough to cat throughout the year, Among the poor adults in Udaipur,
the average “bo(]y mass index” (that is, weight in kilograms divided by the square of the
heigllt inmeters)is 17.8. Sixty—ﬁve percent of adult men and 40 percent of adult women
have a body mass index below 18.5, the standard cutolf for being underweight (WHO
expert consultation, 2004). Moreover, 55 percent of the poor adults in Udaipur are
anemnic, which means they have an insufficient number of red blood cells, The poor are
[requently sick or weak. In Udaipur, 72 percent report at least one symptom of discase
and 46 percent report an illness which has left them bedridden or necessitated a visit to
the doctor over the last month. Forty-three percent of the adults and 34 percenl of the
adults aged under 50 report difficulty carrying outat least one of their “activities of daily
living,” such as working in the ficld, walking, or drawing water from a well. Diarrhea is
extremely frequent among children. About one-seventh of the poor have vision problems,
which may be caused by either poor nutrition, or the diseases that afflict them, or a
combination of the two.

Detailed information on health is not available in all the surveys, but most report the
incidence over the last month of health episades that left a houschold member bedridden
for a day or more, or that required a household member to see a doctor. The general
pattern is a remarkably high level of morbidity. Among the rural poor living under $1 a
day in Peru, South Africa, East Timor, Panama, and Tanzania, between 11 and 15 percent
of households report having a member either being bedridden for at least a day or requiring
a doctor. The number is between 21 and 28 percent in Pakistan, Indonesia, and Céte
d'Ivoire, and betwaen 35 and 46 percent in Nicaragua, Udaipur, and Mexico.

Even these high numbers may be an understatement if the poor are less prone to recall
and report such sicknesses than those with higher incomes. The poor generally do not
complain about their health — but then they also do not complain about life in general,
either, While the poor certainly feel poor, their levels of self-reported happiness or sell-
reported health levels are not particularly low (Banerjee, Duflo, and Deaton, 2004). On
the other hand, the poor do report being under a great deal of stress, bath financial anc
psychologicai. In Udaipur, about 12 percent say that there has been a peried of one month
or more in the last year in which they were so “worried, tense, or anxious” that it interfered
with normal activities like sleeping, working, and eating, Case and Deaton (2005) compare
data from South Africa to the data from Udaipur and data from the United States. They
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find that the answers of poor South Africans and poor Indians about stress look very similay,
while veported levels of stress are very much lower in the United States. The l‘rlog,t
frequently cited reason for such tensions is health problems (cited by 29 percent of
respendents), with lack of food and death coming next (13 percent each}. Over the last
year, in 45 percent of the extremely poor houscholds in Udiapur (and 35 Percent of thoge
living under $2 a day) adults had to cut the size of their meal at some point during the
year and in 12 percent of them, children had to cut the size of their meals, In the exh'elnely
poor households under § 1 per day, 37 percent report that, at some point in the past year,
the adults in the household went without a meal for an entire day. Cutting meals is alsci
strongly correlated with unhappiness.

Even poor households should be able to save enough to make sure that they never
have to cut meals, because as discussed above they do have substantial siack in their budgets
and cutting meals is not that common. Additional savings would also make it easier to dea]
with healthcare emergencies. For these houscholds, saving a bit more would seem like 4
relativuly Inexpensive way to reduce stress.

Investment in education

The extremely poor spend very little on education. The expenditure on education
generally hovers around 2 percent of household budgets: higher in Pakistan (3 percent},
Indonesia (6 percent}, and Cte d’Ivoire (6 percent), but much lower in Guaternala (0.1
percent), and South Africa (0.8 percent). The fraction does not really change very much
when we compare the poor to the extremely poor, or rural areas to urban areas, though
in a few countries like Pakistan, urban familics spend substantially more than rural families.
This low level of expenditure on education is not because the children are out of school,
In 12 of the 13 countries in our sample, with the exception of Cote d'Ivoire, at least 50
percent of both boys and girls aged 7 to 12 in extremely poor househaolds are in school.
In about half the countries, the proportion enrolled is greater than 75 percent among
girls, and more than 80 percent among boys,

The reason education spendling is low is that children in poor households typically
attend public schools or other schools that do not charge a fee, In countries where poor
households spend more on education, it is typically because government schools have fees,
as in Indonesia and Cote d’Ivoire. However, mounting evidence, reported below, suggests
that public schools in these countries are often dysfunctional, which could explain why
even very poor parents in Pakistan are pulling their children out of public schools and
spending money to send them to private schools.

How the poor earn their money

Walking down the main street of the biggest slum in the medium-sized southern Indian
city of Guntur at nine in the morning, the first thing one notices are the eateries. In front
of every sixth house that directly faced the road, by our count, a woman was sitting hehind
a little kerosene stove with a round cast-iron griddle roasting on it. Every few minutes
someone would walk up to her and order a dosa, the rice and beans pancalkes that almost
everyone eats for breakfast in south India. She would throw a cuplul of the batter on the
griddle, swirl it around to cover almost the entire surface, and drizzle some oil around
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the edges. A minute or two later, she would slide an off-white pock-marked pancake off
the gl-id(lle, douse it in some sauce, fold it in a newspaper or a banana leal and hand it to
her dlient, in return for a rupee (roughly 15 cents).

When we walked back down that same street an hour later, the women were gone.
We found ene inside her house, filling her daughter’s plate with lunch that she had cooked
while making the dosas. She told us that later that day, she was going out to vend her saris,
the long piece of decorative cloth that Indian women drape around themselves, She gets

plain nylon saris from the shop and stitches beads and small shiny pieces on them. Once

a week, she takes them from house to house, hoping that women would buy them to wear
on special occasions. And they do buy them, she said confidently, All the other dosa women
we met that day had a similar story: ence they are doue frying dosas, they da something
else. Some collect trash; others make pickles te sell; others work as laborers.

Entrepreneurship and multiple occupations among the poor

All over the world, a substantial [raction of the poor act as entrepreneurs in the sense of
raising capital, carrying out investment, and being the full residual elaimants for the
resulting earnings. In Peru, 62 percent of the houscholds who live under $2 a day in urban
areas operate a nonagricultural business. In Indonesia, Pakistan, and Nicaragua, the
numbers are between 47 and 52 percent. A large fraction of the rural poor operate a farm:
25 Lo 98 percent of the households who carn fess than a dollar a day report being self-
employed in agricalture, except in Mexico and South Alrica where sell-employment in
agriculture is very rare.” Moreover, many of the rural poor — from 7 percent in Udaipur
up to 36 percent in Panama - also operate a nonagricultural business,

Many poor households have multiple occupations. Like the dosa women of Guntur,
21 percent of the households living under $2 a day in Hyderabad who have a business
actually have more than one, while another (3 percent have both a business and a laborer’s
job. This multiplicity of occupations in urban areas is found in many other countries as
well, though not everywhere. Among those earning less than $2 a clay, 47 percent of the
urban households in Céte d’Ivoire and Indonesia get their income [rom more than one
source; 36 percent in Pakistan; 20.5 percent in Peru; and 24 percent in Mexico, However,
in urban South Africa and Panama, alimost no cne has more than one occupation and only
9 percent da so in Nicaragua and Timor Leste.*

This pattern of multiple occupations is stronger in rural areas. In Udaipur district, as
we discussed earlier, almost everybody owns some land and almost everybody does at least
some agriculture. Yet only 19 percent of the households describe sell-employment in
agriculture as the main source of their income. Working on someone else’s land is even
rarer, with anly | percent reporting this as their main source of income. In other words,
the poor cultivate the land they own, no less and usually, no more. Yet, agriculture is not
the mainstay of most of these households. The most commeon occupation for the poor in
Udaipur is working as a daily laborer: 98 percent of households living under §1 per day
in rural arcas report doing this, and 74 percent claim it is their main source of earnings.

This pattern is confirmed by data from a smaller survey of 27 villages randomly
sampled from eight districts in West Bengal (Banerjee, 2006). In this survey, even
households that claim to be the operators for a plot of land spend only 40 percent of their
time in agricultural activities on their own land. The fraction is not very different for men
and women — women do less divect agricultural work but more animal rearing, along with
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growing fruits and vegetables. Their other activities include teaching
¥

o . . - SEWing ang
embroidery, unpaid household work, and gathering fuel. Strikingly, almost 10 percent of

the time of the average househeld is spent on gathering fuel, either for use at home orf
- ] ] ] - ) Or

sale, The median family in this survey has three working members and seven occupation
5.

In most of the Living Standard Measurement Surveys, househelds are not asked thejy
main source of earnings, but the pattern of diversification among rural households i
apparent nevertheless, In Guateinala, 65 percent of the rural extremely poor say they get
some income from self-employment in agriculture, 86 percent work as laborers ouiside
agriculture, and 24 percent are self-employed outside agriculture. In Indonesia, 34 Peroent
of the rural, extremely poor households work as laborers outside of agriculture, and 37
percent earn income from sell-employment outside of agriculture, In Pakistan, 51 percent
of the rural, extremely poor earn income from labor outside of agriculture and 35 Percent
from a business outside of agricuiture. Overall, the fraction of the rural extremely poor
households who report that they conduct more than one type of activity to earn a living
is 50 percent in Indonesia, 72 percent in Cdte d’Ivoire, 84 percent in Guatemala, and 94
pereent in Udaipur. It is smailer, but not negligible — between 10 and 20 percent — in
Nicaragua, Panama, Timor Leste, and Mexico. Once again, an exception to this general
pattern is South Africa, where less than 1 percent of the rural poor or extremely poor
report multiple occupations.

Temporar)f migration to work

Where do rural households, which are often a walk of a half-hour or more from the nearest
road, find all this nonagricultural work? They migrate.

Temporary migration is rarely documented in surveys, but in the Udaipur survey,
which had questions about this activity, 60 percent of the poorest households report that
someone from their family had tived outside for a part of the year to obtain wovk, For 58
percent of the families, the head of the household had migrated. The migrants typically
complete multiple trips in a year. Flowever, people do not leave for very long, The median
length of 2 completed migration is one month, and only 10 percent of migration episodes
exceed three months, Nor do most of the migrants travel very far: 28 percent stay in the
district of Udaipur and only 42 percent leave the state of Rajasthan,

Permanent migration for work reasons is rare, althou gn many women move when
they marry. Even if we look at houselolds currently living in urban areas, where the inflow
of immigrants is presumably higher than in rural areas, the share of extremely poor
households who had one member that was born elsewhere and had migrated for work
reagons was just 4 percent in Pakistan, 6 percent in Céte d'lvoire, 6 percent in Nicaragua,
and almost 10 percent in Peru. The 1991 Census of India reports that only 14.7 percent
of the male population lives somewhere other than where they were born. Indonesia is
the only country in our data where the proportion is higher: 41 percent of the urban
households came from elsewhere. Indonesia is also the only country in this sample where
migration was explicitly subsidized.

Lack of specialization

A pattern seems to emerge. Poor families do seek out economic oppertunities, but they
tend not to become too specialized, They do some agriculture, but not to the point where
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it would afford them a full living (For example, by buying/renting/sharecropping more
Jand). They also work outside, but only in short bursts, and they do not move permanently
to their place of oecupation.

This lack of specialization has its costs, Many of these poor households receive most
of their earnings from these outside jobs, despite only being away for 18 weeks of the year
on average (in the case of Udaipur). As short-term migrants, they have little chance of
Jearning their jobs better, or cnding up in a job that suits their specific talents, or being
Promoted . _

Even the 1]01mg1'1'cultura| businesses that the poor operate typically require rela-
tively few specific skills. For example, the businesses in Hyderabad include 11 percent
lailors, 8 percent fruit and vegetable sellers, 17 percent small general stores, 6.6 percent

. [e]ephone booths, 4.3 percent auto owners, and 6.3 percent milk sellers, Except for

tailoring, none of these jobs require the high levels of specialized competence that take a
long time to acquire, and therefore are associated with higher earnings, In several ways,
the poor are trading off opportunities te have higher incomes.

The problem of scale

The businesses of the poor typically operate at a remarkably small scale, As we saw, the
average landholding for these who own land is usually quite tiny, and renting land is
infrequent. Furthermore, most of this Jand is not irrigated and cannot be used all year.

The scale of nonagricultural businesses run by the poor also tends to be small, In the
£3 countries in our sample, the median business operated by people living under $2 dollars
a day cither in a rural or an urban location has no paid staff, and the average number of
pai(l employees range between 0.14 in rural Nicaragua to 0.53 in urban Panama.
Businesses ave operated on average by 1.38 (in Peru) to 2.59 (in Céte d’Ivoire) people —
most of them being family members. Most of these businesses have very few assets as
well. In Hyderabad, only 20 percent of the businesses operate out of a separate room.
In Pakistan, about 40 percent of the businesses ol those living under $1 or §2 dollar a day
have a vehicle, but only 4 percent have a motorized vehicle and none have any machinery.
In other countries, even nonmotorized vehicles are rare. In Hyderabad, where we have
an exhaustive list of business assets, the most common assels are tables, scales, and
pushcarts.

Many of these businesses are probably operating at too small a scale for efficiency.
The women making dosas spend a lot of time waiting: having fewer dosa-makers who
da less waiting would be more efficient. In fact, it might make sense in efficiency terms
for the dosa-makers to work in pairs: one to make the dosas and one to wrap them and
make change,

Markets and the economic environment of the poor

The economic choices of the poor are constrained by their market envirenment. For
example, some may save little because they lack a safe place to put their savings. Other
constraints result from a lack of shared infrastructure. When the government builds a
water line to your neighborhood, for example, you no longer need your own well. This
section focuses on markets, The next takes up the issue of infrastructure.
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The market for credit and the poor

The data from our 13 countries suggests that the fraction of rural, extremely poor
households having an outstanding debt varies between countries, from 11 percent in I'tiral
East Timor to 93 percent in Pakistan. But across the surveys, very few of the poor
households get loans from a formal lending source.

In the Udaipur sample, about two-thirds of the poor had a loan at the time of the
iterview. Of these loans, 23 percent are from a relative, 18 percent from am oney lender,
37 percent from a shopkeeper, and only 6.4 percent from a formal source like 5
commercial bank or a cooperative, Lest one suspect that the low share of bank credit ig
due to the lack of physical access to banks, a similar |pattern oceurs in urban Hyderabad,
where households living below $2 a day primarily borrow from moneylenders (§2
percent), friends or neighbors (24 percent), and family members (13 Percent), and only
5 percent of the loans are with commercial banks. Indonesia is the one country where 3
substantial share of loans to the poor is [ormal: thanks to elforts by the Bank Rakyat
Indonesia, one-third of the rural poor Indonesian households borrow from a bank, In the
other countries, reiatives, shopkeepers, and other villagers form, by far, the overwhelming
source of borrowed funds,

Credit from informal sources tends to be expensive. In the Udaipur survey, where
we have data on interest rates not available in other surveys, those living on less than §1
a day pay on average 3.84 percent per month for the credit they receive from informal
sources, Those who consume between $1 and $2 dollar a day per capita pay a little less:
3.13 percent per month. T'his lower rate oceurs in part because they rely less on informal
sources of credit and more on the formal sources than the extremely poor; and in part it
reflects that informal interest rates are lower for those with more land — the interest rate
[rom informal sources drops by 0.40 percent per month for each additional hectare of
land owned. The monthly interest rate we see in the Hyderabad sample is even higher:
3.94 percent per month [or those living under $2 dollars a day. Few of these urban poor
borrowers in Hyderabad have any land to use as collateral.

These high interest rates seem not to occur directly because of high rates of default,
but rather as a result of the high costs of contract enforcement, While delay in repaymient
of informal loans is frequent, default is actually rare (Banerjee and Duflo, 2005). For
example, a “Summary Report on Informal Credit Markets in India” reports that across
four case studies ol money-lenders in rural India, default explains only 23 percent of the
nterest rate charged (Dasgupta, 1989), A well-known study of rural money-lenders in
Pakistar found that the median rate of default across money-lenders is just 2 percent
(Aleem, 1990),

Haowever, these low delault rates are anything but autematic. Contract enforcement
in developing countries is often difficult, and courts often fail to punish recalcitrant
borrowers. As a result, lenders often must spend resources to assure that their loans get
repaid, which drives up interest rates. The fact that lending depends so much on effective
screening and monitoring also means that lending to the poor is especially dilficult, Again,
part of the problem is that the poor lack collateral to secure the loan and therefore lenders
hesitate to trust them, Given that the loan amount will in any case be small, the profits
from the transaction may not be large enough to cover the cast of monitoring/screening,
As a result, many lenders are reluctant to lend to the poor. Moreover, informal lenders
located close to the borrowers may be the only ones who are wiiling to lend to the poor
— since monitoring/ screening is relatively cheap for them. However, these informal
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lers pay more for their deposits than the more formal institutions, since they are less
~relers P : e T . . r
Jen " liyled and regulated and do not have any government guarantees. This hlgheu cost of
capl allZ

its is passed on to poorer borrowers. The gap can be considerable - - in the study by
deprosits It

Aleem (1990) the cost of capital for the money-lenders was 32.5 percent in a year when
ec st

hanks were only paying 10 percent for their deposits.
anks we

The market for savings and the poor

A main challenge for the poor who try to save is to ﬁn.d sail'et_y aur'l.a 1‘easonzllll)le.Qr(.jtl.]:-‘rlci
Stashing cash inside your pillow or elsewh.ere at home is neither sai'clm)} W(t'h :Pi oll.ec eirl
from inflation. Tn addition, recent research by As?]l'al", Karlan, and Yin ( o‘1 71 (,-o;m‘n.g) ]_
the Philippines and Duflo, Kremer, and Robinson in Ken-ya (2(?06) suggests that 7}1: ij]o s
like everyone else, have problems resisting the temptation of spending money that they

: d.
havelj(i\:ragoor househokls have savings accounts, Except in Cote d’?voire, where ?9
percent of the extremely poor households under $1 a day have a savings accgunt, lt 1,6
{raction is below 14 percent in the other countrics in our data. In Panamz‘n and | eltiu,‘ es.‘;“
than | percent of poor lwuseholds have a savings account. In most c:ounlri‘es3 the. 8 .]288 o‘
households with a saving account is similar in rural and urban areas, and sm‘ular‘ for leSL
under $2 a day and those under $1 a day. Here India appea‘r? to be an excleptlon, smcf:
only 6 percent of the extremely poor households in rural Udaipur have a savings account,
while 25 percent of them do in the city of I Iydel‘abad. |

A lack of access to reliable savings accounts appears cominon to the poor everywhere,
as documented in Stuart Rutherford’s (2000} fascinating book, The Poor and their Money.
Rutherford describes many strategies the poor use to deal with this problem, For exam])lle,
they form savings “clubs,” where each person makes .sure that t.he others save, S‘e]f —Te] P
Groups (SHGs}, popular in parts of India and present in Indonesia as w&zll, are savmgi c Li bs
which also make loans to their members out of the accumulated savings (they arc also
sometimes linked to banks). In Africa, Rotating Savings and Credit Associations (ROSCAsl)
allow people to lend their savings to each other on a rotating basis. Othe.rs pa?f (le.p-os1t
collectors to collect their deposits and put them in a bank. Others deposit their savings
with local money-lenders, with credit unions (which are essentially larger‘and much lmore
[ormally organized sell-help groups) or in an account at l’he‘lolcal post ofhce: Inﬂee( , on-i
reason why many of the poor respend so well to microcredit is not.n'ecess?rll).rr ecause i
offers them credit, but because once you take a loan and buy something with it, you have
a disciplined way to save — namely, by paying down the loan. .

Even participation in semiformal savings institutions (such as selfhelp groups,
ROSCAs, and microfinance institutions) is not nearly as common a.mong the poor as one
might have expected. Even in India, despite the high visibility especially ofSI'{Gs, les(; thm
10 percent of the poor in our Udaipur and Hyderabad surveys are p'ar‘t of an SHG or a
ROSCA. The majority of the households who have any savings deposit it at a bank.

The market for insurance and the poor

The poor have little access to formal insurance. In many surveys, questions about insurance
are not even asked. In the six of our seven countries where such data is available, legs than
6 percent of the extremely poor are covered by health insurance of any kind. The exception
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is Mexico, where about half of the extremely poor have coverage, The numbers are not
much higher in urban arcas. Life insurance is a bit more common in India {and is

- * r - ’
essentially, a form of savings). Four percent of the extremely poor in Udaipur and 1¢

percent in Ilyderabad have life insurance.®

In principle, social networks can provide informal insurance. For example, Udry

{1990) shows that poor villagers in Nigeria experience a dense network ol loan exchanges:
Over the course of one year, 75 percent of the households had made loans, 65 Percent
had borrowed money, and 50 percent had been both borrowers and lenders, Almost al]
of these loans took place between neighbors and relatives. Both the repayment schedule
and the amount repaid were affected by both the lender’s and the borrower’s current
economic conditions, underlining the role of these informal loans in providing insurance,
Manshi and Rosenzweig (2005) argue that the same process happens in India through the
Jati ar subcaste networks.

Yet these informal networks have only a limited ability to protect the households
against risk. The consumption of poor households is strongly allected by variations in their
incomes, as has been shown by Deaton (1997) in Céte d’Ivoire, Munshi and Rosenzweig
(2005) in India, Fafchamps and Lund (2003) in the Philippines, and Townsend (1995} in
Thailand, Poor househelds also bear most health care risks (both expenditures and
foregone earnings) directly. For example, Gertler and Gruber (2002) find that in Indonesia
a decline in the health index of the head of the household is assaciated with a decline in
nonmedical expenditures. In Udaipur, large expenditures on health (§70 and higher, at
purchasing power parity exchange rates) are covered by borrowing or dissaving. Only 2
percent of these expenses were paid for by someone else, and none came from the scif-
help groups. Twenty-four percent of the households in Hyderabad had to berrow to pay
for health expenses in the last year, When the poor fall under economic stress, their
“insurance” often means eating less or taking their children out of schoal. For examjple,
Jacoby and Skoufias (1997) find that poor children leave school in bad years. Rose {(1999)
finds that the gap in mortality of girls relative to boys is much larger in drought years (but
only for the landless househelds, who are not able to sell land or borrow te weather the
crisis). Poor households also are less likely to get medical treatment for themselves or
their children. In the Udaipur sample, those who were sick in the last months and did not
seck treatment {(more than haif}) cite lack of money more often than any other reason (34
percent), The lack of insurance also leads the poor to underinvest in risky but profitable
technologies, such as new seeds (Morduch, 1995),

The weaknesses of informal insurance should not really be a surprise, Ultimately,
informal insurance relies on the willingness of the fartunate to take care of those less
favored, which limits the insurance provided. Moreover, informal social networks are
olten not well-diversified. They often spread risk over households who live nearby and
have similar incomes and occupations, as Fafchamps and Gubert (2005} show for the
Philippines.

Governiments in these countries are not very effective at providing insurance either.
In most countries, the government is supposed to provide free health care to the poor. Yet
health care is rarely [ree. Government health care providers often illegally charge for their
own services and for medicines, Also, as we will see, the quality of care in the public system
is s0 low that the poor often end up visiting private providers.

A number of governments provide a form of income insurance through salety-net
“lood for work” programs, Under these programs, everyone is entitled to a certain number
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of days ol government employment usually invelving physical labor at a pre-announced
(relatively low) wage. In Udaipur, where the years leading up to the survey had been
I)articulal'ly arid, 76 percent of the poor had at least one of the household members work
on a public cmployment program of this kind. However, such schemes often offer only a
jimited number of jobs which can end up being doled out in a way that discriminates
against the poor.

The market for land and the poor

For historical reasons, land is the one asset the poor tend to own. But land records in
developing countries are often incomplete and many people do not have titles to their
land. As many including most famously Hernando De Soto (2003) have emphasized, an
unclear title makes it harder to sell the land or mortgage it, This situation is especially
groubling for the poor, because they tend to own a lot of the land that was cither recently
cleared or recently encreached upon, which is typically the land where tilling is
incomplete, Frica Field (2006) suggests that, in Peru, the poor spend a lot of time
protecting their claims to the land (since they have no tide, they have no legal recourse).

The poor also suffer because where titles are missing or imperfectly enforced, political
influence matters, In parts ol Ghana, land belongs either to lineages or to the village, and
cultivators have only rights of use. In this context, Goldstein and Udry (2005) show that
the people who lack the political clout to prevent having their land taken away from them
by the village or their lincage (which typically includes the poor) do not Jeave their land
[allow far long enough, Leaving land to fallow increases its productivity, butincreases the
risk that someone may seize it.

Finally, a long tradition of research in agricultural cconomics argues that the poor
lack incentives to make the best use of the land they are cultivating because they are agents
rather than owners (Shaban, 1987}, Banerjee, Gertler, and Ghatak (2002) found that a
reform ol tenancy that forced landlords to raise the share of output going to the
sharecroppers and also gave them a secure right to the land raised productivity by about
50 percent.

Infrastructure and the economic environment of the poor

Infrastructure includes roads, power connections, schools, health facilities, and public
health infrastructure (mostly water and sanitation), While markets and the government
play differing roles in the supply of such infrastructure; all elements of infrastructure are
vsefully thought of as part of the environment in which people live, with some
chavacteristics of a local public good, rather than something that can be purchased
piecemeal by individuals,

The availability of physical inlrastructure (c the poor like electricity, tap water, and
even basic sanitation (like access to a latrine) varies enormously across countries. In our
sample of 13 countries, the number of rural poor households with access to tap water
varies from none in Udaipur to 36 percent in Guatemala. The availability of electricity
varies from 1.3 percent in Tanzania to 99 percent in Mexico. The availability of a latrine
varies from none in Udaipur to 100 percent in Nicaragua. Difterent kinds of infrastructure
do not always appear together. In Indonesia, 97 percent of rural, extremely poor
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households have electricity but only 6 percent have tap water. Some gOvernments provide
reasonable aceess to both electricity and tap water to the extremely poor: in Guatemala,
38 percent of the extremely poor rural households have tap water and 30 percent haye
electricity. Other governments do very little: in Udaipur, Papua New Guinea, EastT: imor,
and South Africa, the share of the rural, extremely poor with tap water or electri{:ity ig
below 5 percent.

Generally, access to electricity and tap water is greater for the urban poor than the
rural poor (whichis probably fortunate since lack of sanitation in very dense sm‘roundings
can be particularly dangerous from the public health point of view). The only exception
to this pattern in our 13 countries is Céte d’Ivoire, where rural households seem to haye
better access, Moreover, access to both tap water and electricity is typically higher for
those under $2 a day than those under $1 a day.

Most low-income countries have made some attemnpt (o ensure that poor households
have access to primary schools and basic health centers. For example, most Indian villages
now have a school within a kilometer, and a health subcenter exists for every 10,000
people. However, the quality of the facilities that serve the poor tends to be low, even
when they are available, and it is not clear how much they actually deliver. Chaudhury,
Hammer, Kremer, Muralidharan, and Rogers (2005) report results on surveys they
conducted to measure the absence of teachers and health workers in Bangladesh, Ecuador,
India, Indonesia, Peru, and Uganda. They found that the average absence rate among
teachers is 19 percent and the average absence rate among health workers is 35 percent,
Moreover, because not all teachers and health workers are actually working when at their
post, even this picture may be too favorable, Moreover, absence rates are generally higher
in poor regions,

In an innovative study on health care quality, Das and Hammer (2004) collected data
on the competence of doctors in Delhi, India, based on the kinds of questions they ask
and the action they say they would take faced with a hypothetical patient, suffering
from conditions they are likely to encounter in their practice. Every Delhi neighbor-
hood, poor or rich, lives within 15 minutes of at least 70 health providers, However, the
gap in competence of the average health practitioner between the poorest and richest
neighborheods is almest as large as the gap between the competence of a health provider
with an MBBS degree (the equivalent of an MD in the United States) and a provider
without such a qualification. In fact, an expert panel found that the treatments suggested
by the average provider in their sample are slightly more likely to do harm rather than
good, due to a combination of misdiagnosis and overmedication,

These differences in health care and basic sanitation infrastructure can allect mortali ty,
Several surveys ask women about their pregnancies and the outcomes, including whether
the child is still alive, We compute an infant mortality measure as the number of children
who died before the age of one divided by the number of live births, The numbers are
startling, especially because they are likely to be underestimates (not all children are
remembered, especially if they died very early). Ameng the rural, extremely poor, the
lowestinfant mortality that we observe is 3.4 percent in Indonesia. At the high end, infant
mortality among the extremely poor is 8.7 percent in South Africa and Tanzania,
10 percent in Udaipur, and 16.7 percent in Pakistan. The rates are lower, but not
much lower, in urban areas. The rates also remain high if the definition of poverty is
expanded to include those who live under $2 a day. Wagstall (2003) uses data from the
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lemographic and health surveys to estimate prevalence of malnutrition and child mortality
m : ) aoe.

- ng those living under §1 a day in a number of countries. He finds very large difference
aino

helween survival chances of poor children in different countries, and shows that they are
he

rrelated with health spending per capita in these countries.

et ’i“he low quality of teaching in public schools has clear effect on learning levels as
well, In India, despite the fact that 93.4 percent of children ages‘6--—lf‘l- are enrolled in
schools (75 percent of them in govermnent schools), a recen?t nationwide survey found
ldm. 34.9 percent of the children age 7 to 14 cannot read a simple paragra.ph at second-
gm(le level (Pratham, 2006). Moreover, 41,1 percent Caunot‘ do su!.)lrac‘tlon, and 65.5-
percent cannot do division. Even among children in grades six to eight in government
schoals, 22 percent cannot read a second-grade text. . ‘

In countries where the public provision of education and health services is particularly
Jow, private providers have stepped in. In the parts of India whfare p‘u-l)hc: schoo_l te..achel
absenteeism is the highest, the fraction of rural children attending private schools is also
the highest {Chaudhury, Hammer, Kremer, Muralidharan, and Rogers, 2005‘). However,
these private schools are less than ideal: they have lower teacher absentcelsw thaln L'_he
public schools in the same village, but their teachers are significantly less qualified in the
sense of having a formal teaching degree. '

A similar but more extreme pattern arises in health care. Again, private providers
who serve the poor are less likely to be absent and more likely to examine the pa,ti(-?nt w11th
some care than their public counterparts, but they tend to be less well qualified (for
example, Das and Hammer, 2004). However, unlike in education, where.most pc?or
children are still in the public system, even in countries and regions where public education
is of extremely poor quality, wheve the public health care system has high levels of absence,
most people actually go to private providers. For example, in India, where absence of
health care providers is 40 percent, 58 percent of the extremely poor households have
visited a private health care provider in the last month. By contrast in Peru, where the
absentee rate for health care providers is fairly low at 25 percent (Chaudhury, Hammer,
Kremer, Muralicdharan, and Rogers, 2005}, only 9 percent of the rural extremely p-oor
households have been to a private health provider in the last manth, Within the U(Ialplrl'
District, Banerjee, Deaton, and Dufle (2004) also found that the rate of usage oflth.e -].)lubl‘w
health facility is strongly correlated with the absence rate at the public health facilities in

the areas.

Understanding the economic lives of the poor

Many facts about the lives of the poor siart to make much more sense once we reicognize
that they have very limited access to efficient markets and quality infrastructure. The fact
that the poor usually cultivate the land they own, no more and no less, for examplel,
prabably owes a lot to the agency problems associated with renting out land, [.n part, it
must also reflect the fact that the poor, who typically own oo little land relative to the
amount ol family labor, suffer from lack of access to credit. This pattern is reinforced. by
the difficultics that the poor face in getting any kind of insurance against the many risks
with which a farmer needs to deal: A second job outside agriculture offers security against

some of that risk,
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Why so little specialization?

Risk-spreading is clearly one reason why the poor, who might find risk especially hard to
bear, tend not to be toe specialized in any one occupation, They work part time outside
agriculture to reduce their exposure to farming risk, and keep a foot in agriculture to
avoid being too dependent on their nonagricultural jobs.

Another reason for a second job is to occupy what would otherwise be wasted time,
When we asked the dosa-sellers of Guntur why they did so many other things as well, they
all said: “[We] can sell dosas in the morning, What de we do for the rest of the clay?” Simﬂarly,
farmers who do not have irrigated land can only farm when the land is not too dry. Finding
some work outside agriculture is a way for them to make productive use of their time when
the land is unusable, However, this argument is incomplete. We also need to explain what
made the women opt to sell dosas: After all they could have skipped the dosas and specialized
in whatever they were doing for the rest of the day, Risk spreading remains a possible answer,
but many of them seem to be in relatively sale occupations. Given the fact that almost
everyone owns the cooking implement that one needs to make a dosa and entry is free, it
does not seemn that dosa-making is an extraordinarily profitable activity.

A final, more compelling reason for multiple jobs is that the poor cannot raise the
capital they would need to run a business that would occupy them fully. As we saw, most
businesses operate with very little assets and little working capital. Likewise, some poor
farmers might be able to irrigate their lands and make them uscable for a larger part of
the year, but they lack the necessary access to funds. Of course, in agriculture, some
downtime will always remain, justifying some amount of diversification of jobs. But such
downtime would be much inore limited than what the data actually reveals.

Why so many entrepreneurs?

Once we draw this link between the tendency of the poor to be in multiple occupations
and their access to financial markets, it is clear why so many of the poor are entrepreneurs,
If you have few skills and little capital, and especially il you are a woman, being an
entrepreneur is often easier than finding an employer with a job to offer, You buy some
fruits and vegetables or some plastic toys at the wholesalers and start selling them on the
street; you make some extra dosa mix and sell the dosasin front of your house; you collect
cow dung and dry it to sell it as a fuel; you attend to one cow and collect the milk. These
types of activities are exactly those in which the poor are involved.

[tisimportant not to romanticize these penniless entrepreneurs. Given that they have
no money, borrowing is risky, and no one wants to lend to them, the businesses they run
are inevitably extremely small, to the point where there are clearly unrealized economies
of scale. Moreover, given that so many of these firms have more family labor available to
them than they can use, they do very little to create jobs for others, OF course, this pattern
makes it harder for anyone to find a job and hence reinforces the protiferation of petty
entrepreneurs.

Why don’t the poor eat more?

Another puzzle is why the poor do not spend more on [ood both on average and especially
out of the marginal dollar. Eating more and eating better (more grains and iren-rich foods,
less sugar) would help them build their body-mass indices to healthier levels.
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One possibility is that eating more would not help them that much, or not for long,
because they would become weak again at the first attack of disease, which will invariably
oceur, TFor example, Deaton, Cutler, and Lleras-Muney (2006) argue that nutrition is at
best a very small part of what explains the tremendous gains in health around the world in
the past few decades, However, some improvements jn nutrition (reduction of anemia in
particular) have been linked to increased productivity (Thomas ct al., 2004). Moreaver, as
we saw, not having enough te eat does, at a minimum, make the poor extremely unhappy.

Provided that eating more would increase their productivity, it is unlikely that the
low levels of good consumption can be explained by a simple lack of sell control (that is,
the poor cannot resist temptations to spend on tln'ngs other than lood). As we noted above,
the poor also spend surprisingly large amounts on entertainment: televisions, weddings,
or festivals. All of these involve spending a large amount at one time, which implies some
saving unless they happen to be especially credit-worthy. In other words, many poor people
save moncey that they could have caten today to spend more on entertainment in the future,
which does not immediately fit the idea that they lack self-control.

The need to spend more on entertainment rather than on food appears to be a strongly
felt need, not a result of inadequate planning, One reason this might be the case is that the
poor want to keep up with their neighbors. Fafchamps and Shilpi (2006) offer cvidepce
from Nepal in which people were asked to assess whether their level of income as well as
their levels of consumption of housing, food, clothing, health care, and schooling were
adequate, The answers to these questions were strongly negatively related to the average
consumption of the other people living in the same village.

Why don 't the poor invest more in education?

The children of the poor are, by and large, going to primary school, However, parents are
not reacting to the low quality of these schools, either by sending their children to better
and more expensive schools or by putting pressure on the government to do something
about quality in government schools. Why not?

One reason is that poor parents, who may often be illiterate themselves, may have a
hard time recognizing that their children are not learning much. Poor parents in Eastern
Uttar Pradesh in India have limited success in predicting whether their school-age children
can read (Banerjee el al., 2006). Moreover, how can parents be confident that a private
school would offer a better education, given that the teacher there is usually less qualified
than the public school teachers? After all, researchers have only discovered this pattern in
the last few vears, As for putting pressure on the government, it is not clear that the average
villager would know how to organize and do so,

Why don’t the poor save more?

The arguments based on lack of access to credit and insurance or labor market rigidities,
by themselves, do not help very much in understanding why the poor are not more
interested in accumulating wealth, Alter all, the poor could easily save more without
getting less nutrition, by spending less on alcohol, tobaceo, festivals, and [ood items such
as sugar, spice, and tea.

It is true that the poor typically have ne bank accounts or other financial assets with
which to save, but many of them have their own businesses, and these tend to be chronically
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underfunded. So why not save up to buy a new machine, or increase the stock in the shop?

Moreover, as we saw above, a very substantial fraction of the poor have debt, and the
inierestrate on the debt often exceeds 3 percent per month. Paying down debt is therefore
a very attractive way to save, Even if you have no business to grow, and have no debt (o
repay, just holding some extra stocks for the proverbial rainy day (or “the drought”) can
save both worry and the misery of watching your children go hungry. In other words,
precavtionary motives lor saving should be especially strong for the poor.

Part of the answer is probably that saving at home is hard. The money may be stolen
{espedially if you live in a house that cannot be locked) or grabbed by your spouse or your
son. Also, if you have money at hand, you are constantly resisting temptation to spend: tg
buy something, to help someone to whom you find it difficult to say “no,” to give your
child a treat, Such temptations may be especially hard for the poor, because many of the
temptations they are resisting are things that everyone else might take for granted.

The poor seem aware of their vulnerability to temptation. In the Hyderabad survey,
the respondents were asked to name whether they would like to cut particular expenses,
and 28 percent ol the poor named at least one item. The top item that houscholds would
lile to cut is alcohol and tobacco (mentioned by 44 percent of the households that want
to cut on items). Then came sugar, tea, and snacks (9 percent), festivals (7 percent), and
entertaimuent (7 percent),

Self-knowledge does not help in addressing self-control problems; in fact, self-
knowledge about a lack of sell-control means that you know your saving will probably just
end up feeding some future indefensible craving, and the machine for which youare trying
to save will never actually be bought. Being naive might actually help — you might be lucky
and save enough to buy the machine before the temptation gets to you.

Beyond market failures and self-control problems

An interesting example that spans many of the arguments we have used above is a study
by Dufio, Kremer, and Robinson (2006) on investment in fertilizer in Kenya, According
to surveys conducted over several years, just 40.3 percent ol farmers had ever used
fertilizer, and just 25 percent used fertilizer in any given year. Conservative estimates
suggest that the average return to using fertilizer exceeds 100 percent, and the median
return is above 75 percent. Duflo, Kremer, and Robinson conducted field trials of feriilizer
on the farms of actual randomly selected farmers, which were meant to teach the farmers
how to use fertilizer and the rewards of doing so. They found that the farmers who
participated in the study are 10 percent more likely on average to use fertilizer in the very
next season after the study, but only 10 percent more likely — and the effects fade after
the first season.

When farmers were asked why they did not use fertilizer, most farmers replied that
they did not have enough money. However, fertilizer can be purchased (and used) in small
quantities, so this investment oppertunity seems accessible to farmers with even a
small level of saving, The main issue, once again, appears to be that farmers find it difficult
to save even small sums of money, The program in Kenya offered to sell farmers a voucher
right after the harvest, which is when [armers have money in hand, which would entitle
them to buy fertilizer later.

This program had a large effect: 39 percent of the farmers offered the voucher bou ght
the fertilizer; the effects are as large as a 50 percent subsidy on the cost of fertilizer. The
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youcher scemed to work as a commitment device to encourage saving. But a puzzle
cemains: farmers could have bought the fertilizer in advance on their own, Indeed, a huge
majority al the farmers who bought the vouchers for future delivery of fer tilizer requested
immediate delivery, and then stored the fertilizer for later use. Moreover, alinost all of
them used the fertilizer they bought. They apparently had no sclf-control problems in
keeping the lertilizer, even though they could easily exchange the fertilizer for something
more immcdiately consurnable,

Why don 't the poor migrate for longer?

A final puzzle is why the poor do nol migrate for longer periods, given that they could
casily carn much more by doing se. Munshi and Rosenzweig (2005) argue that the lack of
Jong-term migration reflects the value of remaining close to one’s social network in a
sclting where the social network might be the only source of (informal) insurance available
ta people. Those who migrate for short periods of up to a few months leave their entire
famnily, who presumably can maintain their social links, behind. However, the ultimate
reason scems 10 be that making more money is not a huge priority, or at least not a large
enough priority to experience several months of living alone and often sleeping on the
ground in or around the work premises.

In somme ways this puzzle vesembles the question of why the Kenyan farmers do not
buy fertilizer right after the harvest even though they are happy to buy (and use it) if
someone made the (small) effort to bring it to their farm. In both cases, one senses a
reluctance of poor people to commit themselves psychologically to a project of making
more money. Perhaps at some level this avoidance is emotionally wise: thinking about the
economic problems of life must make it harder to avoid confronting the sheer inadequacy
ol the standard of living faced by the extremely poor.

Notes

We thank Andrei Shleifer (or motivating us to undertake this exercise. We thank him and the
editors of this journal for detailed suggestions on the previous draft of this paper. We thank
Danielle Li, Marc Shotland, and Stelanie Stancheva for spectacular assistance in assembling the
data, and Kudzai Takavarasha for carefully editing a previous draft. Special thanks to Angus
Dcaton for extremely useful advice and guidance and extensive comments on the previous draft

and to Gary Becker [or helpful comments,

For example, the "Alk India Rural” poverty line used by the Indian Planning Commission
was 328 rupeas per person per month, or $32 in purchasing power parity (PPP) dollars in
195%/2000.

The fact that the share spent on food, which is often scen as a physiological necessity, varies
so much across countries is itsell interesting. Ome possibility is that this represents the fact
that the poot have more choice in some countrics than in others, because consumption
goods are cheap relative to food in some countries. For examyple, India, a large economy
with a long history of being relatively closed, has cvolved a large menu of low-cost and
lower-quality consumer goods that are produced almost exclusively for the domestic

market, examples include tooth-paste, cigarcttes, and clothing, Other countries must buy
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these goods at higher prices on the global market. If the manufactured consumer goads
that the avorage person huys in India tend to be inexpensive relative to their traded
counterparts, the ratio between the consumption exchange rate ac purchasing power parit
and the official exchange rate ought to be relatively low in [ndia. More generally: the ](}chr
this ratio, the lower is the share of the consumption that should be made up of food, In oy
data, it turns out that the correlation between the ratio of the PPP exchange rate for
consumption to the official exchange rate in 1993 and the share of expenditure spent on
food is 0,33 among these 12 countries, although this sample is of course too small to
support a definite conclusion.

The ultimate source of variation here might be the relative Prices of radios and televisions,
There is a strong correlation between the ratio of the purchasing power cxchangc rate for
consumption to the official cxchange ratc, and the probability that a househald owng a
radio (the correlation is 0.36). The logic is probably quite similar to the argument
presented earlier in the context of food consumption in [votnote 2, Radios are tradable
(they are essentially all made in China), Nontradable goods are much less costly in some
countrics than others, while traded goods tend to be more similarly priced, so people at
the same expenditure levels at purchasing power parity can have widely differing levels of
purchasing power in terms of traded goods,

The low fevel of agriculture amaong the extremely poor in South Africa is casily explained,
The black population, which contains almast all of the extremely poor people, was
historically under the apartheid regime not allowed to own land outside the “homelands )
and most of the land in the homelands was not worth cultivating,

This result may reflect a data problem. Anthropologists do claim that they observe multiple
occupations in South African houscholds (Francie Lund, verbal communication to Angus
Deaton).

Surprisingly, weather insurance is also cssentially absent everywhere the world over
(Morduch, 2006), although it would seem straightforward to provide insurance against
observed weather patterns,
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REVIEW AND DISCUSSION QUESTIONS

1 What do the data collected by the authors show about the consumption patterns of the poor?
What goods do the poor spend most of their money on?
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what kind of assets and durable goods ¢o the poor own?
Wwhat kind of work do the poor typically do?
Wwhy do the poor tend to have multiple cceupations? In what ways does having several jobs

instead of just one impose costs on the peor?

Wwhat do the authers find about the behavior of the poar when it comes to borrowing money,
saving money, and buying insurance?

on the bas’s of what you learned from the article about the economic situation and behavior of
the poor, suggest a few government policies that you believe would he effective at improving
the lives of the poor. Explain clearly.
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pharmaceutical companies (because there is no profitable market), there must be a lot of Chapter 23

unexplored potential. What incentives can be created to encourage private and public /,,___.._

research of these issues? Something beyond ordinary intellectual property rights seems
to be necessary: public sector investment in research and development.

Note

THE ECONOMIST

This paper draws on the author’s experience as Chair of the Committee on the Economics of Antj-
Malarial Drugs of the Institute of Medicine. The opinians expressed are strictly his and are not to
be attributed to the institute or the committee. The commitiee wifl publish its report in the spring

of 2004. ‘ THE LEARNING DEFICIT

REVIEW AND DISCUSSION QUESTIONS

Why does Arrow believe that the traditional drugs used to treat malaria (such as chloroquine)
will need to be replaced?

What are the economic obstacles to greater production and mere widespread distribution of
effective antimalarial drugs?

What “new direction” does Arrow propose to improve treatment of malaria? Do you agree

Lack of education holds much of the world back. Would more money help?
with his recommendations? Why or why not?

EOPLE IN RICH COUNTRIES OFTEN have little sense of how poor the
quality of education is in many developing countries, Where schools exist, there may
be no teachers; and where teachers are employed, often they might as well not be, either
because they fail to turn up or because, even il they do appear, they do not know how to
teach. Schools may be shacks, lacking basic equipment such as desks or chairs, with few

if any teaching materials such as books, paper and pencils. Up to now, much stress has
been laid on raising the proportion of children who enrol in schools (and, to a lesser
extent, on ensuring that they keep going once they have enrolled). But what is the point
ol “universal enrolment”if schools and teachers are unable to provide a decent education?

This is one of the points emphasised by Lant Pritchett of Harvard University, in anew
paper for the Copenhagen Consensus project.” It is impor tant, he argues, to concentrate
on educational achievement, rather than on simpler but potentially misleading measures
of success. Only in that way will it be possible to know in what way extra resources can
best be deployed in improving education in poor countries, and what sort of value for
money might then be expected.

There is no question that education in many third-workl countries is failing. Some of
the findings reviewed by Mr Pritchett are positively startling, With the exception of eastern
Europe, the former Soviet Union and the East Asian tigers, the developing countries lag
far behind the rich OECD countries on measures of learning achievement — and most
such comparisons, remember, underestimate the gap because test results are available only
for children who actuaily attend school, which many children in poor countries do not.
Gven on this basis, results show that most developing countries have levels of educational
attainment that are not merely at the lower end of the range for OECD countries, but far
worse than even the worst-performing rich country (which is Greece, by the way).
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In the most recent assessment, only 3% of students in Indonesia had a readin
competence better than the average of French students; the average Brazilian student had
maths skills at the level of the lowest 2% of Danish students. Americans worry from time
to time about the undeniably impressive lead that Japanese students have over students in
the United States — but the gap between American students and students in Peru is fully
three times bigger.

There can be no doubt that an educational deficit as wide as this is holding poor
countries back, thwarting the opportunities that they might otherwise be able to exploit
in a rapidly globalising world economy. What, then, can be done?

Money changes everything?

Supposing that more resources were made available — the premise of the Copenhagen
Consensus project —~ Mr Pritchett considers four broad ways of using them, First, build
more schools, Second, improve the quality of existing school systems, cither by expanding
budgets across the board or by increasing spending in specilic target areas. These first
two ideas aim to increase the supply of education. Third, raise the demand for education,
either through interventions that raise living standards generaily, or by fostering new
opportunities for the better educated. Fourth, raise the demand for education by reducing
its cost to consumers.

Mr Pritchett weighs the pros and cons of each approach. He sees some scope for
making progress by targeting additional resources to particular supply-side bottlenecks,
These may be important in some countries, Raising the demand for education would help
even more. Economic growth is pro-education, because higher living standards do raise
the demand for schooling — but, obviously, policies to raise the growth rate need not be
educational policies at all in the usual sense.

In any event, all lour of the “policy-action oppertunities” take the overall structure
of existing education systems and methods for granted. And for that reason, Mr Pritchett
argues, ali four are neglecting the main issue: “the problem in many countries is the way
in which the production of schooling is organised.” Systemic reform — involving clear
objectives for the school system, adequate financing, autonomy for schools in “managing
for results”, and proper accountability of schools to their users — may be necessary before
higher spending on any of the four policy-action opportunities can be expected to succeed.

There are many ways to press forward this kind of systemic reform, Mr Pritchett
argues, Vouchers and a “market” for education might work well in some circumstances,
but other approaches could achieve good results too in some cases: school autonomy (as
granted to “charter schools”in the United States, for instance}, decentralisation of control,
community management, and the use of non-government providers, could all, Mr
Pritchett argues, serve the goal of structural reform that he regards as necessary if the
application of extra resources is to succeed.

One striking indication ol how easy itis to spend money {ruitlessly in education comes
from the rich countries. According to one study cited by Mr Pritchett, Britain increased
its real spending per pupil by 77% between 1970 and 1994; over the same period, the
assessment score for learning in maths and science fell by 8%. Australia increased its real
spending per pupil by 270%; its pupils’ scores fell by 2%. Extra spending by itsell is likely
to be no more successful in the poor countries than it has been in the rich,
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Overall expansion of education systems — the first policy-action opportunity -- is
likely to work well only in countries where demand exceeds supply (which would be
indicated by large class sizes and children travelling great distances to school) and w]}ere
new schools of good quality can be readily provided. These conditions are rarely satistied,
mr Pritchett finds. In practice, lack of appropriate incentives for the efficient supply of
education frustrates most spending initiatives, even those that try hard to spend money

only where it is most needed. The most promising way forward is to embark on reforms

that provide for greater autonomy and local accountability for schools. In many cases, Mr
Pritchett notes, some extra fnancing may indeed help to fadilitate those changes, But in
improving education in the developing countries, additional resources ave not usually the
crux of the matter.

Note

* The Copenhagen Consensus project, organised by Denmark’s Environmental Assessment
Institute with the cooperation of The Economisi, aims to consider, and to establish priorities
among, a series of proposals for advancing global welfare. The initiative was described in our
Economics focus of March 6th. That article can be read along with other material, including an
Economics Focus on armed conflicts, published this week in our print edition. A book, “Glebal
Crises, Global Solutions”, containing the [ull set of papers written for the project is forthcoming

from Cambricdge University Press,

REVIEW AND DISCUSSION QUESTIONS

Why might building more schocls or sending more children to school have a limited impact on
economic development in poer countries?
What kind of reforms does Pritchett suggest to increase the effectiveness of educational
invesiments?

3 Do you agree with Pritchett’s recommendations? Why or why not? Explain.




Chapter 24

Clive Crook

THE TEN-CENT SOLUTION

First principles

Cheap private schools are educating poor children across the developing world — but

without much encouragement from the international aid establishment.

F GOOD IDEAS WERE ALLTHAT MATTERED, everybody who has heard of
JelTrey Sachs would have heard of JamesTooley as well — but they aren’t, and you almost
certainly haven’t. In fact, even if you arc keenly interested in education, aid, orThirdV‘Vorld
development, which are Tooley’s areas of research, you still probably haven’t heard of him,
This is not because his work is dull or unimportant, His indings ave surprising, and
they bear directly and profoundly on the relief of extreme poverty all over the world,
(Name me a more important issue than that,)The reason you haven’t heard of James'Tooley
is that his work is something of an embarrassment to the official aid and development
industry. He bas demonstrated something that many development professionals would
rather not know — and would prefer that you not know, either.

Tooley is a professor of education policy at England’s University of Newcastle upon
'Tyne, Several years ago he was working as a consultant in Hyderabad, India, for the
International Finance Corporation, an arm of the World Bank. One afternoon, while
wandering around the alleys beside the Charminar (a sixteenth-century monument and
Hyderabad’s best-known tourist attraction), he came across a school for the children of
slum dwellers. To his surprise, he found that this was not a state school but a private one
— providing education to the extremely poor and collecting fees (of a few rupees a day,
or less than a dime) for its services. Intrigued, he kept looking, and found other, similar
schools. They were typically small and shabby operations, sometimes occupying a single
classroom, staffed in some cases by just the teacher-proprietor and an assistant. Yet they
were busy — crowded with eager pupils — and the teacher was actually teaching, (This,
Tooley knew, was not something you could take for granted in the classrooms of Indian
publie schools.)
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For years education officials in most developing countries (and workers in inter-
national aid agencies, toc) have talked as tha ugh private education for the very poor barely
existed. The only hope for equipping these unfortunate people with basic literacy and
numeracy, they've said, was to improve the reach and quality of free, compulsory, state-
provided schooling,

But that hope appears dim at the moment. Public schools in most ]roor countries,
where they operate at all, have long been recognized to be ineffective, Teachers are
frequently unqualified for their work. Perhaps worsc, they are often uninterested in it: In
many poor countries, teaching jobs are viewed as sinccures, and many teachers are
disinclined to show up for work at all. They do tend to organize, however. Their salaties
add up, and public schools in most developing countries make heavy demands on the public
purse. The whole issue has therefore been seen as a daunting question of resources: Vast
sums will be required to provide [ree universal education of tolerable quality in Africa and
South Asia; there is no cheap alternative; and the help of foreign donors will be essential.

The many fee-based stum schools that looley saw within a few minutes’ walk of the
Charminar made him wonder about all this. So he began researching the reach and
performance ol private schools for the extremely poor in India and elsewhere, supported
not by an official agency but by the private Templeton Foundation. What he found was
startling,

In Hyderabad, a city of mere than 6 million people, Tooley and his team — confining
their search Lo poor areas lacking amenities such as running water, electricity, and paved
roads - counted 918 schools, Only about 40 percent were run or [inanced by the
government; 60 percent were private. OF those, some werc “recognized” by the govern-
ment, but most were officially unknown to the authorities. These black market private
schools were smaller on average than the other kinds - but they still accounted for about
a quarter of all the children in any sort of school. Remarkably, some of the slots in these
private slum schools were offered free or at reduced rates: The parents of full-fee students,
desperately poor themselves, willingly subsidized those in direst need.

This Hourishing educational enterprise is all the more surprising once you understand
that India has deliberately discriminated against private education — forbidding for-profit
schools, for instance, and requiring schools to be run as trusts rather than proprietorships,
and limiting their ability to borrow. Despite these handicaps, private education for the
very poor has evidently thrived.

What Tooley stumbled onto in Hyderabad turns out to be typical not just of Inclia but
of all the other places he subsequently researched — including parts of China, Ghana,
Kenya, and Nigeria In every case, private education is a principal lifeline for the abjectly
poor. In the areas of Ghana and Nigeria that Tooley’s team has canvassed, an outright
majority of poor children are attending private schools run without support [rom the
government. Often, the schools are run by just a few teachers. They put out shingles in
the way that physicians dc in the United States, and are paid directly by their charges.

AsTooley relates it, the response of the international development community to his
research has been less than enthusiastic. Even if private schools are much more prevalent
than we had previously thought, he’s been told, they are obviously no good. Standards in
such schools are bound to be low.

But the development community seems to be wrong about that, too. On the whole,
dime-a-day for-profit schools are doing a better job of teaching the poorest children than
the far more expensive state schools. In many localities, private schools operate alongside
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a free, government-run alternative. Many parents, poor as they may be, have chosen to
reject it and to pay perhaps a tenth of their meager incomes to educate their children
privately. They would hardly do that uniess they expected better results.

Better results are what they get. After comnparing test scores for literacy and basic
math, Tocley has shown that pupils in private schools do better than their state-school
equivalents —at between a half and a quarter of the per-pupil teacher cost. In some places,
such as Gansu, China, the researchers found that private schools serving the poor had
worse [acilities than comparable state schools; in [1yderabad, they were better equipped
(with blackboards, desks, toilets, drinking water, and so on). Regardless, the tests so far
show that private-school students do better across the board,

Why have these findings been so reluctantly received? The answer is pelitics. The
consensus an economic development — specifically, on the role of the state in promeoting
growth — cycles to and fro. At the moment, orthodox thinking embraces 2 leading role
[or the market in most areas of economic life. But in most developing countries, as in
many rich ones (including the United States), schooling is widely regarded as quite anather
matter, Children’s education is higher than commerce. These realms must not be allowed
to mix. Many development and education officials wish to enshrine free education as a
universal human right. Education, in other words, is too important to be left to the market,

In this view, if state schools are lailing, which nobody denies, they need to be fixed,
whatever the cost, And this is how the challenge of education in developing countries is
currently framed: Governments need to spend more on their schools. One could more
easily sympathize with that view if the state systems were easily fixable, In many developing
countries, certainly in India, it would be unrealistic to think so, even if one could say,
“Hang the expense.”The problems seem systemic, not fiscal.

Most of those who campaign for greatly increased aid to poor countries would wish
to see governments spend much of that money on state-run schools, The goal is admirable,
but the method may be counterproductive, Tooley's research suggests that small-scale
support for private slum schools -- through scholarship programs, backing for school-
voucher schemes, or subsidized microfinance — might do far more good than a big aid
push directed at government-run education.

Tooley has been publishing his research in education journals but has also written for
libertarian and conservative think tanks. Unfortunately, these associations have pushed
him further outside the development mainstream. Perhaps most alienating, his findings
(as he notes) conform very well to the views of the late Milton Friedman, who spent the

last years of his life arguing that publicly funded vouchers and a market of privately run
competing schools were the way to fix another education system in urgent need of repair:
America’s, All the more reason why, so far as some development officials are concerned,
Tooley's obscurity is welcome.

As for'Tooley himself, he is now moving beyond research alone, preparing to embark
onanew project: the management of a new $ 100 million fund to investin private schoaols
for the very poor in developing countries. Development professionals need not be
concerned, however, The money is from a private foundation. It won't waste any country’s
aid budget.

REVIEW AND DISCUSSION QUESTIONS

Why does black-market private education appear to be so common in developing countries?
Why does the author believe that the “official aid and development industry” prefars that the
results of Tooley’s research not be known?

Do you agree with Croald’s suggestion that supporting small private schools in developing
countries may be a better idea than strengthening public education? Why or why not? Explain,




Chapter 25

THE ECONOMIST

A WORLD OF OPPORTUNITY

Dcveloping countries see the point of higher education,

CROSSTHE DEVELOPING WORLD, higher education is coming in from the

cold. Gone are the days when it was purely a luxury for the elite. Governments are
rapidly expanding their higher-education systems, with China probably witnessing the‘
biggest expansion of student numbers in history, They are trying to create centres of
excellence and throwing open the sector to private entrepreneurs.

The main reason for this fharry of activity is the dramatic growth in the supply of
potential students. Secondary school enrolment rates have grown rapidly across the
developing world, But there has also been a revolution in economic thinking, Not so long
ago the World Bank pooh-poohed spending on higher education as both economically
inefflicient and socially regressive. Now many development economists are warming to
higher education, pointing to the demand for graduates — as demonstrated by their wage
premium — and to the positive effect of university-based research on the economy.

Nobady doubts the difficulty of building decent universities in the developing world.
In most countries the legacy of colonialism has been compeunded by the legacy of anti-
colonialism. Colonialism meant that universities concentrated on producing a tiny group
of elite administrators, and anti-colonialism tightened their bonds with government,

Public spending on universities in developing countries is highly regressive, In Latin
America the professional classes, who account for 15% of the population, take up nearly
half of all university places. In Rwanda, 15% of the total education budget is spent on the
0.2% of students who attend universities. Most universities in the developing world are
also hopelessly badly managed.

But there are a [ew bright spots on the horizon. Some universities in poorer countries
have been doing world-class research. The botany department of the University of Sdo
Paulo, for example, was [first to crack the genetic code of a bacterium called Xylefla
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Jastidiosa, which has been laying waste to vineyards in southern California. This work
attracted global funding as well as attention from, among others, America’s Depar tment
of Agriculture and the American Vineyard Foundation,

A second bright spot is thal good management can produce striking finprovements.
Uganda’s Makerere University, which in the late 1980s was on the verge of bankruptcy,
has increased its student numbers fivefold and is mvesting in its infrastructure, It has
introduced fees for 80% of its students, and now generates a third of its revenue from a
variety of commercial ventures such as a bakery and an in-house consultancy,

A third cause for cheer is the proliferation of dilferent kinds of universities. A few
years ago most universities in the developing world were much the same: desipned for
the elite and dominated by the state. Now there is more variety. The biggest change is the
emergence of a for-profit sector that coencentrates on subjects such as accounting and
computer skills, and often pioneers educational innovation.

What are the prospects that the good news wilt outweigh the bad? To answer this
question, it is worth looking more closely at the two countries that are currently
conducting the world’s biggest experiments in the “massification” of higher education:
India and China.

India’s higher-education system has plenty of inherited handicaps. Some of them
are lelt over from colonialism and some (rom anti-colonialism; some arise from poor
management and political confusion. B.S. Baswan, the country’s sceretary for secondary
and higher education, notes that his sector lacks a clear political constituency. Yet the
problem is deeper than that: the government does not have the resources to fund the
expansion it wants, but cannot summon up the political courage to start charging students
realistic fees, The result is that India often seems to take one step back for every two steps
lorward.

Undoubtedly, though, it is making advances. The number of people attending
universities almost doubled in the 1990s, from 4.9m to 9.4m. The price of this has been
a decline in overall quality. That said, India has two valuable things going for it. One is its
collection of elite institutions, For decades, India has been pouring resources into the All
India Institute of Medical Sciences, the Indian Institute of Science in Bangalore and, above
all, the Indian Institutes of ‘Technology. These institutions take their pick from an army of
candidates every year, with 180,000 hopefuls taking the screening test for around 3,500
places in the seven IITs. They provide a highly intensive education, with all students and
often professors too living on campus. And they produce a stream of highly educated
people who help to set prolessional standlards, “They are a class apart, like Oxford and
Cambridge,” says BV, Indiresan, an expert on universities,

These elite institutions help to keep India plugged into the global knowledge economy.
R.S. Sirohi, the former director of IIT Delhi, explains that he used to give his stafl long
sabbaticals in western universities, and that about a third of them spend time in America
every summer. His institute receives sponsorship for research from multinationals such
as Sun Microsystems, Cisco, Volvo and Ford, Granted, the elite institutions produce many
people whe get brain-drained away, but they also keep many bright people from
emigrating, and may even attract émigrés back if India’s economy keeps booming, It is
accepted wisdom in India that the brightest students go ta the IITs and the second-best
to American universities.

India’s other big advantage is a mare recent development: a booming private sector,
This being [ndia, the sector is plagued by scandal. In February, India’s Supreme Court
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ordered the closure of nearly 100 private universities because of quality concerns, Still,

the best private colleges are doing admirable work, responding to unmet demand for
technical and managerial education, often in highly creative ways, correcting India's biag
towards theorctical education, and encouraging entrepreneurs to pour millions into 4
sector that has traditionally been starved of funds.

Vinay Rai, a telecoms and steel magnate, is just such an entreprencur. Rai University
bills itself as “India’s best |rivate university”, with i6 campuses across the country. Mr Rai
wants the university to fill a gap in the market, and sees huge demand for education in
practical subjects such as management, media, accounting and tourism. But he is interested
in more than just tapping a booming market, pointing out that half his students are on
scholarships, He wants to shift from training obedient clerks towards training self—starting
entrepreneurs. He waxes lyrical about the “beautiful model” of higher education he
encountered in America at the Massachusetts Institute of Technology.

The contrast between Rai University’s main campus in Delhi and that of Jawaharlal
Nehru University, one of India’s most distinguished public universities, is striking, Rai
University is spick and span whereas JNU is sprawling and untidy, Rai is full of computers,
whereas JNU is resolutely low-tech. Rai’s students are determined to take part in the
global economy, whereas JNU is plastered with signs protesting against the evils of
capitalism,

A growing band of successlul private companies are pieneering the democratisation
of technical education, NII't, a computer-training company, has 40 wholly owned centres
and more than 1,000 franchised operations, and is expanding to America and Britain. It
has also established a research-and-development department to discover the most effective
teaching methods. One of its cleverest ideas was o give illiterate children frec access to
computers in order to see how easily they could master them. It has also established finks
with Citibank to enable students to take out loans to pay fees. The company has become
such a brand name that some advertisements in the matrimonial pages of the Times of India
specily graduates of NII'T.

China enrols the market

In higher education, as in so much else, China is visibly pulling ahead of India. The Chinese
are engaged in the biggest university expansion in history. In the 1980s, only 2--3% of
school-leavers went to university. In 2003, the figure was 17%. The watershed year was
1999, when the number of students enrolled jumped by almost half, The expansion at the
doctoral level is even faster than for undergraduates: in 19992003, nearly 12 times as
many doctorates were awarded as in 1982—89. And there is more to come: the number
ol new doctoral students jumped from 14,500 in 1998 to 48,700 in 2003,

The Chinese are determined to create a super-league of universities to rival the best
in the world. The central government is investing heavily in chosen universities, such as
Peking, Tsinghua and Fudan, offering higher salaries and more rescarch funding, The state
governments are doing likewise. Itis no accident that the most widely used annual ranking
of the world’s research universities, the Shanghai index, is produced by a Chinese
university,

What lies behind all this is a gigantic exercise in technology transfer. The Chinese are
trying to recreate the best western universities at home in order 1o compete in more
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sophisticatc:l industries, They have stocked up with foreign PhDs: in some departinents
of the University of Peking, a third of the faculty members have American doctorates.
They arc using joint ventures with foreign universitics in much the same way as Chinese
companies use joint ventures with foreign companies.

The Chinese have no qualms about using market mechanisms to achicve this
technology transfer. Tnition charges now make oup 26% of the earnings of public
universities, nearly twice the level in 1998; many professors are paid according to the
number of students they attract; and China is ercating a parallel system of private
universities alongside the public ones. For example, the University of Peking has more
applicants than places, so it has created a parallel university that charges higher fees
and accepts slightly less able students. Links between universities and industry are
commonplace. The majority of doctorates earned in China between 1992 and 2003 were
in practical subjects, which attract the brightest students: engineering (38% of the total),
natural sciences (22%) and medicine {15%).

But will China achieve its academic ambitions? T'he trouble is that investment will not
do the trick without broader cultural changes. RuiYang, a professor at Australia’s Monash
University, points out that academic corruption is rife. The powerful academies that
distribute much of the research funding are prey to both political favouritism and lobbying,
Plagiarism is commonplace, Many academics use a pood part of their research funding for
personal rather than academic ends.

'The country’s authoritarianism wiil also prove a limiting factor, affecting not only
the humanities but the sciences as well, For example, Chinese scientists suppressed
information on SARS because it contradicted the official line, A world-class university
without {reedom of thought is still a contradiction in terms,

REVIEW AND DISCUSSION QUESTIONS

What recent changes in the higher educational systems of developing countries make invest-
ments in higher education increasingly attractive?

In what ways has higher education in India improved recently? What problems still remain?
What problems does the higher educational system in China still face?

Do you agree that “broader cultural changes” are needed for China to achieve its goal of
creating world-class universities? Why or why nat?
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Martha Nichols

THIRD-WORLD FAMILIES AT WORK
Child labor or child care?

ONATHAN STEIN, the new vice president of international contracts for Timothy

& Thomas North America, shifted restlessly in his plane seat, During his two-month
swing through Asia, he’d been on more planes than he could remember, many of them far
more uncomfortable than this flight back to Boston. But he couldn’t forget the Pakistani
girls whe had looked neo older than ten years old, sweeping the floor between the rows of
sewing machines the women worked on.

In that plant in Lahore, the women and girls had been hard at work assembling T&T
shorts — currently the hottest item in Timothy & Thomas’s 40-year-old line of casual
clothes. Like the rest of the company’s products, the shorts had that wholesome American
“feel good-look good” image.

But that image didn’t {it the image of those girls at work, and the contradiction left
Stein with a quandary. In keeping with Timothy & Thomas’s reputation for social
responsibility, the company’s new Global Guidelines for Business Partners prohibited the
use of child labor — with “child” defined as anyone under 14 or the compulsory school age,
Until his trip to Asia, Stein had felt good about working for a company that valued
employee empowerment and diversity. Yet when it came to Pakistan and other developing
countries, he'd found the company’s policies no help at all,

In Lahore, Stein had enjoyed the city itself, which was a thriving textile and market
center. Its colorful bazaar, wedged between the opulently wealthy and extremely poor
districts of the city, was full of silks and the hand-embroidered clothing Lahore was famous
lor. He had liked the desert landscape and bright white walls, all backed by a cold blue
skey. When Stein frst met Timothy & Thomas’s Pakistani sourcing manager, on a taxi ride
to one of the local plants, he was still distracted by so many new sights.
| “I should warn you,” said Yusuf Almed, the sourcing manager, just minutes after
shaking Stein’s hand, “There’s some confusion about the guidelines.”

Stein stopped admiring the scenery. “What do you mean?”
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spll the good contractors use kids. The little girls come to the plant with their

thers, and [ knew there are others on the machines who are younger than 14, That’s
mo ;

just bow it’s,(]one here” o o 7 .

“Haven't you told them they have to do it differently?” Stein’s hands tensed on his
knees. The taxi jounced through the narrow streets, no longer surrounded by the
pleturesque averflow from the bazaar.

«I'm not a cop,” Ahmed said. “Besides, I'm not sure you'd really want me (o do that.
The situation is more complicated than you think.”

wwhat’s complicated? You say contractors aren’t in compliance, so we threaten
to cut off the contracts until they are.”

Ahmed leaned forward impatiently, “Do you realize how committed we are? We've
gol the Lahore contractors alone assembling half a million T&T products a year — at
compelitive prices, | can assure you »

“] know the mumbers,” Stein said. “But that doesn’t change the guidelines. We can’t
have kids in the plants, right?”

Ahmed wiped his brow. e looked more than hot under his neatly pressed collar and
dark tie. Although he had gone to the University of Pennsylvania and worked in the United
States, Yusuf Ahmed had been back in Pakistan as Timothy & Thomas's sourcing manager
[or the past two years.

“We’re lucky to have these guys, if you want the truth,” Ahmed said. “Our contractors
produce on time and with good quality, which is no small feat. They could set up
somewhere else, but in their heart of hearts, many of these guys want to stay in Pakistan,
to improve the quality of life a little bit, if’ they can, by bringing in jobs, Then here we
come, the big company [rom the United States, saying we won't buy what they produce
unless it comes incredibly cheap, but of course they have to follow our company guidelines,
even il it means that their costs go up -

“Holel on,” $tein broke in. “We have contractors in other countries who are complying
with the guidelines, and they seem to be producing just fine”

Now the sourcing manager looked more tived than angry. “Sure. If we ask them to,
the contractors here will fire any kids who are under 14. But that will affect at least 60
families, all of them very poor in the first place, do you realize that? And the contractors
will still want assurances from us. These guys will want to know that we’ll pay our share,
even if the price goes up and we have to renegotiate the contracts.”

“How much are we talking about?” Stein asked,

“The young kids who come with their mothers do more than you think, They are
paid nothing, of course.” Ahmed said. “Even the older ones on the machines get paid
subminimum wages as trainees, so labor will go up by at least a third to pay adults
minimum wage - or more for skilted work. Or if our contractors stick with the kids,
they’ll have to document that they're really 14. In Pakistan, you can’t count on birth
registrations, and I'm sure you’ve seen enough in Asia 1o know that most kids lock younger
than their real age g

“So how could you tell they were too young?”

“You can tell.” Almed shrugged, “With some it’s hard, and maybe the only way to be
certain is to have a docter examine them. The children themselves will lie. They'll say
they're 14, because they need the work. What are their alternatives, really?' They can hire
themselves out as maids for almost nothing, or spend hours on embroidery at home, work
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that is not regulated at all. Or they can go to a carpet factory, would you like that any
better?”

Stein shoole his head. “T don’t feel good about any of this.”

The sourcing manager turncd away. “I can’t help you there, I don’t agree with the
guidelines, you know, but since I work for the company, I'll do what I'm told Z Abmed 15
a cigarette and stared out the taxi’s dirty window, “Forgive me for being blunt, Ly
sometimes I don’t know what you managers in Boston are thinking about, Ireally don’t,
As far as I'm concerned, imposing American values on the Third World just creates more
problems, You have no idea what it’s like to live in Pakistan, do you?”

“That’s why I'm here.”

“For one week, Fine. Then let me tell you about the reality. You don’t know what theose
kids want.” Ahmed unrolled the window. He raised his voice abave the rancous street
sounds outside, “We're not just talking about Pakistan. You can £0 to Bangladesh, S Lanka,
Brazil, Mexico, the Azores — you're aTimothy & Thomas man, so you know what I mean.
You can go all over the world and (ind street kids hustling and trying to make some m oney,
Don’t you think any of them would rather be working for one of our contraciors? ' say
we're doing everyone here a favor”

Stein didn’t answer, since by then the taxi had screeched to a halt, However, at the
first plant they visited, he still felt uneasy. All of the workers on the floor were girls or
women, because working side by side with men was considered improper. Ahmed had
explained that this plant owner provided separate buses to bring the women to work.
Farhan Hanafi, who led them on a tour of the plant, also made clear to Stein that he
provided meals for his workers and wages of 5,000 rupees a month, or about $200, for
the skilled women — much more than the minimum wage of 1,200 rupees, Hanal: insisted,

‘The plant loor wasn’t dirty or overcrowded, but there was no heat, The women wore
layers of long blouses over thin {lowing pants, and many of their heads were covered with
brightly woven shawls. Their bare hands, reddened in the cold roem, still moved deftly
around the mechanical needles, pushing the pre-cut pieces of cloth forward. He saw small
girls winding thread on sewing-machine spools for their mothers, Some older girls
squatted near piles of patterns and cast-off cloth, stacking and sorting, talking as they
worked. They only became silent when Stein and the other men moved closer.

Yusuf Ahmed asked one of the girls some questions in Punjabi. The girl kept her head
bowed down and answered in a low voice, shrugging her thin shoulders as she spoke. The
girl was about the same height as Stein’s eight-year-ald daughter, and he had always
considered Jessica small for her age.

“She says she likes to work here.” Ahmed glanced at the plant owner. “Mr, Hanafi is
very kind to them and pays them very well. They have a roof over their heads, and they
can keep their hands clean. She's old enough, she claims, because all her friends are here,
and they are all the same age. They are all very goad workers, she wants Mr. Hanafi to
know this.”

“But why aren’t they in school?” Stein asked.

“The families need them to work,” Ahmed said, “I think at least half of the kids in
Pakistan don’t make it to primary school, and it’s more important for boys to get an
education, il the families can afford it.”

Ahmed’s answer depressed Stein even more, Based on the rest of his Asian trip, he
knew conditions in this particular Pakistani plant weren't bad, He told himself that the
workers were probably grateful for walls that kept out the grit and dry wind outside, for
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Jecent lighting and a clean concrete flocr. Lahore wasn’t Caleutta, of course, but Stein
et

emembered the crowds of people in the poor district outside the plant, many sleeping
. :

or begging in the dirt. They had rolied to the side just in time when their taxi honked

througthhe women were probably glad to have their young daughters inside with them,
sere the girls could also be uselul.

But Stein imagined 60 Minutes sinking its teeth into this story — a real exposé of how
those popular T&T shorts, brought to you by lovable, reliable Timothy & Thomas, were
stitched tcgether by poor Pakistani kids. It wouldn’t play well in Poughkeepsic.

Now, on the plane back to Boston and company headquarters, Stein twisted around
in his seat, trying to get corwfortable, Il he didn’t renew the Lahore contracts, the girls

wi

and their families would lose 2 major source ol income. Or was that just a convenient
rationale for looking the other way? After all, adhering to the company guidelines would
send production costs for the'T&'T line, at least temporarily, through the roof. Timothy &
Thomas’s clothing empire was now scrambling to keep its edge in the North American
anx] European markets. There were LS, warchouses and stores depending on shipments
of T&T products, Stein thought, A high volume of shorts and blouses that, to date, had
been produced quickly and cheaply by the contractors in Lahore.

The Pakistani girls posed the first test of the Global Guidelines for Business Partners.
Yet being on the cutting edge of company policy just made his decision more difficalt.
Jonathan Stein realized that he was now responsible for the outcome. Unfortunately, all
the talk of values and social responsibility in the world didn’t erase the bottom line.

Note

HBR’s cases are derived [rom the experiences of real people and real companies, As written,

they arc hypothetical, and the names used are fictitious,

REVIEW AND DISCUSSION QUESTIONS

1 Who is Jonathan Stein, and what problem does he run into during his trip to Lahore,
Pakistan?
What reasons does Yusuf Ahmed give to explain his reluctance to enforce T&T's guidelines on
child labor?
If Jonathan Stein and T&T are serious about being “socially responsible,” what should they do
about the Lahore plant? Suggest & specific course of action and discuss the implications for
Palistan’s economic and human deveiopment,
What can the governments of developing countries do to eliminate child labor? How can the
governments of rich cauntries help? Suggest specific policies and indicate any pros and cons.
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Eric V. Edmonds and Nina Pavcnik

CHILD LABOR IN THE GLOBAL
ECONOMY

OPULAR OPINION IN HIGH-INCOMUE countries often seems to hold that

child labor in developing countries is nearly always a form of child abuse, in which
children work in hazardous conditions in run-down factories for callous businesses, There
have been recent attempts to combat child labor by lowering employment opportunities
for children through harmonized international child labor standards and by consumer
boycotts of products produced by child laborers, The ULS. Congress has repeatedly
considered legislation that would prohibit imports into the United States of all products
made with child fabor. Under threat of such sanctions, export oriented garment factories
in Bangladesh released more that 10,000 child workers under the age of 14 in the mid-
1990s. More recently, the ULS. House of Representatives has deliberated the “Child Labor
Elimination Act,” which would impose general trade sanctions, deny all financial assistance,
and mandate UL S, opposition to multilateral creclits to 62 developing countries with a high
incidence of child labor, This threat is implicit in a 2002 act of the LLS. Congress that
mandated a study by the Department of Labor’s Bureau of International Labor Aflairs
about the relationship between military and education spending in countries with a high
incidence of child labor.

But in fact, the broad term “child labor” covers a considerable diversity between and
within countries in the types of activities in which children participate. Fortunately,
abhorrent images of children chained in factories or forced into prostitution stand out for
their relative rarity. Most working children are at home, helping their family by assisting
in the family business or farm and with domestic work. This paper begins by quantifying
the extent and main characteristics of child labor, It then congiders the evidence on a range
of issues about child labor. Fundamentally, child labor is a symptom of poverty. Low
income and poor institutions are driving forces behind the prevalence of child labor
worldwide. As a result, some economic events or policies can have ambiguous effects on
child labor; for example, a country that experiences an increase in labor demand, perhaps
because of globalization, may experience greater demand for both adult and child labor.
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However, the greater demand for adalt labor can raise family incomes in a way that tends
to reduce child labor, The final section assesses the policy options to reduce worldwide
child labor. While some children do work in circumstances so hideous as to command
immediate attention, development is the best overall cure for child labor, However,
historical growth rates suggest that reducing child labor through improvements in living
standards alone will take time, If'a more rapid reduction in the general incidence of child
labor is a policy goal, improving educational systems and providing financial incentives to
peor families to send children te school may be more useful solutions to the child labor
problem than punitive measures designed to prevent children from earning income.

What is child labor?

Estimating the number of children working around the world is a difficult task. Most
working children live in low-income countries, These countries often lack reliable data
on many aspects o their labor market. Even more difficult, some policymakers have until
recently defined “child labor” as economic activities that are deleterious to the well-being
of children, There are some situations where it is hard to imagine how an activity could
not be harmful to the child -- forced prostitution, child soldiers — but as we will discuss,
these activities are very rare. Most working children participate in activities that can be
harmful or beneficial for the child, depending on the circumstances of the activity, and
ultimately, the impact of child labor on the well-being of the child depencs on the
counterfactual of what the child would be doing in the absence of work.

Thus, rather than assuming that all child labor is by definition harmful to children, it
is mare useful to define chiid labor as including aff aspects of child wark and then study
the ellects of that work, Recent policy documents have taken this broad approach, often
identilying certain occupations such as prostitution, stone quarrying and rag picking as
“hazardous” or “exploitive” and monitoring them separately,' Article 4 of International
Labor Cenvention 182 on the worst lorms of child labor establishes this precedent by
encouraging countries to decide for themselves what specific activities need to be
tracked and targeted independently for policy while allowing for a more general definition
of child labor.

Survey evidence on child labor

The ILO's Statistical Informatien and Monitoring Pragram on Child Labor (SIMPOC)
most recently estimated that 211 million children, or 18 percent of children 514, are
economically active worldwide (ILO, 2002}, A child is defined as economically active il
he or she works for wages (cash or in-kind); works in the family farm in the production
and processing of primary products; works in family enterprises that are making primary
products for the market, barter or own consumption; or is unemployed and looking for
these types of work. The academic literature also uses the phrase “market work” to refer
lo these activities (with the exception of unemployment).? The estimated 211 million
economically active children correspond to 18 percent of the world’s population of 5-14
year olds. Sixty percent of these working children are in Asia, and 52 percent are boys.
While 23 percent of economically active children are believed to be in sub-Saharan Africa,
participation rates are highest there with an estimated 30 percent of children 5-14
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working” Most economically active children are in low-income countries, but SIMPOC
estimates that 4 percent of children are worling in transition econocmies and 2 Percent
work in what it terms “developed” economies.

These SIMPOC counts are based wherever possible on existing household based
survey data. These data are typically collected in three different types of surveys, Labor
force surveys, especially child labor force surveys often assisted by SIMPOC, colleat
detailed information on the different types of work in which children participate.
However, they usually do not provide information about time in school and stuclying, nor
other aspects of the household. Multipurpose household surveys often ofler greater details
about the child’s family environment at the expense of sample size and detail about the
activities performed by children. Population censuses typically offer little detail about the
activities of children and the activities of the family, but their large sample sizes are useful
for identifying smaller population groups.

These data sources are increasingly becoming available to researchers and hold
considerable promise for improving our understanding of why and how children work,?
However, the data are in general frustratingly incomplete, Information on the domestic
activities of children is unusual, and detailed data on time in school and time studying is
generally not available, Moreover, a high fraction of children report neither attending
school nor working in market or domestic work, and these so-called “idle” children are
not well understood, Thus, in the available data, it is very hard to establish what children
would do in the absence of participation in a particular type of work and therefore very
difficult to evaluate the consequences of work for children.

Who employs children?

Contrary to popular perception in high-income countries, most working children are
employed by their parents rather than in manufacturing establishments or other forms of
wage employment. In 2000 and 2001, UNICEF coordinated detailed household surveys
with virtually identical questionnaires in 36 low-income countries as a part of UNICEFs
Fnd of Decade Assessment. Table 28.1 tabulates participation rates in market work and
domestic work for 124 miltion children from these 36 countries. Of the 25 percent of
children ages 5—14 that participate in market work, few work outside of their own
household. Less than 3 percent of children age 5—14 work outside of their household for
pay, and this work for pay is actually more common in rural settings than in urban centers
where manufacturing is generally located. In addition, 6 percent of children participate
in unpaid work for someone outside of the child’s household. We suspect that most of
these children are involved in unpaid labor exchanges where neighboring families help
one another in their business or farm, but these unpaid workers may also be children who
are paid in-kind with meals or food (the questionnaire is unclear), or the work relationship
may involve apprenticeships, children fostered out (that is, receiving food and board with
another family in exchange for work), children held in bondage (that is, where the child’s
family has received a cash payment or bond that the child must work off) and children
who work in their schools. The minimal incidence of wage employment in these UNICEF
surveys concords with other datasets from countries as diverse as India, Nepal, South
Africa and Vietnam, where it is unusual to find more than 3 percent of children 5-14
working outside of the household for pay, Even in urban Bangladesh, where much attention
has been paid to child labor in the garment industry, a 2002 child labor survey [ound only
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Table 28.1 Yarticipation rates in various activities for 124 million children 5—14 from
36 countries in 2000

All

children Gender Location

S5—i4 10—14  Male Femele Urban  Rurdl

Market work (MAR) 35.2 266 233 189 30.5
Paid 2.4 1.0 4.0 2.8 2.0 2.2 2.5
Unpaid 5.8 44 73 5.6 5.9 4.0 7.3
F&lmily 20.8 t2.4 297 22,4 191 14.8 26.2

Domestic work (DOM) 64.6 50.8 79.2 59.3 699 60.7 674

Any wark (MAR + DOM)  68.4 53.5 84.3 64.8 T2t 641 717

20 or more hours per week  20.7 10.3 31.8 19.4 22,1 4.1 264

40) or more hours per week 6.4 2,77 10,3 6.1 6.7 3.6 8.8

Netes: Hach cell contains participation rates in indicated activity in the last week, Children may

participate in multiple activities, Paid refers to children who worked outside of their household
for wages in the last week, Unpuid refers te children who worked outside of their houschold in the
last week without pay. Fumily relers (o children that worked in their family business or farm in the
last week. Marker work indicates that the child participated in paid, unpaid or family work, Domestic
work indicates that the child participated in houschold chores in her own household in the last week,
Any work indicates that the child participated in market work or domestic work in the last week.
UNICEF’s summary statistics available at <http: / /www childinfo.org> report a higher incidence
of unpaid worl outside of the child’s houschold. The discrepancy may owe to a missed change in
coding in the Angolan and Kenyan data and shows up as a slightly higher incidence of working

children in UNICEF summary statistics than those presented.

Source: Authors’ calculations from UNICELF Multiple Indicator Cluster Survey End of Decade
Asscssment microdata; <htup:/ / www childinfo,org/ MICS2/ MICSDataSct.htm>, Countrics
included are Albania, Angola, Azerbaijan, Bolivia, Bosnia and Herzegovina, Burundi, Cameroon,
Central African Republic, Chad, Comoros, Céte d’lvoire, Democratic Republic of Congo,
Daminican Republic, Gambia, Guinea Bissau, Guyana, Kenya, Lao People’s Democratic Republic,
Lesotho, Madagascar, Moldova, Mongolia, Niger, Philippines, Rwanda, Sao Tome and Principe,
Sencgal, Sicrra Leone, Sudan, Swaziland, Tajikistan, Togo, Trinidad and Tobago, Uzbekistan,
Veneztela and Vietnam. Individual country means are weighted to reflect survey design and are
weighted by 5-14 population totals in computing cross-country means. Population 5—14 estimates

are [rom <http://esa.un.org/unpp/index,asp?panel=2>, medium variant, 2000,

1.2 percent of children 5-14 working as paid employces. In contrast, 20.8 percent of
children 5--14 in countries surveyed by UNICEF work in their family business or farm.,
Participation rates in this category are highest in rural areas, but 14.8 percent of urban
children 5—14 work in a farnily business or farm.

Most econamically active adults in low-income countries work in agriculture (Food
and Agricultural Organization (FAQ), 2004). Most children work side by side with their
parents. Thus, most economically active children are employed in agriculture. Consider
the findings of a particularly well regarded and detailed labor force survey conducted in
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Nepalin 1999 (Central Bureau of Statistics, 2000), In Nepal, 85 percent of economica]ly
active children are in agriculture. The domestic service industry is the next largest

employer, with roughly 10 percent of economically active children, while manu["acturing
accounts for only about 1 percent of economically active children. Although we are not
aware of any global estimates of the distribuiion of working children by industry,

agriculture is the dominant sector of employment in nearly every example that the authors
have encountered. For example: in Cambodia, 73 percent of economically active children
are in agriculture in 2001; Edliopia, 89 percentin 2001; Guatemala, 63 percent in 2000,
Kenya, 77 percent in 1998; Morocco, 84 percent in 2000; Pakistan, 67 percent in 1996,
Vietnam, 92 percent in 1998; and Yemen, 92 percent in 1998.* Children perform a variety
of tasks in agriculture. At young ages, they can be effective in caring for animals and in
tasks such as weeding that do not require a developed physical stature.

The heip children offer their familics is not limited to market work —a majority of
children also perform domestic duties within their own household, Table 28,1 suggests
that almost 65 percent of children age 5—14 report participation in domestic work.
Altogether, then, 68 percent of children 5—14 report working in either market work or
domestic work. The participation rates are especially high amaong older children age
10-14, girls and children in rural areas. Children, particularly older ones, devote
substantial time to work, Thirty-two percent of children 1014 report working 20 or
more hours per week; over 10 percent working more than 40 hours per week. Gitls are
more likely to work long hours than are boys (largely because of the additional domestic
work performed by girls in most cultures), and the prevalence of all types of work,
including over 40 hours per week, is higher in rural areas than in urban areas,

It has been sometimes argued that for a child to work outside of the household is
fundamentally dilferent and likely to be more hazardous than when a child works inside
the household — especially when the work is domestic in nature, This conclusion is not
obvious, as work outside of the household is typically more visible. Moreover, a number
of researchers have emphasized that a decision to exclude domestic duties in the analysis
of child labor can be misleading, Consider the example of the average f4-year-old girl
living in rural Nepal. She works about 35 hours per week, She spends 19 hours of that
time in market work, largely in agriculture for her family, and nine hours helping her
family with domestic work, including cooking, cleaning, cavetaking, shopping and minoer
repairs on home items. She does not work for pay. Her remaining work time is divided
among an array of activities, but gathering firewood and collecting water are two of her
more time- and physically-intensive obligations, Her domestic duties create time tradeoffs
that are very similar to her time spent working in agriculture for her family,

Indeed, there is often a substitution pattern between market and domestic worlk; for
example, if a parent leaves the household to work for a local employer, a child may take
over many household roles, like collecting wood and water, tending to animals, preparing
foods and meals, or caring for family members, This substitution pattern between hours
worked in market and domestic work s, for example, evident in the data in Vietnam and
Nepal for children working extreme hours in either category of work (Edmonds, 2003),
In additien, for most children who do not work extreme hours in either market or
domestic work, hours in each type of work are positively correlated (the correlation
coefficient is 0.2 in both the Nepal and Vietnam data), Moreover, domestic work is at least
as likely as market work to trade off with schooling, as shown by evidence [rom Egypt
(Assaad, Levison and Zibani, 2003), Mexico (Levison, Moe and Knaul, 2001) and Pery
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(Levison and Moe, 1998) and as discussed in the next section. Thus, any analysis of child
labor should consider work outside of the child’s household, work inside of the child’s

household in market work and domestic work. Unfortunately, few surveys collect data

on domestic work, so in practice it is often neglected by official statistics and econometric
studies.

Allocating time between work and school

Many working children attend school, and the average hours worked by a typical child
worker are not necessarily incompatible with schooling, Table 28.2 shows how total hours
of work are related to different types of work and to school attendance using the same
UNICEF data as Table 28.1. Children are grouped into rows based on whether they
participate in indicated activitics. Thus, the fivst row contains average total hours worked
in the last week for children that participate in market work. Children that participate in
market work devote on average 26 hours per week to work. Children that work in the
Farnily farm /business or work outside the househwold in unpaid market work tend to work
similar hours (27 hours per week on average). Working outside the household for wages
is associated with slightly more total hours worked for older children, Children working
in domestic work also spend considerable time working, at 16 hours per week. The fact
that total hours worked for children active in domestic work is lower than for children
active in market work should not lead one to conclude that domestic work is insignificant,
On average, a majority of the total hours worked by children active in market work s

Table 28.2  Total hours worked in last week, conditional on activity, for 124 million
children 5—14 from 36 countries in 2000

All
children  Age Gender Location

514 59 10-f4 Male Female Urban Ruoral

Market work (MAR) 26.1 21,1 28.5 253 271 2.7 283
Paid 30.9 21.0 335 30.0 32.2  27.3 336
Unpaid 26.9 20,9 30.4 26,3 274 20,6 296
Family 27.2 22,6 29.2 26.3 28.3 22,3 29.2

Domestic work (DOM) 15.8 1.6 18.6 154 16.1 124 185

An_ywc}l‘k {MAR + DOM) 16.1 11,9 18.9 15.9 16.2 12.8 18.6

Scheoling status
Not attend school 11.6 6,3 237 10.3 129 8.0 134
Attends school 10.7 6.4 14.1 10.3 111 8.2 133

Notes: Each cell containg total hours worked {in both market and domestic work) in the last week
for individuals that report participating in the indicated (row) activity, Children may participate
in multiple activitics. Sce Table 1 for row descriptions. ditends school indicates that the child
attended school during the last year,

Source: Authors” caleulations from LINICEF Multiple Indicator Cluster Survey End of Decade

Assessment microdata. See Table 28,1 for description.
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actually time spent in domestic work. Overall, a working child devotes on average 16
hours per week to working, but working children that are older, female or live in rural
areas work on average longer hours,

Though time devoted to work is considerable, it is not necessarily incompatible
with schooling attendance. Reported school attendance rates in these UNICEF data only

drop below 50 percent on average for children working more than 40 hours per week,
However, children who attend school spend less time working than children who do not
attend school, Seventy-three percent of children who attend school also work. The bottam
two rows show that children who attend school work 10.7 hours per week on average,
below the average 11.6 hours worked by children 5—14 that do not attend schoal.
Dillerences in hours worked are especially pronounced among older children ages 10—14,
with older children who do not attend school working almost 10 hours more than those
in school.

In fact, most children that work attend school. The top part of Table 28.3 reports
school attendance for children 514 in the UNICEF surveys, Overall, almost 70 percent
of children ages 5-14- attend school, and attendance rates are particularly high for older
children, boys and children in urban areas. School attendance varies by work status. The
middle part of Table 28.3 reports school attendance conditional on work status. Alnost
74 percent ol working children 5—14 attend school. Children that do nat work are actually

Table 28.3  Work and schooling status for 124 million children 5--14 from 36 countries
in 2000

Al

children  Age Gender Location

514 5-9 1014 Male Female Urban Rural

Attend school 69,5 58.9 80.8 70,7 68.3 75.1 63.9
Attendance rates conditional on
Any work 73.9 64.1 80.6 7507 723 80.1 68.3
Not work 60.0 52,9 82.2 61.6 57.8 649 52.8
Conditicnal on nonattendance
Domestic only 32.0 30,8 349 27.1 36.6 31.8 32.0
Market only 4.5 2.8 83 6.3 2.7 4.9 453
Both market and domestic 22.0 13.1 422 20,3 23,5 12.8 26.6
Not work 41.5 53.3 14.6 46,2 37.1 50.6 37.1

Notes: The first row contains school attendance rates by column group. All rows listed under
“Attendance Rates Conditional on:” restrict the population to children whose labor status s in the
indicated category (works in any type of work, does not work}), The rows listed under “conditional
on non attendance” restrict the sample to children that do not attend school. These non-attenders
are then divided into four categories: works enly in domestic work, worlks only in market work,
works in domestic and market work, and does not work, Thus all four rows under the “conditional

en non-attendance” row sum to 100 {with some rounding error).

Sources Authors® calculations from UNICEF Maultiple Indicator Cluster Survey End of Decade
Assessment microdata, See Table 28.1 for description.
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about 14 percentage points less likely to attend school, but this mostly reflects lower school
attendance among younger nonworking children, Among older children 1014, school
attendance is slightly lower for the group thal works.

What do the 30 percent of children 5-14 that do not attend school do? The bottom
part ollable 28.3 summarizes participation rates of children that do not attend school in
various activities, Less than 5 percent of these children participate in market work alone.
Participation in domestic work without schooling or market work is much more common
-- 32 pevcent of children 5-14 that do not attend school participate in domestic work
alone. Thus, ignoring domestic work within the child’s own household will cause
researchers to miss one of the largest segments of children that do not attend schoal.
Interestingly, almost 42 percent of the children that do not attend school also do not work.
Those so called “idle” children are predominately younger. They may largely be children
Loo young to start school or work, but little is known about how their apparentidle status
should be considered.

Even though most working children attend school, there may still be substantive
consequences of work for schooling attainment. Time spent working takes away from
study, play and sleep and might undermine the eflectiveness of the classroom for child
workers that attend school. That said, it is at least possible that some working children
may also be learning valuable skills, accumulating experience, bringing in resources,
establishing independence, supporting their family, paying for their schooling, developing
a sensc of effectiveness and enhancing their self-conlidence — even if such effects are
potentially difficult to capture in the data. Overall, deciphering how work impacts
schooling attendance, performance or attainment depends on knowing what children
would da if they were net working, and this is a major challenge [or research.

Several studies have documented a negative correlation between working and grade
advancement, years of completed education and test scores (Orazem and Gunnarsson,
2004; Psacharopoulos, 1997). For example, with data from 12 Latin American countries,
Orazem and Gunnarsson {2004 find chat third and fourth graders who attend school but
never work in market or domestic work perform 28 percent better on mathematics tests
and 19 percent better on language tests than children who attend school and work.
However, the negative correlations might reflect that low-performing students tend to
engage in work rather than that work creates low-performing students. Studies such as
Boozer and Sari (2001) and Beegle, Dehejia and Gatti (2004} that try to address the
endogeneity of child labor also find a negative associalion between child labor and
educational attainment. For example, Beegle, Dehejia and Gatti examine the status of
young adults in Vietnain five years after they are observed working and attending school.
They find that a one standard deviation increase in hours worked for children attending
scheol is associated with a 35 percent decrease in educational attainment five years later,
Hence, even though most working children attend school, work may still have substantive
consequences [or schoaling attainment,

Hazardous forms of child labor

The patterns of child labor described above come from large-scale household surveys.
The advantage of these surveys is that they are randomized, so that it is possible to use
them for inference about the scope of child labor in a country, However, some relatively
rare forms of child labor are difficult to identily in household surveys. Tor these difficult-
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to-monitor forms of child labor, the ILO and interested organizations conduct specialized
surveys that interview only those individuals engaged in the activity. It is a Challenge 1o

use these surveys to understand why children are engaged in 1'e1atively Tare activities,
but they are useful for estimating the incidence of some of the most hazardous forms of
child labor,

The ILO’s SIMPOC estimates that a total of 8.4 million children arc involved in child
trafficling, in forced or bonded labor, are soldiers, are prostitutes or involved in
pornography or participate in illicit activities (ILO, 2002). OFf these children, 68 percent
are in bonded or forced labor, The reasons why children participate in hazardous forms
of child labor have been given ample theoretical consideration, but systematic empirical
evidence is scarce, An open research question is whether the determinants of Pparticipation
in these hazardous activities that are universally condemned differ from the forces that
drive young children to work on their family farm or in domestic duties.

It is also important to remember that children can face hazards in the most common
kinds of labor, too, Especially as children get older, they become active in all aspects ol
agriculture, and it is not unusual to see reports of injuries in operating farm machinery
in child labor surveys. The scif-reported injury rate from child labor surveys of children
working in agriculture is actually higher, at 12 percent, than the 9 percent level reported
in manufacturing (Ashagrie, 1997). Agriculture can also be hazardous for children because
of exposure to dangerous chemicals such as chemical herbicides or pesticides, exposure
to heat or weather, repetitive work injuries and threats posed by animals, reptiles, insects,
parasites and some plants, Recent research has emphasized not only the physical threats
of child labor (O’Donnell, Doorslaer and Rosati, 2004), but also the psychosocial
consequences for children of especially hard work (Woodhead, 2004,

Obviously, there is considerable scope for improvement in the basic data on the extent
and circumstances of child labor, What is clear is that most working children are at home,
helping their family in the family business or farm and with domestic work. The question
of when child labor merits separate policy attention is still largely unresolved. However,
one fundamental fact about child labor that emerges from the research discussed in the
next section is that when families improve their economic status so that they no longer
ueed children to work, they are quick to move children out of work. This observation,
more than anything else, emphasizes the general undesirability of the high levels of child
labor around the world today and the need to consider child labor in the formulation of
development policy.

Economic conditions and policies that affect child labor

Since the seminal work of T.W. Schultz (1960), economists generaily consider child
labor in the context of the family’s wellare optimization problem. Families take into
account their valuation of child time in its various possible uses and allocate it accord-
ingly. Thus, factors that raise the relative return to schooling may discourage child labor
while increases in the child’s wages or the family’s valuation of the child’s wages may
encour-age it, While one often sees assertions that child labor is determined by cultural
norms, the vast literature on how child labor respands ta changes in the child’s economic
environment suggests that economic incentives matter, too. For example, decisions
about how 1o allocate child time are often made by a parent, This gives rise to an agency
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|)1~ob] em, because the parent may not fully internalize all of the returns or benefits of how
child time is allocated. Norms will influence the extent of the ageney problem. For
instance, in cultures where girls depart the family but boys stay and support the parents,
the parent perceives a greater return lo investing in the boy, This norm in turn makes
investment in boys more profitable for the immediate family, and girls accordingly
may work more, TTowever, even with these norms, a vast body of research suggests that
various aspeets of poverty are of primary importance in understanding why children
work.

Bvidence on three facets of poverty is particularly compelling, First, child labor seems
to decline dramatically with improvements in household living standards. Some of the
evidence from household responses to trade liberalization is particularly interesting here.
Despite rising employment oppor tunities for children, we observe declines in child labor
as lamily incomes rise with trade, Secend, child labor seems to be highly responsive to
unexpected changes in the family’s economic environment, Difficulty in translerring
income over time (through saving or borrowing) is a common correlate of poverty, and
research from several countries suggests that credil constraints and financial market
imperfections increase the number of children who have to work. Third, poor local
institutions such as inelfective or expensive schools associated with poverty may leave
children with few sensible options other than work. We describe the cvidence on how
these three facets ol poverty affect child labor in this section.

The role of living standards

Improvements in family incomes may affect child labor in four ways. First, child labor
itself may be a bad in the family’s wellare function, Thus, as incomes improve, the family
chooses to have children work less, This idea is central in Basu and Van's (1998) seminal
paper where children only work when the family cannot meet its subsistence needs.
Second, with diminishing marginal utility of income, the value of the marginal contribution
of the child’s income decreases. Third, higher family incomes may facilitate the purchase
of substitutes for child labor that may potentially lower the return to child labor within
the househakd. For example, a washboard, fertilizer spreader or a combine harvester may
repace child labor within the home. Fourth, the child’s productivity in other activities
such as schooling might improve because the family might be able to afford better inputs
to schooling such as school fees, textbooks and uniforms.

The cross-country data on living standards and child labor suggests a strong
connection between the two. ligure 28.1 plots the ILO's LABORSTA estimates of
economic activity rates for children 10--14 against estimates of real GDP per capita (using
purchasing power parity exchange rates) Irom the Penn World Tables 6.1. Each country
observation is pictured as a circle where the size of the circle represents the size of the
country’s population between ages 10 and 14, While child labor is pervasive in poor
economies such as Ethicpia and Nepal, child labor is unusual in a country wealthier than
Gabon with a GDP per capita ol $8,400. The curve in Figure 28.1 is from the regressicn
of a country’s economic activity rate for children on a third-order polynomial in GDP per
capita (to allow a nonlinear relationship). The regression curve shown here is weighted
by the papulation of children aged 10—14 in each country, but the unweighted regression
curve is nearly identical. With this specification, variation in GDF per capila explains 73
percent of the variation in the economic activity rates of children.
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Figure 28.1 The relationship between economic status and economic activity, 2000

Source: LEconomic activity for 2000 from LABORSTA at <http:/ /laborsta.ilo,org>, GDP per capita from
Penn Werld Tables 6.1, and population aged 10-14 weights from LINStat.

Countries differ in many ways that may be associated with child labor and GDP per
capita. Hence, the relationship in Figure 28,1 cannot be interpreted as causal. There are
two types of within-country studies on the link between poverty and child labor that try

to angwer the question of what happens to child labor as income improves: those that look
across different households at a point in time and those that look at the same households
in two different time periods. In general, researchers that compare poor households to
rich households at a single point in time in a country find mixed evidence of a link between
poverty and child labor. Poor households differ from rich households in many ways that
might be associated with child labor, and disentangling these omitted factors from the
underlying causal relationship is difficult. For example, poorer households may live in
areas with few employment opportunities, or poor households may lack capital, like tools
or livestock, that make work more productive. In this case, at a single point in time,
researchers could observe more child labor in wealthier [families. This seems especially
likely if researchers only focus on the types of work that are strongly correlated with living
in a relatively well-off location (like wage work).

Studies tracking families over time almost universally find large declines in child
labor with substantive changes in family incomes. For example, in tracking children
over a three-year period in rural Tanzania, Beegle, Dehejia and Gatti (2003) find that
children tend to work when households experience an unexpectedly poor harvest
and that children stap working when households recover from the bad harvest. Yang
(2004} examines how Philippine households with overseas workers responded to the 1997
Asian financial crigis, Remittance income increased in households whose overseas worker
experienced more favorable exchange rate mavements. Consequently, children in
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households with increased remittance income from abroad devoted less time to work and
increased school attendance.

Let us consider in more detail the evidence on the relationship between poverty and
child labor based on data from an elaborate survey project that tracked child labor
and living standards in cver 3,000 Vietnamese households between 1993 and 1998, Figure
28.2 plots participation rates in market work (defined as par ticipation in wage work, work
on the family farm or work in a houschold business) for children 6—15 against household
per capita expenditure. The top line in Figure 28.2, which compares households at
different levels ol per capita expenditure in 1993, suggests a strong negative correlation
between household living standards and child labor. For households below the 1993
poverty line, participation of children in market work exceeds 30 percent. From 1993 to
1998, real expenditure per capita increased by more than 50 percent for the poorest 10
percent of the population, Por Vietnam overall, the incidence of poverty declined 36
percent,

The bottom curve in Figure 28.2 pictures the relationship between participation in
market work in 1998 and household’s per capita expenditure in 1993, Thus, for each point
en the per capita expenditure distribution in 1993, child labor participation rates are
pictured for the same households in 1993 and 1998, Participation rates drop substantially,
with the largest declines in child labor eccurring in houscholds in the neighborhood of
the poverty line in 1993, Indeed, over 80 percent of the decline in child labor occurring
in houscholds that exit poverty between 1993 and 1998 can be explained by improvements
in househald living standards (Edmonds, 2005).

Some of the most compelling evidence on the relationship between child labor and
improvements in family living standards comes from how child labor responds to changes
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Figure 28.2  Living standard improvements and child labor in Vietnam in the 1995

Source: Genera! Statistic Office (1994, 1999); Vietnam Living Standavds Survey, Rural Pancl, 1993 and 1998.
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in trade policy. A common argument in the child labor literature is that foreign trade (and
globalization in general) increases child labor by increasing the demand for goods produced
by children. Consequently, many advocate trade sanctions by high-income countries on
exports of goods from poor countries produced by child labor as a way to reduce child
labor. A similar idea is implicit in consumer boycotts of products produced by child labor.
Consumers who do not wish to consume goods produced by child labor can do 5o by
purchasing products labeled as “child labor free” at « premium. Visible examples of such
policies include RUGMARK -approved hand knotted rugs and “FIFA approved” soccer
balls. However, economic theory suggests that the connection from expanded trade to
child labor is ambiguous. After all, if expanded trade increases the incomes of parents,
households may use the greater wealth to reduce child labor, [n fact, Edmonds and Pavenik
{2004b) consider the cross-country data on child labor and openness to trade. They find
that countries that trade more have less child labor, rather than more, and that this
association is driven entirely by the strong association between trade and income.

Individual-level data that directly compare the effects of rising employment
opportunities associated with increasing trade to the effects of changes in family income
is relatively rare. Edmonds and Pavenik (2004a) find declines in child labor during an
episode of liberalization of rice markets in Vietnam. Between 1993 and 1998, Vietnam
phased cut quotas that restricted the export of rice and eliminated constraints on the trade
of rice within the country. During this period, the average real price of ordinary rice
increased by almost 30 percent. InVietnam, 70 percent of houscholds produce rice, and
rice production is the largest employer of both children and adults. In fact, 26 percent of
children 6-15 worked in agriculture (likely largely in rice production), and many more
helped in the processing of rice or helped with houschold tasks that enabled parents to
work in rice production, Motreover, rice accounts on average [or 29 percent of the
houschold budget,

The study uses the intertemporal and spatial variation in rice prices within Vietnam
to consider potential effects of trade-induced price changes on child labor. Liberalization
of rice markets appears to be associated with higher wages paid to both children and to
aclults, However, despite increased earning opportunities, Edmonds and Pavenik (2004a)
find that rice price increases can account for 45 percent of the decline in child labor that
occurs in rural Vietnam in the 1990s. Children in households that are large net rice
producers experience the largest declines in child labor, while child labor actually increases
with rice price increases in households that are large consumers of rice. Land and labor
are the two primary inputs into rice production, and overall, both are sufficiently equally
distributed in Vietnamn that most households were well positioned to enjoy the additional
income stemming from this trade liberalization.

Of course, it is possible that a growth in trade could have opposite effects when the
income gains are not distributed to those whose employment opportunities are rising, For
example, Kruger (2004) observes that during the colfee boom of the mid-1990s in
Nicaragua, there is an overall increase in child labor that is especially large in poor
households in coffee producing areas. One explanation for her findings is that because of
the concentration of land in coffee (and the resulting market power in local labor markets),
poor laborers have received increases in income that are minor compared to the growth
in labor demand, and, hence, child labor has increased. Thus, it is not inevitable that a
growthin trade and employment opportunities will increase child labor, nor is it inevitable
that such growth will decrease child labor either. The data, however, are clear on one point:
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sjgniﬁ'cant increases in family income are ceteris paribus strongly associated with
reductions in child labor.

Credit market imperfections

Impoverished [amilies may choose to have their children work either because they need
the child’s economic contribution to the household income or because that is the most
sensible use of the child’s time given the opportunities available to the child, Child labor
seems particularly tragic when a child is compelled to work because of farnily need when
the family would rather not have the child work given its environment, Several theoretical
studies emphasize that if credit markets allowed houschelds to borrow againgt future
earnings, child labor could be rauch reduced (Baland and Robinson, 2000; Ranjan, 2001),
(Note that there is a somewhat distinct literature considering whether educational
decisions in high-income countries are influenced by an inability to borrow against the
returns to a college education.) The main focus of attention in the develaping country-
child-labor context is whether familics can manage resources to in cffect borrow against
the next crop cycle (or pay period).

Thiee recent studies with individual-level data suggest that financial market
imperfections that fimit a household’s ability to borrow may cause a greater number of
children to work. In rural Tanzanja, houscholds increase child labor to mitigate the
consequences of large crop losses (Beegle, Dehejia and Gatti, 2003}, In urban Brazil, when
male househeld heads enter unemployment, their children are more likely to work and
less likely to advance in school (Duryea, Lam and Levison, 2003). These studies are
consistent with credit market imperfection coupled with insurance [ailures, but it is
difficult to exclude permanent income effects and changes in the value of child time as
explanations for their findings. T isolate the credit channel, Edmonds (2004} compares
chiid labor and schooling in black Scuth African households that are about to receive a
large anticipated cash transfer to child labor and schooling in households already receiving
the cash, These two types of households have similar permanent income, but differ in cash
on hand. He finds that child labor declines and schooling increases substantially when
houscholds begin receiving the anticipated income, which suggests that houschold access
to credit is weak, These findings suggest that the credit and financial market imperfections
associated with peverty are an important contributor to child labor.

In fact, problems with access to credit may be one ol the most important reasons we
observe children in bondage, The United Nations {1998} estimates that some 20 million
people around the world are held in debt-bondage, and the ILO (2002) argues that nearly
30 percent of these bonded laborers are children. A child enters bondage when the child
or the parents take out & debt [rom an employer against the child’s future earnings. The
bended serves the creditor-master until the debt is repaid. However, because the bonded
laborer is not free to negotiate the terms of employment after initial contracting, it can
be very difficult for the worker to vepay the debt and exit bondage. Often debts are
inheritable. Edmonds and Sharma {2004} examine one debt-bondage system in the plains
of Nepal and argue that the inheritability of the debt, coupled with a general insecurity
in property rights over the indentured, makes debt-bondage particularly pernicious. With
more developed credit markets, there would be little reason for children or their parents
ever o consent to bondage in the first place.
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Education rgform

The family’s external environment also influences whether and how much a child works.
While we have already discussed the importance of the return to worl for child labar, the
return to other uses of the child’s time, especially schooling, can also play a role in the
child labor decision. Poverty often coexists with inadequate local institutions such as
schools, When the alternatives to working are expensive or of poor quality, worl may be
the best use of a child’s time. Although child labor might be compatible with school
attendance, this does not preclude the family’s schooling environment from influencing
child Iabor.

One reason why families might choose not to send children to school is low perceived
returns to attending schooi, and there is some evidence that child labor can be reduced
by imaproving the incentive for households to send children to school. For example, Foster
and Rosenzweig (2004) argue that school construction accompanying the green revolution
in India facilitated increased schooling and decreased child labor. A number of countries
have adepted policies designed to discourage child labor and increase schooling by
lowering the cost of schocling via educational subsidies. Examples of such programs
include PETI and Bolsa Escola in Brazil, the Mid-day meals program in India and the
Progresa program in Mexico. The Progresa program is particularly important because
many countries are emulating it. The most relevant aspect of Progresa in the present
context is that the transfers to poor households contain additional cash incentives for
schooling, These incentives increase with age of the child, to compensate the household
for the oider child’s greater opportunity cost of schooling, These programs can influence
child labor through lowering the costs of schooling and raising family income. The
evaluation data on Progresa is extremely encouraging. Schultz (2004) finds a significant
reduction in wage and market work associated with eligibility [or Progresa. He also
projects a two-thirds of a year rise in schooling attainment (over a baseline level of 6.8
years) associated with the program. Of course, these schooling incentives might have
larger effects on schooling than on child labor, depending on the program and the
econcmic context, as Ravallion and Wodon (2000) found in their evaluation of Bangladesh'’s
Food for Education program, which pays students in rice for attending school, But overall,
these studies suggest a strong connection between child labor decisions and the return to
sending the child to school.

Thus, improving the quality of education in a way that raises the return to education
might also provide an incentive to reduce the quantity of child labor. When schools are
bad, there is likely little return to education and houscholds will not choose to educate
their children, Formal studies of the link between child labor and school quality are
conspicuously absent, but there is ample evidence of a strong link between school quality
and school attendance, For example, Case andYogo (1999) use variation in school quality
for blacks in apartheid South Africa to study the link between the pupil-teacher ratio, the
returns to schooling and school attendance. A decline in the pupil-teacher ratia by 10
students is associated with a 2 percent increase in the return to education and an additional
0.6 years of completed scheoling, Foster and Rozensweig (1996) examine how the
schooling of children responds to changes in the returns to education in Green Revolution
India. With econcmic growth and advances in technology, the economic return to

education appears to have increased dramatically, and households are more likely to give
up present consumption to capture the benefit of education for their children.
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A variety of evidence suggests that making education more attractive can be used as
a policy tool to reduce child labor or at least to mitigate the schaoling consequences of
child labor. Thus, policies that scelk to reduce the costs of schooling, increase school quality
or improve the market return to education all have the power to reduce child labor,

Policy implications

Child labor is pervasive acrass low-income countries, as children help their parents on
the family farm or business and in domestic work. Images of children forced into
prostitution, fighting as soldiers or enslaved capture the popular imagination, but these
hideous working conditions are rare. Of course, their rarity does not diminish the case
for immecdliate, carefully targeted policy against these worst forms of child labor. But what
should be done about the general incidence of child labor? Perhaps the strongest case for
the need for direct attention to the types of child labor that per vade the low-income world
is made by poor families themselves, By their behavior, these familics reveal that they do
not want their children to be working: child labor declines very rapidly as families become
richer and their dependence on the income of children decreases.

Economic development that raises the incomes of the poor is the best way (o reduce
child labor around the world. But this process may take a long time. If we were to take
the cross-country relationship between per capital income and child labor presented carlier
in Figure 28.1 seriously as a forecast of what will happen to economic activity rates as
countries grow richer — which it clearly isnot — we could compute how economic growth
will reduce child labor in the future. Based on the relationship in Figure 28,1 and
historically average rates of growth of GDP per capita of 1.7 percent (Besley and Burgess,
2003), the economic activity rates of children should decline by 20 percent by 2015 and
almost 50 percent by 2050. If economic development is to be accompanied by policies -
aimed directly at child labor, what types of national and international policics might be
most effective?

Direct policy tools like bans on child labor or requirements that children attend
school, however politically appealing, are of doubtful effect. First, enforcement is difficult.
Developing countries often lack resources to enforce child labor bans, especially when
most children work for their parents on family farms. Non-compliance with compulsory
schooling laws continues to be a large problem in today’s developing world (Krueger,
1997; Brown 2001).

Second, there is no guarantee that such policies will alter local labor markets in a way
that increases family income, and thus an economic incentive for children to work will
remain. The case [or prohibitions on child labor is often framed as a multiple equilibrium
preblem. For example, in Basu and Van (1998) child labor persists because child labor
depresses adult wages, making child labor necessary, However, punitive measures may
actually increase child labor. For examyple, Basu (2003) shows that fining frms in violation
of the child labor laws might actually increase child labor. The fines raise the expected cost
of employing children, so that firms enly find it profitable to employ children at lower
wages, and more children are required to work to cover a family’s subsistence needs.
Moreover, bans on child labor in the real world typically apply only to certain relatively
small kinds of child labor, like working for pay in a factory, rather than large categories
like child laborers employed by their parents or children in unpaid domestic work. It is
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difficult to imagine that real-world labor market regulation can affect enough of the child
labor market to have general equilibrium effects on wages as required in Basu and Vay
(1298). For example, the high-profile ban on child labor in Bangladesh involved maini
children working for pay in the garment industry, This ban allegedly affected the
employment of 10,000 children, which corresponds to a tenth of one percent of
economicaily active children in Bangladesh. Thus, although a legal ban might reduce child
labor, this outcome is not gua]’anteed, especially when labor can easﬂy substitute inside
the household and thereby outside of the reach of labor laws., Without 1arge general
equilibrium effects on wages, the loss of a child’s income, however small, might hurt the
worlding child as well as her siblings.

"Third, policies that keep children from working in one type of job might push children
into nonexporting sectors or even into worse [orms of child labor (in the Bangladesh case,
anecdotes abound about children leaving garment factories for prostitution or work in
stone quarries). That said, scientific evidence on what happens to children displaced from
formal work is essentially nonexistent even in the most publicized prohibitions on the
employment of children owing to the threat of sanctions, like the Bangladeshi garment
industry and Pakistani soccer balls (Elliott and Freeman, 2003, pp. 112—115),

Empirical evidence on the elfectiveness of child labor bans is scarce and draws mainly
on the historical experiences of developed countries. Several carelul empirical studies
expioit variation in the implementation of the child labor and compulsory schooling laws
across the United States to examine whether these legislative measures were the driving
force behind the drastic declines in child labor at the turn of the twentieth century and
increases in secondary school enrollment and educational attainment between 1910 and
1940, Moehling (1999), for example, finds little evidence that minimum age laws for
manufacturing employment implemented between 1880 and 1910 contributed to the
decline in child labor during this period. Several other ULS, studies suggest that some later
child labor and compulsory schooling laws affected high school enrollment rates and
subsequent educational attainment, but these legistative measures can explain at most 5
percent of the increase in high school enrollment and subsequent educational attainment
between 1910 and 1939 (Goldin and Katz, 2003).

Might trade-related pressure help to reduce child labor? The U8, government has
repeatedly considered restricting trade or trade preferences for countries where child
labor is endemic.® At the international level, some advocate for the World Trade
Organization or the International Labor Organization to oversee harmonized child labor
standards, with violators to be punished via trade sanctions.” At the consumer level,
boycotts of products produced by child labor and move generally antisweatshop activism
have become popular. Such campaigns seek to pressure multinational producers of high-
profile brand name preducts to improve their labor practices.

Although these trade policies have highlighted the issue of child labor on the political
agenda, there are several problems in using them in practice, First, i these policies lead
to trade sanctions that reduce average family income, they could potentially increase the
incidence of child labor, On the other hand, if the sanctions are only implemented very
rarely, then they will not be a credible threat, Second, the recent history of trade sanctions
aimed to promote broader pelitical change does not suggest much optimism about their
efficacy (Elliott and Freeman, 2003). Third, it’s not clear what specific action the trade
pressures should be seeking o create. For example, preventing children from working in
one high-profile job may do nothing more than force children to change employers —
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perhaps for the worse. Altempts to require either bans on child labor or compulsory school

attendance are subject to the problems above. Fourth, it is diflicult to distinguish whether
these measures reflect genuine interest in the well-heing of children in poor countries or
whether they are just a palatable excuse for protectionism, Overall, it is diflicult to make
a strong case for trade policy or consumer hoycotts as an effective tool to combat child
labor. Consumer activism has brought the problem of child labor into the spotlight, but
we are not aware of any systematic empirical evidence of the elfectiveness of consumer
activism in reducing child labor., It seems a blunt tool that is unlikely to reach the typical
child laborer wha helps parents on the ["amily Farm and in domestic chores.

Policies targeted at improving school infrastructure and reducing the cost of schooling
provide the most promising targeted ways to reduce child labor. These initiatives might
work best when combined with conditional cash transfers programs for households that
send children to school, such as Food for Education in Bangladesh and Progresa in Mexico.
Such programs have been successful in increasing school attendance, which ameliorates
one of the concerns about child labor, and there is some evidence that these policies have,
to a lesser extent, also reduced child labor. One great advantage of this type of positive
program to discourage child labor through increasing schooling is that it addresses the
agency .problems and dilficulty in monitoring that plague many other methods of
attempting to reduce child labor. For example, though bans on child labor or laws for
compulsery schooling can be difficult to enforce in, say, rural areas of low-income
countries, linking a cash payment to the family to school attendance is much more
practical.

International donors have been active in supporting similar positive initiatives that
recognize the interconnection of poverty and child labor, While these programs appear
promising, formal and independent evaluation of programs designed to help ameliorate
child labor remains unusual. This unfortunate absence of evaluation work significantly
limits our knowledge about the effectiveness of interventions aimed at child labor and
prevents any learning from these experiences Lo design more elfective policies concerning
child labor. Whether anything other than economic development is an effective, long-term
solution to the widespread incidence of child labar is an apen question.
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Timothy Taylor, Michacl Waldman and Dartmouth Junior Lunch participants for comments and

suggestions.
4

One cxception to this standard is the 1LO’s (International Labour Organization, 2002)
global counts cstimates, which define an economically active child as a child laborer if she is
undler 12 and economically active for one or more hours per week, 1214 and working
more than 14 hours per week or one or more hours per week in activitics that are
“hazar<lous by nature or circamstance,” and if she is 1517 and works in “unconditional
work forms of child labor” {trafiicked children, children in bondage or forced labor, armed

conflict, prostitution, pornography, illicit activities).
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Cross-country estimates of economic activity rates arc also available from the [nternationg|
Labor Organization’s LABORSTA databasc at <http: / /laborsta.ilo.org/>, In thcoyy} the

labor forec in these data includes all wage workers, employers, own-account workers,
mcmbers of produccr cooperatives, unpai(l family workers, apprentices, members of the
armed lorces and the unemployed. These LABORSTA estimates of coonomic activity ratey
are generally believed to understate the extent of economic activity, because data on work
inside the household {even market work) are often not collected. Moreover, although the
LLABORSTA data are available over time, very few low-income countries have multiple
data sources on child labor over time. Much of the intertemporal variation in child labor
in the LABORSTA data is thus driven by the imputations and adjustments done for
LABORSTA rather thar: independent obscrvations on child labor. Asa result, we <o not
view the LABORSTA data as useful for amalyzing changes in child labor over time,

The Understanding Children’s Work Project at <http:// WWW, uew-project.org™>
maintains a searchalble database of datasets with basic child labor information. Many
datasets with detailed child labor questions are publicly available. Scveral SIMPOC child
labor surveys are available in English at ‘-’-http://www.ilo.org/‘pul)]ic/eng]ish/stantlards/
ipec/simpoc/microdata/index.htm>, Multipurpose household surveys conducted

under the Living Standards Measurement Surveys of the World Bank are availablc at
<http; !/ Fwww . worldbank,org/lsms/ >, Other houschold survey projects with child
labor information such as the most recent Indoncsian Family Life Survey available at
<http://www.rand.org/labor /FLS/IFLS/ > and UNICEF's Multiple Indicator Cluster
Surveys (MICS) available at <http://www.childinfo.org/MICS2/MICSDataSct.htm> arc
[reely available.

The only exception that we are aware of is that a 2000 Departnient of Labor study claims
that only 39 pereent of cconomically active children 1014 in Indonesia work in
agriculture in 1993,

A related set of empirical studies, not directly linked to child labor, suggest, a direct link
between schooling costs and school attendance. For cxample, there are recent reports of
dramatic increases in school enrollment with initiatives to eliminate school fees {Kremer,
2603). In Kenya, Kremer, Moulin, Myatt and Namunyu (1997} evaluate a randomized
intervention providing uniforms to students who would atherwise need to pay for
unilorms. Alter five years, students with the free uniforms had completed 15 percent more
schooling. Indirect schooling costs, such as the costs associated with accessing schooling,
may also be important, For example, Duflo (2001) finds a large increase in schooling
attainment accormpanying a school construction program in [ndonesia that would have
lowered the commuting costs of schooling dramatically.

The 1S, government, for example, passed a 1997 amendment to the 1930 Tartff Act that
prohibits imports of goods produced by forced or indentured child labor, Although the bill
has yet to pass, the proposed Child Labor Deterrence Act aims to go further and to
prohibit all imports of products into the United States that are manufactured by child
labor. Also, under the Generalized System of Preferences (GSP}, the United States can
withdraw a poor country’s eligibility for trade preferences based on the country’s poor
record in child labor practices (and other worker’s rights). Finally, the 2000 Trade and
Development Act restricts cligibility for trade benefits to countries that the Sceretary of
Labor certifies as showing progress towards climinating the worst forms of child labor,

Abolition of child labor is onc of the ILO’s four care lahor standards that some view should
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pe respected by all nations regardless of their level of economic development. Discussion
of international labor standards is |)c:y0n(| the scope of this paper and is covered in Basu

(1999}, Brown (2001) and Elliott and Freeman (2003),
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REVIEW AND DISCUSSION QUESTIONS

What kind of wark do most working children in developing countries do? Who employs them?
The authors paint out that the relation between child labor and school attendance and
performance is more complicated than one might expect. Explain why this is the case.
Increases in family income may affect child labor in a number of ways. Explain why.

Explain what the evidence shows regarding the relation between child {abor and foreign trade
{or, more broadly, globalization).

In what ways is the pervasiveness of child labor linked to the level of development of a
country’s financial markets?

According to the authers, what kind of policies should developing countries pursue to address
child labor? Do you agree with the authors’ recommendations?
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REVIEW AND DISCUSSION QUESTIONS

According to the FAQ report reviewed by the author, in what ways can genetically modified
{GM) crops be especially helpful to African farmers?

How does the FAD explain why GM crops are not widespread in developing countries? What
does it recommend to address the obstacles to greater adoption of these crops?

Why are governments in developing countries reluctant to promote greater adoption of GM
crops?

What does the evidence collected so far suggest about the possible risks imposed by GM crops
on consumers and cn the environment?

Why do many non-governmental organizations oppose the use of GM crops?

In your opinion, what should governments in developing countries do ahout GM crops? Why?
Explain.

Chapter 32
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Robert W. Kates, Thomas M. Parris,
and Anthony A. Leiserowitz

WHAT IS SUSTAINABLE
DEVELOPMENT

Goals, indicators, values, and practice

Sustainable dcvelopment is...

C ONSIDERING THAT THE CONCEPT of sustainable development is now
enshrined on the masthead of Environment magazine, featured on 8,720,000 Web
pages,' and enmeshed in the aspirations of countless programs, places, and institutions,
it should be easy to complete the sentence.? But the most widely accepted definition is
creatively ambiguous: “Humanity has the ability to make development sustainable — to
ensure that it meets the needs of the present without compromising the ability of future
generations to meet their own neecs.” This malleability allows programs of environment
or development; places from local to global; and institulions of government, civil society,
business, and industry to each project their interests, hopes, and aspirations onto the
banner of sustainable development.

A brief history of the concept, atong with the interpretive differences and the common
ground in definitions, goals, indicators, values, and practice follows. Taken together, these
help explain what is meant by sustainable development,

Antecedents

In the last hall of the twentieth century, four key themes emerged from the collective
concerns and aspirations of the world’s peoples: peace, freedom, development, and
environment,* The peace that was thought to be secured in the postwar world of 1945
was immediately threatened by the nuclear arms race. Throughout the Cold War, peace
was sustained globally but fought locally, often by proxies for the superpowers, While the
number of wars has diminished over the last decade,® peace is still sought, primarily in
Africa and the Middle East.
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Freedom was sought early in the post-war world in the struggle to end imperialism;
to halt totalitarian oppression; and later to extend democratic governance, human rights,
and the rights of women, indigenous peoples, and minorities, The success of many former
colonies in attaining national independence was followed by a focus on economic
development to provide basic necessities for the poorest two-thirds of the world and higher
standards of living [or the wealthy third. Finally, it is only in the past 40 years that the
environment (local to global) became a key focus of national and international law and
institutions,

Although reinterpreted over time, peace, freedom, development, and the environ-
ment remain prominent issues and aspirations. In the 1970s and 1980s, world commissions
of notables® were created to study such international concerns, producing major

documents that were often lollowed by giobal conferences. Characteristic of these
international commissions was the effort to link together the aspirations of human-kind
— demonstrating how the pursuit of one great value required the others. Sustainable
development, with its dual emphasis on the most recent concerns — development and
environment — is typical of such efforts.

The World Commission on Environment and Development was initiated by the
General Assembly of the United Nations in 1982, and its report, Our Common Future, was
published in 1987.7 It was chaired by then-Prime Minister of Norway Gro Harlem
Brundtland, thus earning the name the “Brundtland Commission.” The commission’s
membership was split between developed and developing countries. Its roots were in the
1972 Stockholm Conference on the Human Environment - where the conflicts between
envirenment and development were first acknowledged — and in the 1980 World
Conservation Strategy of the International Union for the Conservation of Nature, which
argued for conservation as a means to assist development and specificatly [or the sustainable
development and utilization of species, ecosystems, and resources.® Drawing on these,
the Brundtland Commission began its work committed to the unity of environment and
development. As Brundtland argued:

The environment does not exist as a sphere separate from human actions,
ambitions, and needs, and attempts to defend it in isolation from luman concerns
have given the very word “environment”a connotation of naivety in some political
circles. The word “development” has also been narrowed by some into a very
limited focus, along the lines of “what poor nations should do to become richer,”
and thus again is automatically dismissed by many in the international arena as
being a concern of specialists, of those involved in questions of “development
assistance.” But the “environment” is where we live: and “development” is what
we all do in attempting to improve our lot within that abode, The two are
inseparable.’

As with previous efforts, the report was followed by major international meetings.
The United Nations Conference on Environment and Development (LINCED) in Rio de
Janeiro in 1992 {the so-called “Earth Smmmit”) issued a declaration of principles, a detailed
Agenda 21 of desired actions, international agreements on climate change and biodiversity,
and a statement of principles on forests.'” Ten years later, in 2002, at the World Summit
on Sustainable Development in Johannesburg, South Africa, the commitment to sustainable
development was reaffirmed.’! In the interim, sustainable development as a concept, as
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a goal, and as a movement spread rapidly and is now central to the mission of countless
international organizalions, national institutions, corporate enterprises, “sustainable citics,”
and locales.

Definitions

The Brundtland Commission’s briel delinition of sustainable development as the “ability
to make development sustainable — to ensure that it mects the needs of the present without
compromising the ability of future generations to meet their own needs™? is surely the
standard definition when judged by its widespread use and frequency of citation. The use
ol this definition has led many to see sustainable development as having a major focus on
intergenerational equity, Although the brief definition does not explicitly mention the
cnvironment or development, the subsequent paragraphs, while rarely quoted, are clear.,
On development, the report states that human needs are basic and essential; that economic
growth — but also equity to share resources with the poor - is required to sustain them;
and that equity is encouraged by effective citizen participation. On the environment, the
text is also clear:

The concept of sustainable development does imply limits — not absolute limits
but limitations imposed by the present state of technology and social organization
on environmental rescurces and by the ability of the biosphere to absorb the
effects of human activities, '

In the years following the Brundtland Commission’s report, the creative ambiguity
of the standard definition, while allowing a range of disparate groups to assemble under
the sustainable development tent, also created a veritable industry of deciphering and
advocating what sustainable development really means. One important study — by the
Board on Sustainable Development of the TLS. National Academy of Sciences — sought to
bring some order to the broad literature its members reviewed."* In its report, Our Common
Journey: A Transition toward Sustainability, the board focused on the seemingly inherent
distinction between what advocates and analysts sought to sustain and what they sought
to develap, the relationship between the two, and the time horizon of the future (see
Figure 32,1}.

Thus under the heading “what is to be sustained,” the board identified three major
vategories — nature, life support systems, and community ~ as well as intermediate
categories for each, such as Earth, enviromment, and cultures. Drawing from the surveyed
literature, the board found that most commonly, emphasis was placed on life support
systems, which defined nature or environment as a source of services for the utilitarian
life suppart of humankind. The study of ecosystem services has strengthened this definition
over time, In contrast, some of the sustainable development literature valued nature for
its intrinsic value rather than its utility for human beings. There were also parallel demands
to sustain cultural diversity, including livelihoods, groups, and places that constitute
distinctive and threatened communities.

Similarly, there were three quite distinct ideas about what should be developed:
people, economy, and society, Much of the early literature focused on economic
development, with productive sectors providing employment, desired consumption, and
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FOR HOW LONG?
25 years

‘Now and in
the future’

Forever

LINKED BY
Only
Mostly
But
And
Or

figure 32,1 Definitions of sustainable development

Source: U.8. Naticnal Research Council, Policy Division, Board on Sustainable Development, Qur Comunen
Journey: A Transition Toward Susiainability (Washington, DC: National Academy Press, 1999),

wealth, More recently, attention has shifted to human development, including an emphasis

on values and goals, such as inereased life expectancy, education, equity, and opportunity.
Finally, the Board on Sustainable Development also identified calls to develop society that
emphasized the values of security and well-being of national states, regions, and institutions
as well as the social capital of relationships and community ties.

There was ready agreement in the literature that sustainable development implies
linking what is to be sustained with what is to be developed, but here, too, the emphasis
has often differed from extremes of “sustain only” to *develop mostly” to various forms of
“and/or” Similarly, the time period of concern, ambiguously described in the standard
definition as “now and in the future,” has differed widely. It has been defined from as little
as a generation — when almost everything is sustainable — to [orever — when surely nothing
is sustainable.
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The 2002 World Summit on Sustainable Development marked a further expansion
of the standard deflinition with the widely used three pillars of sustainable development:
economic, social, and environmental, The Johannesburg Declaration created “a collective
responsibility to advance and strengthen the interdependent and mutually reinforcing
pillars of sustainable development — economic development, social development and
environmental protection — at local, national, regional and global levels.”"” In so deing,
the World Summit addressed a running concern over the limits of the framework of
environment and development, wherein development was widely viewed solely as
cconomic development, For many under the common tent of sustainable development,
such a narrow definition obscured their concerns for human development, equity, and
social justice.

Thus while the three pillars were rapidly adopted, there was no universal agreement
as to their details, A Web search of the phrase “three pillars of sustainable development”
(inels a wide variety of environmental, economic, and social pillars with differences most
pronounced in characterizing the social pillar. Three major variants of social development
are found, each of which seeks to compensate for elements missing in the narrow focus
on economic development, The first is simply a generic noneconomic social designation
that uses terms such as “social,” “social development,” and “social progress.” The second
emphasizes human develepment as opposed to economic development: “human devel-
opment,” “human, well-being,” or just “people.” The third variant focuses on issucs of

"

justice and equity: “social justice,” “equity,” and “poverty alleviation,”

Goals

Ancther way to define sustainable development is in what it specifically seeks to achieve.
To illustrate, it is helpful to examine three sets of goals that use different time-horizons:
the short-term (2015} goals of the Millennium Declaration of the United Nations; the
two-generation goals (2050) of the Sustainability Transition of the Board on Sustainable
Development; and the long-term (beyond 2050) goals of the Great Transition of the Global
Scenario Group,

UN Millennium Declaration

To mark the millennium, heads of state gathered in New York at the United Naticns in
September 2000. There, the UN General Assembly adopted some 60 goals regarding
peace; development; environment; human rights; the vulnerable, hungry, and poor; Africa;
and the United Nations. ' Many of these contained specific: targets, such as cutting poverty
in half or insuring universal primary school education by 2015, For eight of the major
goals, progress is monitored by international agencies.'” In 2004, these agencies concluded
that at existing rates of progress, many countries will fall short of these goals, particularly
inAfrica. Yet the goals still seemed attainable by collective action by the world community
and national governments, To do so, the Millennium Project, commissioned by the UN
secretary-general, recently estimated that the additional financial resources that would
be required to meet the Millennium Development Goals are $135 billion in 2006,
rising to $195 billion in 2015. This roughly represents a doubling of official aid
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flows over current levels and is still below the UN goal of aid fows from industrialize
to developing countries of 0.7 percent of the gross national product [or industrialized
countries,'®

Sustainability Transition of the Board on
Sustainable Development

In 1995, the Board on Sustainable Development of the 11.S. National Academy of Sciences
sought to make sustainable development more meaningful to scientific analysis and
contributions.'*'To do so, the board decided to focus on a twa-generation time horizon
and to address the needs of a global population with half as many more people as there
are today -- needs that, if met successfully, are not likely to be repeated within the next
century or two because of the demographic transition, In that time period, the board
suggested that a minimal sustainability transition would be one in which the world provides
the energy, materials, and information to feed, nurture, house, educate, and employ the
many more people of 2050 — while reducing hunger and pover ty and preserving the basic
life support systems of the planet. To identify more specific goals, of meeting human needs,
reducing hunger and poverty, and preserving the basic life support systems of the planet,
the board searched the text and statements [rom recent global conflerences, world
sumrnits, international environmental treaties, and assessments, In so doin g, the board in
1995 anticipated the 2000 Millennium Declaration goals, many of which were incor-
porated into its analysis and targets. Less sanguine than the UN, the board determined
it would take a generation to reach the 2015 goals of the Millennium Declaration and
another generation to achieve the board’s goals of meeting human needs for a 2050
population.

Great Transition qf the Global Scenario Group

With the assistance of the Global Scenario Group,* the Board on Sustainable Development
conducted a scenario analysis of a proposed “Sustainability Transition,” focusing specifically
on hunger and the emission of greenhouse gasses, This initial analysis served as the
subsequent basis of the Policy Reform Scenario of the Global Scenario Group®' and
concluded that a sustainability transition is possible without positing either a social
revolution or a technological miracle. But it is “just” possible, and the technological and
social requirements to move [rom business as usual — without changing lifestyles, values,
or economic system — is daunting. Most daunting of all is the governmental commitment
required to achieve it and the political will to do so.

Finally, the Global Scenario Group also prepared a more idealistic Great Transition
Scenario that not enly achieved the goals of the sustainability transition outlined by the
Board on Sustainable Development but went further to achieve for all humankind “a rich
quality of life, strong human ties and a resonant connection to nature.” In such a world,
it would be the quality of human knowledge, creativity, and sel(-realization that represents
development, not the quantity of goods and services. A key to such a fature is the rejection
of material consumption beyond what is needed for fulillment or for a “good life.” Beyond
these goals, however, the details of this good life are poorly described,
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Indicators

still another way to define sustainable development is in how il is measured, Indeed, despite
sustainable development’s creative ambiguity, the most serious efforts to define it, albeit
implicit in many cases, come in the form of indicators. Combining global, national, and
local initiatives, there are literally hundreds of cfforts to define appropriate indicators and
Lo measure them. Recently, a dozen such efforts were reviewed.?? Half were global in
coverage, using country or regional data (the UN Commission on Sustainable Development,
Consultative Group on Sustainable Development lndicatm's,Wellbeing Index, Environ-
mental Sustainability Index, Global Scenario Group, and the Ecological Footprint). Of the
remaining efforts, three were country studies (in the United States, the Genuine Progress
Indicator and the Interagency Working Group on Sustainable Development Indicators, and
in Costa Rica, the System of Indicators for Sustainable Development); one was a city study
(the Boston Indicators Project); one was global in scope but focused on indicators of
unsustainability (State Failure Task Force); and one [ocused on corporate and non-
governmental entities (Global Reperting Initiative). Table 32.1 lists each study with its
source, the number of indicators used, and the implicit or explicit definitions used to
describe what is to be sustained, what is to be developed, and lor how long,

Twa major observations etnerge. The first is the extraordinarily broad list of items to
be sustained and to be developed. These reflect the inherent malleability of “sustainable
development” as well as the internal politics of the measurement efforts. In many of the
cases, the initiative is undertaken by a diverse set of stakeholders, and the resulting lists
reflect their varied aspirations. For example, in the UN Commission on Sustainable
Development, the stakehokders arc nations negotiating how to measure their relative
progress or lack of progress toward sustainable development. In the Boston Indicators
Project, the stakeholders are community members with varied opinions about desirable
goals, policies, and investment priorities [or the [uture. In the Global Reporting Initiative,
the stakeholders are corporations, investors, regulatory agencies, and civil society groups
discussing how to account for corporate actions alfecting sustainable development, With
many stakeholders, each with different definitions, achieving consensus often takes the
form of leng “laundry lists” of indicators, and definitional differcnces are downplayed in
favor of reaching a common set of indicators. Thus, to be inclusive, the range of indicators
becomes very broad. Half the examined initiatives, however, represent less-inclusive
research or advocacy groups who share a more narrow and homogenous view of
sustainable development. While also assembling large numbers of indicators, these groups
tend to aggregate them to reflect their distinctive vision of sustainability.

A second observation is that few of the efforts are explicit about the time period in
which sustainable development should be considered, Despite the emphasis in the standard
definition on intergenerational equity, there seems in most indicator efforts a focus on the
present or the very short term. Three exceptions, however, are worth noting: The UN
Commission on Sustainable Development uses some human development indicators
defined in terms of a single generation (15-25 years),” the Global Scenario Group
quantifies its scenarios through 2050 (approximately two generations), and the Ecological
Footprint argues that in the long run an environmental footprint lavrger than one Earth
cannot be sustained. Overall, these diverse indicator efforts reflect the ambiguous time
hovizon of the standard definition - “now and in the future.”
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BOX 321 VALUES UNDERLYING THE MILLENNIUM
DECLARATION o

The Miliennium Declaration - which outlines 60 goals for peace; development; the
enviranment; human rights; the vulnerable, hungry, and poor; Africa, and the United
Natiens — is founded on a core set of values. described as follows,

“We consider certain fundamental valyes to be essential to international relations in the
twenty-first century. These include:

* Freedem. Men and women have the right to live their iives angl ralse their children in
dignity, free from hunger and from the fear of violenge, oppression of injustice,
Democratic and participatory governance hased on the will of the people best assures
these rights, :
Equallty. No individual and no nation must be denied the opportunity to benefit from -
development. The equal rights and opportunities of women and men must be assyred,
Sqlidar]'j;yf Glokal chailenges must be managed in 3 way -th_af'distr'ihutea the costs and
hurdens fairly in accordance with basic principles of equity and social justice. Those
who suffer o who benefit least deserve help from those wha bengfit mast,

Tolerance, Human beings must respect one other, in all their diversity of belief, culture

“and language. Differences within and betwsen secieties should be neither faared nor
repressed, but cherished as a precious asset of humanity, A culture of peace and
dialogue among all civifizations should be agtively promated,
Respect for nature. Prudence must be shown In the management of all § iving species and
hatural resources, in accordance with the precepts of sustainable development. Only in '
this way can the jmmeasurable riches provided to us by nature be preserved and passed
an to our descendants. The current unsustainahle patterns of production and consuraption
Imust be changed In the interest of our future welfare and that of qur descendants,
Shared responsibility. Responsibitity for managing worldwide economic and soclal
development, as wel! as threats to International peace and security, must be shared

- ameng the nations of the world and should ke exercised multi-laterally. As the most
universal and most representative organization in the world, the United Matlons must

" play the gentral role,"? .

United Nations General Assembly, *United Natlons MHlsnnlum Declasation.” Resolution 5572,
United Nations A/RES/55/2, 18 September 2000, page X, )

Values

Still another mode of defining sustainable development is through the values that represent
or support sustainable development.?® But values, like sustainable development, have many
meanings. In general, values are expressions of, or beliefs in, the worth of objects, qualities,
or behaviors, They are typically expressed in terms of goodness or desirability or,
conversely, in terms of badness or avoidance, They often invake feelings, define or direct
us to goals, frame our attitudes, and provide standards against which the behaviors of
individuals and societies can be judged. As such, they often overlap with sustainability
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oals and indicators. Indeed, the three pillars of sustainable development; the benchmark
goals of the Millennium Declaration, the Sustainability Transition, and the GreatTransition;
and the many indicator initiatives are all expressions of values.

But these values, as described in the previous sections, do not encompass the [ull
range of values supporting sustainable development. One explicit statement of supporting
values is found in the Millennium Declaration. Underlying the 60 specific goals of the
Millennium Declaration are an articulated set of fundamental values seen as essential to
international relations: freedom, equality, solidarity, tolerance, respect for nature, and
shared responsibility (see Box 32.1}),

The Millennium Declaration was adopted by the UN General Assembly, but the
origins ol the declaration’s set ol fundamental values are unclear. In contrast, the origins
of the Farth Charter Initiative — which defines the Earth Charter as a “declaration of
fundameatal principles for building a just, sustainable, and peacelul global society in the

"26 _ s well documented. The initiative answers the call of the World

21st century
Commission on Environment and Development for creation of “a universal declaration”
that would “consolidate and extend relevant legal principles,” create “new norms . . .
needed to maintain livelihoods and life on our shared planet,” and “guide state behavior in
the transition to sustainable development.”?” An effort to draft a charter at the 1992 Farth
Summit was unsuccessful. In 1994 a new Earth Charter Initiative was launched that
involved “the mast open and participatory consultation process ever conducted in
connection with an international document, Thousands of individuals and hundreds of
organizations from all regions of the world, different cultures, and diverse sectors ol
society . . . participated 2% Released in the year 2000, the Earth Charter has been endorsed
by more than 14,000 individuals and organizations worldwide representing millions of
members, yet it has [ailed to attain its desired endorsement or adoption by the 2002 World
Summit on Sustainable Development or the UN General Assembly.

The values of the Earth Charter are derived from “contemporary science, inter-
national law, the teachings of indigenous peoples, the wisdom of the world’s great religions
and philosophical traditions, the declarations and reports of the seven UN summit
conferences held during the 1990s, the global ethics movement, numerous non-
governmental declarations and people’s treaties issued over the past thirty years, and best
practices for building sustainable communities.” For example, in 1996, more than 50
international law instruments were surveyed and summarized in Principles of Environmental
Conservation and Sustainable Development; Summary and Survey. % Four first-order principles
were identified and expressed in the Earth Charter as the community of fife, ecological
integrity, social and economic justice, and democracy, nonviolence, and peace. Sixteen
second-order principles expand on these four, and 61 third-order principles elaborate on
the 16. For example, the core principal of social and economic justice is elaborated by
principles ol equitable economy, eradication of poverty, and the securing of gender equality
and the rights of indigenous peoples. In turn, each of these principles is fur ther explicated

with three or four specific actions or intentions.?'

Practice

Finally —- and in many ways, most importantly — sustainable development is defined in
practice. The practice includes the many efforts at defining the concept, establishing goals,
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creating indicators, and asserting values. But additionally, it includes developing social
movements, organizing institutions, crafting sustainability science and technology, and
negotiating the grand compromise among those who are principally concerned with nature
and envirenment, those who value economic development, and those who are dedicated
te improving the human condition.

A social movement

Sustainable development can be viewed as a social movement — “a group of people with
a common ideology who try together to achieve certain general goals”™ In an effort o
encourage the creation of a broadly based social movement in support of sustainable
development, UNCED was the first international, intergovernmental conference to
provide [ull access to a wide range of nongovernmental organizations (NGOs) and to
encourage an independent Earth Summit at a nearby venue. More than 1,400 NGOs and
8,000 journalists participated.** One social movement launched from UNCED was the
effort described above to create an Earth Charter, to ratifyit, and to act upon its principles.

In 2002, 737 new NGOs* and more than 8,046 representatives of major groups
{business, farmers, indigenous peoples, local authorities, NGOs, the scientific and
technological communities, trade unions, and women) attended the World Summit on
Sustainable Development in Johannesburg. These groups organized themselves into
approximately 40 geographical and issue-based caucuses,*

But underlying this participation in the formal international sustainable development
events are a host of social movements struggling to identily what sustainable development
means in the context of specific places and peoples. One such movement is the effort of

many communities, states, provinces, or regions to engage in communily exercises to
define a desirable sustainable futurc and the actions needed to attain it. Examples include
Sustainable Seattle,* Durban’s Local Agenda 21 Programme,*” the Lancashire County

Council Local Agenda 21 S1.1'211:e.gy,3‘8 and the Minnesota Sustainable Development
Initiative,*

Three related efforts are the sustainable livelihoods movement, the global solidarity
movement, and the corporate responsibility movement.*® The movement for sustainable
livelihoods consists of local initiatives that seek to create opportunities for work and
sustenance that offer sustainable and credible alternatives to current processes of
development and maodernization. Consisting primarily of initiatives in developing
countries, the movement has counterparts in the developed world, as seen, for example,
in local efforts in the United States to mandate payment of a “living wage” rather than a
minimum wage,

The global solidarity movement seeks to support poor people in developing countries
in ways that go beyond the altruistic support for development funding, Their campaigns
are expressed as antiglobalization or “globalization from below™' in critical appraisals of
major international institations, in the movement for the cancellation of debt,* and in
critiques of developed-world policies — such as agricultural subsidies — that significantly
impact developing countries and especially poor ]:>eople."‘3

The corporate responsibility movement has three dimensions: various campaigns by
NGOs to change corporate environmental and social behavior;* efforts by corporations
to contribute to sustainable development goals and to reduce their ne gative environmental
and social impacts;* and international initiatives such as the UN Global Compact* or the
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World Business Council for Sustainable Development* that seek to harness the
knowledge, energies, and activities of corporations to better serve nature and society. For
instance, in the just-selected Glebal 100, the most sustainable corporations in the world,
the top three corporations were Toyota, selected for its leadership in intreducing hybrid
vehicles; Alcoa, [or management of materials and energy efficiency; and British Petroleum,
for leadership in greenhouse gas emissions reduction, energy efficiency, renewables, and
wagie treatment and hanc]li‘ng."s

A related social movement focuses on excessive material consumption and its impacts
on the environment and society and secks to foster voluntary simplicity of one form or
another. These advocates argue that beyond certain thresholds, ever-increasing con-
sumption does notincrease subjective levels of happiness, satisfaction, or health." Rather,
it often has precisely the opposite elfect. Thus, these efforts present a vision of “the good
life” in which people work and consume Jess than is prevalent in today’s consumer-driven
affluent societies,

As with any social movement, sustainable development encounters opposition, The
opponents of sustainable development attack from two very different perspectives: At one
end of the spectrum are those that view sustainable development as a top-down attempt
by the United Nations to dictate how the people of the world should live their lives — and
thus as a threat to individual freedoms and property rights.50 At the other end are those
who view sustainable development as capitulation that implics development as usual,
driven by the interests of big business and multilateral institutions and that pays only lip

service to social justice and the protection of nature. !

Institutions

The goals of sustainable development have been firmly embedded in a large number of
national, international, and nongovernmental institutions. At the intergovernmental level,
sustainable development is now found as a central theme throughout the United Nations
and its specialized agencies. Evidence of this shift can be seen in the creation of the Division
ol Sustainable Development within the United Nations Department of Economic and
Social Affairs, the establishment of a vice president for environmentally and socially
sustainable development at the World Bank, and the declaration of the United Nations
Decade of Education for Sustaimable Development. Similarly, numerous national and local
governmental entitics have been established to create and monitor sustainable
development strategie.'s.52 According to a recent survey by the International Council for
Local Environment Initiatives, “6,416 local authorities in 113 countries have either made
a [ormal commitment to Local Agenda 21 ar are actively undertaking the process,” and
the number of such processes has been growing dramatically.®® In addition to these
governmental efforts, sustainable development has emerged in the organization charts of
businesses (such as Lafarge™), consultancies (including CH2M Hill**), and investment
indices (such as the Dow Jones Sustainability Index}.

Sustainability science and technology

Sustainable development is also becoming a scientific and technological endeavor that,
according to the Initiative on Science and'lechnology for Sustainable Development, “seeks
to enhance the contribution of knowledge to environmentally sustainable human
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development around the world.”®This emerging enterprise is focused on deepening our
understanding of socio-ecological systems in particular places while exploving innovative
mechanisms for producing knowledge so that it is relevant, credible, and legitimate to
local decisionmakers, *

The efforts of the science and technology community to contribute to sustainable
development is exemplified in the actions of the major Academies of Science®™® and

59

[nternaticnal Disciplinary Unions, in collaborative networks of individual scientists and

technologists,* in emerging programs ol interdisciplinary education,® and in many eflorts

to supply scientific support to communities,®

A grand compromise

One of the successes of sustainable development has been its ability to serve as a grand
compromise between those who are principally concerned with nature and environment,
those who value economic development, and those who are dedicated o improving the
human conditien, At the core of this compromise is the inseparability of environment and
development described by the World Commission on Environment and Development,
"Thus, much of what is described as sustainable development in practice are negoliations
in which workable compremises are found that address the environmental, economnie, and
human development objectives of competing interest groups. Indeed, this is why so marny
definitions of sustainable development include statements about open and democratic
decisionmaking,

At the global scale, this compromise has engaged the wealthy and poor countries of
the world in a common endeavor. Before this compromise was formally adopted by
UNCED, the poorer countries of the world often viewed demands for greater
environmental protection as a threat to their ability to develop, while the rich countries
viewed some of the development in poor countries as a threat to valued envirormental
resources. The concept of sustainable development attempts to couple development
aspirations with the need to preserve the basic life support systems of the planet.

So, what is sustainable development?

Since the Brundtland Commission first defined sustainable development, dozens, if not
hundreds, of scholars and practitioners have articulated and promoted their own
alternative definition; yet a clear, fixed. and immutable meaning remains elusive, This has
led some observers to call sustainable development an oxymoron: fundamentally
centradictory and irreconcilable, Further, if anyone can redefine and reapply the terin to
fit their purpeses, it becomes meaningless in practice, or worse, can be used to digguise
or greenwash socially or environmentally destructive activities,

Yet, despite these critiques, each definitional attempt is an important part of an
ongoing dialogue. In fact, sustainable development draws much of its resonance, power,
and creativity [rom its very ambiguity. The concrete challenges of sustainable development
are at least as heterogeneous and complex as the diversity of human societies and natural
ecosystems around the world, As a concept, its malleability allows it to remain an open,
dynamic, and evolving idea that can be adapted to fit these very dilferent sitvations and
contexts across space and time, Likewise, its openness to interpretation enables
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participants at multiple ievels, from local to global, within and across activity sectors, and
in institutions of governance, business, and civil socicty to redefine and reinterpret ity
meaning to fit their own situation, Thus, the concept of sustainability has been adapted to
acdldress very different challenges, ranging from the planning of sustainable cities to
sustainable livelihoads, sustainable agriculture to sustainable fishing, and the efforts to

develop common carporate standards in the UN Global Compact and in the World

Business Council for Sustainable Development.

Despite this creative ambiguity and openness to interpretation, sustainable
development has evolved a core set of guiding principles and valves, based on the
Brundtiand Cominission’s standard definition to meet the needs, now and in the future,
for human, economic, and secial development within the restraints of the life support
systems of the planet, Further, the connetations of both of the phrase’s root words,
“sustainable” and “development” are generally quite positive for most people, and their
combination imbues this concept with inherent and near-universal agreement that
sustainability is a worthwhile value and goal — a pawerful feature in diverse and conflicted
social contexts.

Importantly, however, these underlying principles are not fixed and immutable but
the evolving product of a global dialogue, now several decades old, about what
sustainability should mean. The original emphasis on economic development and
envirenmental protection has been broadened and deepened to include alternative notions
ol development (human and social) and alternative views of nature (anthropocentric versus
ecocentric), Thus, the concept maintains a creative tension between a few core principles
and an openness Lo reinterpretation and adaptation to different social and ecological
contexls,

Sustainable development thus requires the participation of diverse stakeholders and
perspectives, with the ideal of reconciling different and sometimes opposing values and
goals toward a new synthesis and subsequent coordination of mutual action to achieve
multiple values simultaneously and even synergistically. As real-world experience has
shown, however, achieving agreement on sustainability values, goals, and actions is often
difficult and painful work, as dilferent stakeholder values are forced to the surface,
compared and contrasted, criticized and debated. Sometimes individual stakeholders find
the process too difficult or too threatening to their own values and either reject the process
entirely to pursue their own narrow goals or critique it ideclogically, without engaging
in the hard work of negotiation and compromise. Critique is nonetheless a vital part of
the conscious evolution of sustainable development — a concept that, in the end, represents
diverse local to global efforts to imagine and enact a positive vision of a world in which
basic human needs are met without destroying or irrevocably degrading the natural
systemns on which we all depend.

Notes

b hitp:/ / www.google, com / search?q=%2 2sustainable+development%2 2 & start=08&
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Ode, Nigeria: The Role of Social Capital, Participation, and Scicnce and Technology,” CID
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accounts, or buy insurance. The author blames mostly the inability of governments to create
the conditions that allow the financial industry to develog. Inadequate supervision of barks,
for example, encourages risky foans and downright fraud, decreasing people’s willingress
to deposit their money in the banking system; widespread corruption raises the cost of
getting loans; and unreliable power supply makas it impossible to run medern firancial
institutions that rely on computer networks. But new technglogies are helping avercame
some of these problems, and private firms are showing increasing inlersst in serving a
market where demand for financial services 1s very streng, although prefit opportunities
were seen as limited until recently.

There is wide agreement among development economists — and increasing evidence —
that the role of the financial system in promsting economic development Is extremely
important. Just as well-functioning financial systems can stimulate productive investment,
economic growth, and poverty reduction, inefficient and poorly regulated financial systems
can make it nearly Impossible for a country to achieve economic progress, The spread of
microcredit has shown the tremendous impact that financlal services can have in helping
the poor ralse their standards of living. Access to these services cannot be expacted to
eradicate poverty by itself—we have seen that development is a comgplex process with many
components. But anything.that helps.channel scarce financial resources to people with

ﬂ ‘.‘/% entreprencurial idzas has the potential to promote econamic development. And to the extent

that taking out small loans or insuring against risk makes it easier for the poor in
developing countries to achieve their personal goals, financial services promote human
development directly.
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e

Diana Farrell and Susan Lund

UNLEASHING INDIA’S POTENTIAL
The key is to modernize the financial system

CASUAL OBSERVER MIGHT INFER from India’s lourishing stock markets,

fast-growing mutual funds, and capable private banks that the country’s financial
system is one of its strengths. But closer inspection reveals that tight government control
over almost every other part is undermining the overall performance and curbing
India’s economic resurgence. Il India is to sustain rapid GDP growth and spread its benefits
more broadly, it nceds a financial system that is comprehensively market-oriented and
elficient,

The [inancial system’s shorteomings largely fall into three arcas. First, Incia’s formal
financial institutions atiract only half of Indian houscholds’ savings, and none of the $200
biltion they keep tied up in gold. Secdnd, India’s financial institutions allocate more than
half of the capital they do attract to the least productive areas of the economy: state-owned
enterprises, agriculture, and the unorganized sector (mostly made up of tiny businesses).
The more praductive corporations \}n India’s dynamic private sector receive only 43
percent of all commercial credit, Third, India’s financial system is inefficient in both of its
main tasks of mobilizing savings and allocating capital. That means Indian borrowers pay
more for their capital and depositors receive less than in comparable economies.

These failings place a heavy burden on India’s economy, and fixing them would give
it an immense boost. Research by the McKinsey Global Institute (MGI) calenlates that an
inl‘egrated program of Anancial system reforms could add $48 billion to GDP each year,
"This would raise India’s real GDP growth rate to 9.4 percent per yea, from the current
three-year average ol roughly 7 percent. India’s growth would be roughly on par with
China’s and just shy of the government’s 10 percent target, and household incomes would
be 30 percent above current projections by 2014, lifting millions more households than

expected out of poverty.
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Where they are saving

Not long into our study we discovered that, despite India’s 130-year-old stock market,
long history of private banks, and generally well-developed public institutions, the nation’s
financial system intermediates a surprisingly small amount of the economy’s total capital.

This is demonstrated by the relative shallowness of India’s hnancial system, measured by

the value of all financial assets in the country relative to GDDP. At 160 percent, India’s
financial depth is significantly lower than that of other fast-growing Asian economies,
notably China (Figure 33.1).

Closer examination revealed just how much of the savings and investment fueling
India’s economic growth occurs outside India’s formal financial system. Indian households
save 28 percent of their disposable income, but invest only half of these savings in bank
deposits and other financial assets. Of the other half, they invest 30 percent in housing,
and put the remainder — which amounted to §24 billion last year — into machinery and
equipment for the 44 million tiny houschold enterprises that make up the economy’s
unorganized sector, This is despite the fact that, with a few exceptions, househald
businesses are below efficient scale, lack technology and business know-how, and have low
levels of productivity. In 2005, Indian households also bought more than $ 10 billion worth
of gold, arguably another form of non-financial savings, and are now the world’s largest
gold consumers.

India’s economy would grow faster if the financial system could attract more of the
nation’s savings and channel them into larger-scale, more productive enterprises. We
calculate that a program of reforms that helped India's financial system to capture and
invest more productively just half of the household savings now used for gold purchases
and investments in subscale household enterprises could add §7 billion each year to GDP

Financial depth, 2004
Financial assets as a percent of GDP

R oty
=] Corporate debt

Government debt

Bank deposits and currency

Indonesia Philipplnes  India Thailand China South  Singapore Malaysla  Japan
Korea

Figure 33.1 India’s financial depth remains low compared to other nations
Note: Numbers may not add due to rounding.

Source: McKinsey Global Institute Global Financial Stock Database; team analysis,
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Financing the least—productive investments

On the face ol it, India’s financial system is better at allocating capital than those in many
other emerging markets. It has some high-performing private and foreign banks, and its
stock ol non-performing loans, at about 5 percent of all loan balances, is manageable. It
has a well-run equity market that lists mostly private companics.

But 2 closer look reveals significant room for improvement, India’s financial system
in fact channels only a minority of the savings it does manage to capture to entrepreneurs
in the private sector, The majority of funding goes to the government, and to those
investments that the gavernment designates as priorities, India’s private corporations
receive just 43 percent of total commercial credit —a level that has not changed much
since 1999,

The rest goes to state-owned enterprises, agriculture, and the tiny businesses in the
unorganized sector. This pattern of capital allocation impeces growth because state-owned
enterprises are, on average, only half as productive as India’s private firms, and vequire
twice as much investment to achieve the same additional output. Productivity in
agriculture and the micro-businesses of the unorganized scctor is only one-tenth as high
as in India’s modern private firms, and investment efficiency is commensurately low.

India’s equity market, as we have noted, does a somewhat better job of funding the
private sector — private company shares represent 70 percent of market capitalization.
But new equity issues account for little of the flunding raised by companies in any country,
and in India, they amount to just 2 percent of the gross funds they raise. Not surprisingly,
Indian companies rely heavily on vetained earnings to fund their operations and
investments — these account [or nearly 80 percent of the funds they raise, a far higher level
than in other Asian economies {Figure 33.2).

Sources of funds raised
$ billion, percent, 2000-05*

204 1,916 40

Internal
funds

India Japan Inconesia South Singapore Malaysia United Hong
Korea States Kong
Figure 33.2 lndian firms rely heavily on retained carnings
*Based on sample of 160 companics per country outside of United States, Companies were ranked
by gross sales, and 40 companics from cach quartile were taken as the sample, U8, sample includes
all listed companies with revenues excceding $500 million, 1995 o 2004,

Source; Bloomberg; McKinsey Global Institute analysis,
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Reforms that enabled the financial system to channel a larger portion of credit to
private companies would raise the economy’s productivity, State-owned firms and
household enterprises would need to improve their operations te compete successfull
for finance, Accompanied by complementary reforms to India’s labor and product markets,
India would be able to get more output for each rupee invested with a resulting boost to
GDP we calculate at up to §$19 billion a year,

In the government’s grip

'The government’s tight control of India’s financial system explains its poor allocation of
capital, Regulations oblige banks and other intermediaries to direct a high proportion of
their funding to the government, and to its priority invesanents, Banks have to hold 25
percent of their assets in government bonds — and in practice, the state-owned banks that
dominate the banking sector choose to hold even more. Government policies then require
banks te direct 36 percent of their loans to agriculture, househeld businesses, and the
state’s other priority sectors. However, loans directed in this way have higher default rates
than others and are more costly to administer because of their small size. As well as
diverting credit from the more productive private sector, this policy also lowers lending
overall, since banks’ unprofitable directed lending has to expand in proportion with their
discretionary tending, Not surprisingly, Indian banks lend just 60 percent of deposits,
compared to 83 percent for Thai banks, 90 percent for South Korean banks, and 130
percent for Chinese banks,

Similar policies require that 90 percent of the assets of provident funds {essentially
pension funds) and 50 percent of life insurance assets are held in government bonds and
related securities. Without these rules, pension funds, mutnal funds, and insurance
companies would be an important source of demand for corporate bonds and equities in
Indlia, as they are in other countries,

These policies have allowed India’s government and state-owned enterprises to absorb
an astonishing 70 percent of the savings funneled into the financial system since 2000,
Some of this funding flows to rural areas and to public sector enterprises to ensure that
employment remains robust, But the government also maintains these policies to finance
a persistently large budget deficit that, together with state deficits, has consistently
averaged around 9 percent of GDP over the past 25 years, despite large variations in the
macroeconomic enviromment over that time.

A costly intermediary

The government’s influence on India’s financial system also lowers its efficiency and raises
the cost of financial intermediation. India has the highest level of state ownership of banks
of any major economy today, apart from China — and even China is now secking foreign
investment in most of its major commercial banks. India’s new private banks have a
combined market share of only 9 percent. Foreign banks account for another § percent
of deposits, but cannot expand because of limits on foreign investment in banking.

The prevalence of state-owned banks means that there is little competitive pressure
to improve operations, These banks meet their costs by maintaining high margins between
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Jending and deposit rates: bank margins arc 6.3 percent in India, compared with an average
of 3.1 pereent in the case of South Korea, Malaysia, Singapore, and the United States.

Banks also face negligible competition from India’s tiny cor porate bond market, whose
value amounts to just 2 percent of GDP The reason the market has remained so small is
a mass ol regulations that unnecessarily raise the cost of issuing bonds, lengthen listing
Procedures, and increase disclosure requirements. 1o avoid these hassles, most Indian
companies look for funding elsewhere. Some turn to private placements of debt, which
total $44 billicn — more than ten times the amount of publicly traded bonds. The largest
companies also issue international bonds, despite the currency risk involved.

However, most sizable companies ave forced to seek funding from banks, and this in
turn crowds out bank lending to smaller companies and consumers, the banks’ natural
customers. If India were to develop a vibrant corporate bond market and the financial
system were to offer the mix of bonds and bank loans seen in other emerging econotmnies,
India’s companies — large and small — would enjoy substantially lower funding costs.

Even India’s equity market is constrained by heavy regulation elsewhere in the financial
sector. The market would function even better if domestic financial intermediaries, with
their long-term mindset, held more shares — but they are currently required to invest in
government bonds. Instead, corporate insiders own half of all shares, and this not only
weakens the degree ol market oversight but also potentially lowers the quality of
governance, Retail investors own only 17 percent of shares, but account for 85 percent
of trading — suggesting that they view the market as a gambling opportunity rather than
a source ol steady, long-term returns,

Reform will spur growth

"The necessary reforms will primarily affect the banking sector, the corporate bond market,
and India’s domestic institutional investors. But the set of reforms must be carefully
integrated, since many problems in India’s financial system cut across its various markets.
To achieve their full potential, reforms in one area will require complementary changes
in others — for instance, changes in capital account and foreign investment policies.

Still, a single principle should guide the whole reform program.The government
must loosen its grip on the financial system and allow financial institutions and inter-
mediaries to respond to market signals. This means lifting directed lending policies and
restrictions on the asset holdings of banks and other intermediaries, in order to release
more capital for more productive investment in the Indian economy. It also requires
reclucing state ownership in the banking sector, developing a corporate bond market, and
easing the many regulations holding back the development of pensions, mutual funds, and
insurance companies. In addition to raising efliciency and returns, so doing will also enable
intermediaries to create more attractive consumer financial products, draw a larger share
of household savings into the financial system, and increase total investment in the
economy.

Financial sector reforms are also needed to allow reforms of the rest of the Indian
economy to succeed. To achieve higher rates of growth, both corporate and infrastructure
investments must increase, and this will require a robust bond market to provide long-
term funding, as well as more investment by foreign companies in many sectors. Faster
growth will, in turn, necessitate a Jarge increase in construction of both residential housing
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and commercial properties —and that will be impossible without similarly rapid growth Chapter 34
in mortgage financing, which currently comprises only 3 percent of GDP. //"—'——
Some of India’s regulators are understandably resistant to financial system relorm
because they perceive it to involve risks and political trade-offs. They fear, for instance
that abandoning directed lcnding would stifle growth in the rural economny, patentially,
increasing rural unemployment. However, India’s rural poor, as well as its entrepreneurs
would be better served il the financial system was free to allocate all its available capl'tai
to more productive businesses that can create waged jobs. If total liberation of the financial M u ha mm ad Y unus
systgm seems a step too far, the government could, as a transitional measure, provide
market-based incentives — such as tax breaks or subsidies — for banks to go on lending to
priority areas rather than direct their lending by fiat,
Expanding the most productive parts of the Indian economy is, over time, not only BAN K ERT O THE P O O R

the best way to increase the number of well-paid jobs and lift more people out of poverty,

but also to {ill the public purse. The last fifteen years of liberalization of the real economy M iC ro- ‘ € nd l ng an d the battl €
have allowed India’s economy to surge ahead. It is now time that the Indian government agai ﬂSt WO F| d pove I’ty

allowed its financial systern to do the same,

REVIEW AND DISCUSSION QUESTIONS

According to Farrell and Lund, what are the main problems with India’s financial system?
Indian households invest a substantial amount of money in small, family-run businesses, Why
do the authors believe that this kind of investment is not the best way to promote economic
growth?

What are the major differences between how firms in India and firms In other AsTan countries
pay for their investment?

In what ways does the Indian Government intervene In the financial system?

Do you agree with the authors’ recommendations for impraving Indian financial markets? Why
or why not?

THE STOOL MAKERS OF JOBRA VILLAGE

N 1976, I BEGAN VISITING the poorest households in Jobra to see if I could help

them directly in any way. There were three parts to the village: a Muslim, a Hindu, and
a Buddhist section, When [ visited the Buddhist section, I would often take one of my
students, Dipal Chandra Barua, a native of the Budchist section, along with me. Otherwise,
a colleague, Professor H. 1. Latifee, would usually accompany me. He knew most of the
families and had a natural talent for making villagers feel at ease.

One day as Latifee and [ were making our rounds in Jobra, we stopped at a rundown
house with crumbling mud walls and a low thatched roof pocked with holes. We made
our way through a crowd of scavenging chickens and beds of vegetables to the front of the
house. A woman squatted on the dirt floor of the verandah, a half-finished bamboo stool

gripped between her knees. Her fingers moved quickly, plaiting the stubborn strands of

cane. She was totally absorbed in her work.

On hearing Latifee’s call of greeting, she dropped her bamboo, sprang to her feet,
and scurried into the house,

“Don’t be [rightened,” Lalifee called out, “We ave not strangers, We teach up at the
university. We are neighbors, We want to ask you a few questions, that is all.”

Reassured by Latifee’s gentle manner, she answered in a low voice, “There is nobody
home.”

She meant there was no male at home. In Bangladesh, women are not supposed to
talk to men who are not close relatives,

Children were running around naked in the yard, Neighbors peered out at us from

their windows, wondering what we were doing,
In the Muslim sections of Jobra, we often had to talk to women through bamboo walls
or curtaing. The custom of purdah (literally, “curtain” or “veil”) kept married Muslim




402 MUHAMMAD YUNUS

women in a state of virtual seclusion [rom the outside world, It was strictly observed in

Chittagong District.

Aslam a native Chittagonian and speak the locel dialect, I would try to gain the
confidence of Muslim women by chatting, Complimenting a mother on her baby was a
natural way to put her at ease. I now picked up one of the naked children beside me, but

he started to ary and rushed over to his mother, She let him climb into her arms.

“How many children do you have?” Latilee asked her.

“T'hrea.”

“He is very beautiful, this one,” I said.

Slightly reassured, the mother came to the doorway, holding her baby. She was in her
early twenties, thin, with dark skin and black eyes. She wore a red sari and had the tired
eyes of a woman who labored every day from morning to night.

“What is your name?” [ asked.

“Sufiya Begum.”

“How old are you?”

“Twenty-one r

I did not use a pen and notepad, for that would have scared her off. Later, I only
allowed my students to take notes on return visits.

“Do you own this bamboo?” [ asked.

“Yes”

“How do you get it?”

“I buy it.”

“How much does the bamboo cost you?”

“Five taka.” At the time, this was about twenty-two cents,

“Do you have five taka?”

“No, I borrow it from the paikars.”

“The middlemen? What is your arrangement with them?”

“I must sell my bamboo stools back to them at the end of the day as repayment for
my loan,”

“How much do you sell a stool for?”

“Five taka and fifty poysha.”

“Se you make fifty poysha profit?”

She nodded. That came to a profit of just two cents.

“And could you borrow the cash from the moneylender and buy your own raw
material?”

“Yes, but the moneylender would demand a lot. People who deal with them only
get poorer.”

“How much does the moneylender charge?”

“It depends. Sometimes he charges 10 percent per week, But I have one neighbor
who is paying 10 percent per day.”

“And that is all you earn from making these beautiful bamboo stools, fifty poysha?”

“Yes.”

Suilya did not want to waste any more time talking. I watched as she set te work again,
her small brown hands plaiting the strands of bamboo as they had every day for months
and years on end. This was her livelihood. She squatted barefoot on the hard mud. Her

fingers were callused, her nails black with grime.
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How would her children break the cycle of poverty she had started? How could they
go 1o school when the income Sufiya earned was barely enough to feed her, let alone
shelter her family and clothe them properly? it seemed bopeless to imagine that her babies
would one day escape this misery.

Sufiya Begum earned two cents a day. It was this knowledge that shocked me. In my
university courses, I theorized about sums in the millions of dollars, but here before my
eyes the problems of life and death were posed in terms of pennies. Something was wrong.
Why did my university courses not reflect the reality of Sufiya’s life? [ was angry, angry at
myself, angry at my economics department and the thousands of intelligent professors
who had not tried to address this problem and solve it. It seemed to me the existing
economic system made it absolutely certain that Sufiya’s income would be kept perpetually
at such a low level that she would never save a penny and would never invest in expanding
her economic base. Her children were condemned to live a life of penury, of hand-to-
mouth survival, just as she had lived it before them, and as her parents did before her. I
had never heard of anyone suftering for the lack of tweaty-two cents, It seemed impossible
to me, preposterous, Should I reach into my pocket and hand Sufiya the pittance she
necded for capital? That would be so simple, so easy. Tresisted the urge to give Sufiya the
money she needed, She was not asking for charity, And giving one person twenty-two
cents was not addressing the problem on any permanent basis.

Latilee and 1 drove back up the hill to my house. We took a stroll around my garden
in the late-alternoon heat, I was trying to see Suliya’s problem from her point of view. She
sullered because the cost of the bamboo was five taka. She did not have the cash necessary
to buy her raw materials. As a result, she could survive only in a tight cycle - borrowing
from the trader and selling back te him, Her life was a form of bonded labor, ot slavery.
The trader made certain that he paid Sufiya a price that barely covered the cost of the
materials and was just encugh to keep her alive. She could not break free of her exploitative
relationship with him. To survive, she needed to keep working through the trader,

Usurious rates have become so standardized and socially aceeptable in Third World
countries that the borrower ravely realizes how oppressive a contract is. Exploitation
comes in many guises. In rural Bangladesh, one maund (approximately 37 kilograms) of
husked rice borrowed at the beginning of the planting season has to be repaid with two
maunds at harvest time, When land is used as security, it is placed at the disposal of the
creditor, whe enjoys ownership rights over it until the total amount is repaid. In many
cases, a formal document such as a bawnanama establishes the right of the creditor,
According to the bawnanama, the creditor usually refuses to accept any partial payment of
the loan. After the expiration of a certain period, it also allows the creditor to “buy” the
land at a predetermined “price.” Another form of security is the dudan system, in which
traders advance loans against standing crops for purchase of the crops at predetermined
prices that are below the market rate, Suliya Begum was praducing her bamboo stools
under a dadan arrangement with a paikar,

In Bangladesh, the borrowing is sometimes made for specific and temporary purposes
(to marry off a daughter, to bribe an official, to fight a court case), but sometimes it is
necessary for physical survival — to purchase lood or medication or to meet some
emergency situation. In such cases, it is extremely difficult for the borrower to extricate
himself or hersell from the burden of the loan, Usually the borrower will have to borrow

again just to repay the prior loan and will ultimately wind up in a cycle of poverty like
Sufiya. [t seemned to me that Sufiya’s status as a bonded slave would only change if she could
find that five taka for her bamboo. Credit could bring her that money. She could then seil
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her products in a free market and charge the [ull retail price to the consumer. She just
needed twenty-two cents.

The next day I called in Maimuna Begum, a university student who collected data for
me, and asked her to help me make a list of people in Jobra, like Suliya, who were
dependent on traders, Within one week, we had a list prepared, it named [orty-two
people, who borrowed a total of 856 taka — less than 27 dollars,

“My God, my God. All this misery in all these families all for of the lack of twenty-
seven dollars!” I exclaimed.

Maimuna stood there without saying a word. We were both sickened by the reality
ofitall,

My mind would not let this problem lie, Twanted to help these forty-two able-bodied,
hard-working people. 1 kept going around and around the problem, like a dog worrying
a bone. People like Sufiya were poor not because they were stupid or lazy. They worked
all day long, doing complex physical tagks.They were poor because the financial institutions
in the country did not help them widen their economic base. No formal finandial structure
was available to cater to the credit needs of the poor, This credit market, by default of the
formal institutions, had been taken over by the local moneylenders, It was an efficient
vehicle; it created a heavy rush of one-way trallic on the road to poverty. But if I could
just lend the Jobra villagers the twenty-seven dollars, they could sell their products to
anyone, They would then get the highest possible return for their labor and would not be
limited by the usurious practices of the traders and moneylenders.

It was all so easy. I handed Maimuna the twenty-seven dollars and told her, “Here,
lend this money to the forty-two villagers on our list. They can repay the traders what
they owe them and sell their products at a good price.”

“When should they repay you?” she asked.

“Whenever they can,” I said. “Whenever it is advantageous for them to sell their
products, They don’t have to pay any interest. I am not in the money business.”

Maimuna left, puzzled by this turn of events.

Usually when my head touches the pillow, I fall asleep within seconds, but that night sleep
would not come, I lay in bed feeling ashamed that I was part of a society that could not
provide twenty-seven dollars to forty-two skilled persons to make a living for themselves,
It struck me that what I had done was drastically insufficient. If others needed capital, they
could hardly chase down the head of an economics department. My response had been ad

hocand emotional, Now I needed to create an institutional answer that these people could
rely on. What was requirec was an institution that would lend to those who had nothing,
I decided to approach the local bank manager and request that his bank lend money to the
poor. It seemed so simple, so straightforward. I [ell asleep.

The next morning I climbed into my white Volkswagen beetle and drove to my local
branch of the Janata Bank, a governiment bank and one of the largest in the country. Janata’s
university branch is located just beyond the gates af the campus on a stretch of road lined
with tiny stores, stalls, and restaurants where local villagers sell students everything from
betel nuts to warm meals, notebooks, and pens. It is here that the rickshaw drivers
congregate when they are not ferrying students from their dormitories to their classrooms.
The bank itself is housed in a single square room., Its two front windows are covered with
bars and the walls are painted a dingy dark green. The room is filled with wooden tables
and chairs, The manager, sitting in the back to the left, waved me over.
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“What can [ do for you, sir?”

The office boy brought us tea and cookies. T explained why Ihad come, “The last time
I borrowed from you was to finance the Three Share Program in Jobra village. Now I have
a new proposal. I want you to lend money to the poor peaple in Jobra. The amount
involved is very small. T have already done it mysell, 1 have lent twenty-seven dollars to
forty-two people. There will be many more poor people who will need money. They need
this money to carry on their work, to buy raw materials and supplies.”

“What kind of materials?”The bank officer looked puzeled, as if this were some sort
of new game whose rules he was not familiar with. He let me speak out of common respect
[or a university head, but he was clearly confused.

“Well, some make barmaboe stools. Others weave mats ov drive rickshaws, If they
borrow money from a bank at commercial rates, they will be able to sell their products
on the open market and make a decent, profit that would allow them to live better lives.
As it is now, they work as slaves and will never manage to get themselves out from under
the heel of the wholesalers who lend them capital at usurious rates.”

“Yes, I know about mahajons [moneylenders],” the manager replied.

“So I have come here today because T would like to ask you to lend moncey to these
villagers.”

The bank manager’s jaw fell open, and he started to laugh, “I can’t do that!”

“Why not?” I asked,

“Well,” he sputtered, not knowing where to begin with his list of objections. “For one
thing, the small amounts you say these villagers need to borrow will not even cover the
cost of all the loan docurents they would have to fill out.The bank is not going to waste
its time on such a pittance.”

“Why not?” I said, “To the poor this money is crucial for survival”

“These people are illiterate,” he replied. “They cannot even fill out our loan forms.”

“In Bangladesh, where 75 percent of the people do not read and write, filling out a
form is a ridiculous requirement.”

“Every single bank in the country has that rule.”

“Weil, that says something about our banks then, doesn’t it?”

“Even when a person brings money and wants to put it in the bank, we ask him or

to write down how much she or he is putting in”

“Why?”

“What do you mean, "Why?"”

“Well, why can’t a bank just take money and issue a receipt saying, ‘Received such
and such amount of money from such and such a person?” Why can’t the banker do it?
Why must the depositors de it?”

“Well, how would you run a bank without people reading and writing?”

“Simple, the bank just issues a receipt for the amount of cash that the bank receives.”

“What if the person wants to withdraw money?”

“I'don’t know . . . there must be a simple way. The borrower comes back with his or
her deposit receipt, presents it to the cashier, and the cashier gives back the money.
Whatever accounting the bank does is the bank’s business,”

'The manager shook his head but did not answer this, as if he did not know where
to begin,

“It seems to me your banking system is designed to be anti-illiterate,” I countered.
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Now the branch manager seemed frritated. “Professor, banking js not as simple as you
think,” he said.

“Maybe so, but T amn also sure that banking is not as complicated as you make it out
to be”

“Look, the simple truth is that a borrower at any other bank in any place in the world
would have to fill out forms?”

“Okay,”1 said, bowing to the obvious. “If I can get some of my student volunteers to
fill out the forms for the villagers, that should not be a problem.”

“But you don’t understand, we simply cannot lend to the destitute,” said the branch
Imanager,

“Why not?” [ was trying to be polite. Our conversation had something surreal about
it. The branch manager had a smile on his face as if to say he understood that I was pulling
his leg. This whole interview was humorous, absurd really,

They don’t have any collateral,” said the branch manager, expecting that this would
put an end to our discussion.

“Why do you need collateral as long as you get the money back? That is what you
really want, isn’t it?”

Y 5

“Yes, we t our back,” explained tl -, T [

, wanl our money back,” explained the manager, “But at the same time we
need collateral, That is our guarantee.”

“1o me, it doesn’t make sense. The poorest of the poor work twelve howrs a day. They
need to sell and earn income to eat. They have every reason to pay you back, just to take
another loan and live another day! That is the best security you can have — their lile.”

The manager shook his head. “You are an idealist, Professor. You live with books
and theories.”

“But if you are certain that the money will be repaid, why do you need collateral?”

“That is our bank rule.”

“So only tl ho h llate *

o only those who have collateral can borrow?

“Yes »

“It’s a silly rule, It means only the rich can borrow.”

“I don’t make the rules, the bank does.”

“Well, I think the rules should be changed,”

“Anyway, we do not lend out money here.”

“You don’t?”

“No, we only take deposits from the faculty members and [rom the university.”
“But don’t banks make money by extending loans?”
“Only the head office makes loans. We are here to collect deposits [rom the university

and its employees. Our loan to your Three Share Farm was an exception approved by our
head office.”

“You mean to say that if I came here and asked to borrow money, you would not lend
it to me?”
£ r ] H
That is right.” He laughed. It was evident the manager had not had such an
entertaining afternoon in a long time,
“So when we teach in our classes that banls make loans to berrowers, that is a lie?”

“Well, you would have to go through the head office for a loan, and I don’t know what
they would do.”

“Sounds like I need to talk to officials higher up.”
“Yes, that would be a good idea.”
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As I finished my tea and got ready to leave, the branch manager said, “T know you’ll
not give up. But from what I know about banking, I can tell you for sure that this plan of
yours witl never take off”

A couple of days later, I arranged a meeting with Mr. R, A. Howladar, the regional
manager of the Janala Bank, in his office in Chittagong. We hacdl very much a repeat of the
conversation 1 had with the Jobra branch manager, but Howladar did bring up the idea of
a guarantor, a well-to-do person in the village who would be willing to act an hehalf of
the borrower. With the backing of a guarantor, the bank might consider granting a loan
without collateral.

I considered the idea. It had obvious merit, but the drawbacks scemerd insur-
mountabie.

“I can't do that,” I explained to Howladar, “What would prevent the guarantor [rom
taking advantage of the person whose loan he was guaranteeing? He could end up a tyrant.
He could end up treating that borrower as a slave.”

There was a silence, It had become clear from my discussions with bankers in the past
few days that [ was not up against the Janata Bank per se but against the banking system
in general,

“Why don’t | become guarantor?” asked.

“You?”

“Yes, can you accept me as guarantor for all the loans?”

The regional manager smiled. “How much money are you talking about?”

'lo give myself a margin of error and room to expand, I answered, *Altogether
pmbably 10,000 taka ($300), not more than that.”

“Well,” he fingered the papers on his desk. Behind him T could see a dusty stack of
folders in old bindings. Lining the walls were piles of similar pale blue binders, rising in
teetering stacks to the windows, The overhead fan created a breeze that played with the
files. On his desk, the papers werc in a state of permanent fluttering, awaiting his decision,

“Well,” he said. “I would say we would be willing to accept you as guarantor up to
that amount, but don’t ask for more money.”

“It’s a deal .”

We shook hands. Then something occurred to me. “But if one of the borrowers does
not repay, | will not step in te honer the defaulted loan.”

The regional manager looked up at me uneasily, not certain why I was being so difficult.

“As guarantor, we could force you to pay.”

“What would you do?”

“We could start legal proceedings against you.”

“Fine. [ would like that,”

He looked at me as if I were crazy. That was just what I wanted. I felt angry. T wanted
to cause some panic in this unjust, archaic system. I wanted to be the stick in the wheels
that would finally stop this infernal machine. I was a guarantor, maybe, but I would not
guarantee,

“Prolessor Yunus, you know very well we would never sue a department head who
has personally guaranteed the loan of a beggar. The bad publicity alone would offset any
money we might recover from you. Anyway, the loan is such a pittance it would not even
pay for the legal lees, much less our administrative costs of recovering the money.”

“Well, you are a bank, you must do your own cost-benefit analysis. But I will not pay
il there is any default.”
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“You are making things difficult for me, Professor Yunus”

“I'am sorry, but the bank is making things difficult for a lot of people — especially
those wheo have nothing”

“l am (rying to help. Professor.”

“l understand, It is not you but banking rules I have a quarrel with.”

After more such back and forth, Howladar concluded, “I will recommend your loan
to the head office in Dhaka, and we will see what they say.”

“But I thought you as regional officer had the authority to conclude this matter?”

“Yes, but this is far too unorthodox for me to approve. Authorization will have to
come from the top.”

It took six months of writing back and forth to get the loan formalized. Finaily, in
December 1976, I succeeded in taking out a loan from the Janata Bank and giving it to
the poor of Jobra. All through 1977, Thad to sign each and every loan request. Even when
I'was on a trip in Europe or the United States, the bank would cable or write to me for a
signature rather than deal with any of the real borrowers in the village. I was the guarantor
and as far as the bank officials were concerned I was the only one that counted, They did
not want to deal with the poor who used their capital. And | made sure that the real
borrowers, the ones I call the “banking untouchables,” never had to suffer the indignity
and demeaning harassment of actually going to a bank.

That was the beginning of it all. I never intended to become a moneylender. 1 had no
intention of lending money to anyone. All I really wanted was to solve an immediate
problem. Out of sheer frustration, I had questioned the most basic banking premise of
collateral. I did not know if 1 was right, T had no idea what I was getting myself into. [ was
walking blind and learning as I went along, My work became a struggle to show that the
{inancial untouchables are actually touchable, even huggable. To my great surprise, the
repayment of loans by people who borrow without collateral hag proven to be much better
than those whose borrowings are secured by assets. Indeed, more than 98 percent of our
loans are repaid, The poor know that this credit is their only opportunity to break out of
poverty. They do not have any cushion whatsoever to fall back on. If they fall afoul of this
one loan, they wil} have lost their one and only chance to get out of the rut,

A PILOT PROJECT IS BORN

I did not know anything about how to run a bank lor the poot, so I had to learn from
scratch, In January 1977, when Grameen started,  studied how others ran their loan
operations and I learned from their mistakes. Conventional banks and credit cooperatives
usually demand Jump sum payments, Parting with a large amount of cash at the end of a
loan period is often psychologically trying for borrowers. They try to delay the repayment
as long as they can and in the process they make the loan grow bigger and bigger. In the
end, they decide not to pay back the loan at all. Such long-term lump sum payments also
prompt both borrowers and lenders to ignore difficulties that come up early on; rather
than tackle problems as they appear, they hope that the problems will go away by the time
the loan is due.

In structuring our credit program, I decided to do exactly the opposite of traditional
banks. To overcome the psychological barrier of parting with large sums, I decided to
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institute a daily payment program. I made the loan payments so small that borrowers
would barely miss the money. And for ease in accounting, I decided to ask that the loans
be paid back fully in one year. Thus, a 365 taka loan could be paid at the rate of 1 taka a
day over the course of one year,

To most of those who will read this book, a taka a day may seem like a laughable sum,
but it does produce steady incremental gains, The power of the daily taka reminds me of
the clever prisoner who was condemned to death. Brought before the king on his execution
day, the prisoner was granted one last wish. He pointed to the chessboard at the right of
the king’s throne and said, *I wish only For a single grain of rice on one square of the
chessboard and that that grain be doubled for cach succeeding square.”

“Granted,” said the king, who could not fathom the power of geametrical progression.
Scon the prisoner reigned over the entire kingdom.

Slowly my colleagues and I developed our own delivery-recovery mechanism and, of
course, we made many mistakes along the way, We adapted our ideas and changed our

procedures as we grew, For example, when we discovered that support groups were crucial
to the success of our operatiens,-we required that each applicant join a group of like-
minded Pe(ﬂﬂ? E)’JQ&&QEi&ﬂi,l&L@g.Qll.Qmig and social.conditions, Convinced that solidfu*ity
would be ;s'tronger if the groups came inte being by themselves, we refrained from
managing them, but we did create incentives that encouraged the borrowers to help one
another succeed in their businesses. Group membership not only creates support and
protection but also simoeothes out the erratic behavior patterns of individual members,
making each borrower more reliable in the process, Subtle and at timeg not-so-subtle peer
pressure keeps each group member in line with the broader objectives of the credit
program. A sense of intergroup and intragroup competition also encourages each member

to be an achiever. Shifting the task of initial supervision to the group not only reduces-the
wark of the bank but alse increases the sellzreliance of the individual borrewers. Because
e e e e e st e SR, i # ot ot oecnp P 4 b el S

the group approves the loan request of each member, the group assumes moral
responsibility lor the loan. Il any member of the group gets into trouble, the group usually
comes forward to help,

In Jabra, we discovered that it is not always casy for borrowers to organize themselves
into groups, A prospective borrower first has to take the initiative and explain how the
bank works to a second person. This can be particularly difficult for a village woman. She
cften has a difbcult time convincing her friends — who are likely to be terrified, skeptical,
or [orbidden by their husbands to deal with money — but eventually a second person,
impressed by what Grameen has done for another household, will take the leap of joining
the group. Then the two will go out and seek out a third member, then a fourth, and a
filth. Once the group of five is formed, we extend loans to two members of the group. If
these two repay regularly for the next six weeks, two more members may request loans,
The chairperson of the group is normally the last borrower of the five, But often, just
when the group is ready, one of the five members changes her mind, saying, “No, my
husband won’t agree. He doesn’t want me to join the bank.” So the group falls back to
four, or three, or sometimes back to one. And that one has to start all over again.

It can take anywhere Irom a few days to several months for a group to be recognized
ar certified by Grameen Bank. To gain recognition, all the members of a group of five
prospective borrowers have to present themselves to the bank, undergo at least seven days
of training on our policies, and demonstrate their understanding of those policies in an
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oral examination administered by a senior bank official, Each of the members must be
individually tested, The night before her test, a borrower often gets so nervous that ghe
lights a candle in a saint’s shrine and prays to Allah for help. She knows that if she fails she
will let down not only herself but also the others in her group. Though she has studied,
she worries that she will not be able to answer the questions about the dutics and
responsibilities of a Grameen Bank member, What if she forgets? The bank worker will
send the group away, telling all the members to study some move, and the others in the
group will chastise her, saying, “For God’s sake, even this you can’t do right! You have
ruined not only yoursell but us as well

Some critics argue that our rural clients are too submissive and that we can intimidate
them into joining Grameen. Perhaps this is why we make our initiation process so
challenging, The pressure provided by the group and the exam helps ensure that only those
who are truly needy and serious about joining Grameen will actually become members.
Those who are better off usually do not find it worthwhile, And even il they do, they will
[ail our means test and be forced to leave the group anyway, We want only courageous,
ambitious pioneers in our micro-credit program. Those are the ones who will succeed.

Once all members pass the exam, the ay finally comes when one of them aslks for a
first loan, usually about twenty-five dollars, How does she fecl? Terrified., She cannot sleep
at night. She struggles with the fear of failure, the fear of the unknown, The morning she
Is to receive her loan, she almost quits, Twenty-five dollars is simply too much
responsibility for her, How will she ever be able to repay it? No woman in her extended
family has ever had so much money. Her friends come around to reassure her, saying,
“Look, we all have to go through it. We will support you. We are here for just that, Don’t
be scared. We will all be with you.”

When she finally receives the twenty-five dollars, she is trembling, The money burns
her fingers, Tears roll down her face. She has never seen so much money in her life, She
never imagined it in her hands. She carries the bills as she would a delicate bird or a rabbit,
until someone advises her to put the money away in a safe place lest it be stolen.

This is the beginning for alinost every Grameen borrower. All her life she has been
told that she is no good, that she brings only misery to her family, and that they cannot
alford to pay her dowry. Many times she hears her mother or her father tell her she should
have been killed at birth, aborted, or starved. To her family she hes been nothing but
another mouth to feed, ancther dowry to pay. But today, for the first ime in her life, an
institution has trusted her with a great sum of money. She promises that she will never
let down the institution or herself, She will struggle to make sure that every penny is

paid back.
[..]

REVIEW AND DISCUSSION QUESTIONS

Where did Jobra’s stool maker borrow the funds to run her small kusiness? Why didn‘t she
borrow from moneylenders?

What reasons did the manager of the government-ocwned Janata Bank give to explain why he
was not interested in lending money to Jobra's craftspeople?

Why was Yunus cpposed to the idea of having a well-to-do guarantor to back the leans?
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According to Yunus, how has the Grameen Bank achieved an amazing 98 percent repayment
rate for its loans? Why hasn‘t the absence of collateral resulted in more frequent defaults?
How is the repayment of Grameen Banlc loans structured? What is the logic behind this

structure? . -
Why must Grameen barrowers be part of a group of five borrowers to obtain a loan?

Do you see any limitations te the Grameen Bank “model”? Can Institutions like the Grameen
Bank make a significant contribution to economic development in peot countries? Why

or why not?




Chapter 35

Daniel Pearl and Michael M. Phillips

SMALL CHANGE

Bank that pioneered loans for the poor
hits repayment snag

ICROCREDIT 1S A GREAT IDEA with a problem: the bank that made
it famous,

Grameen Bank, launched in Bangladesh in 1976 by an economics professor named
Muhammad Yunus, popularized the idea of giving poor people tiny loans to launch
businesses. The bank has helped inspire an estimated 7,000 so-called microlenders with
25 million poor clients worldwide,

To many, Grameen proves that capitalism can work for the poor as well as the rich.
It has become an icon for the drive to give needy entrepreneurs a share in economic
development. And that iconic status owes a lot to an almost miraculous loan-repayment
rate of “over 95 percent,” as the bank’s Web site says.

But Grameen’s performance in recent years hasn’t fived up to the bank’s own hype.
In two northern districts of Bangladesh that have been used ta highlight Grameen’s success,
half'the loan portiolio is overdue by at least a year, according to monthly figures supplied
by Grameen. For the whole bank, 19 percent of loans are one year overdue, Grameen
itself defines a loan as delinquent if it still isn"t paid off two years after its due date. Under
those terms, 10 percent.of all the bank s loans are overdue, giving it a delinquency rate
more than twice the often-cited level of logs than 5 percent,

Some of Grameen’s troubles stem from a 1998 fload, and others from the bank’s own
success. Imitators have brought more competition, making it harder for Grameen to
control its borrowers. The bank’s loan portfolio grew rapidly in the early 1990s, but it has
now shrunk to 1996 levels, at $190 million. Profits have declined about 85 percent, to
the equivalent of $189,950 last year from $1.3 miilion in 1999, The bank, with 1,170
branches, all in Bangladesh, has high operating costs. Grameen would be showing steep
losses if the bank followed the accounting practices recommended by institutions that help
finance microlenders through low-interest loans and private investments, And the situation
may be worse than it appears; the bank is converting many overdue loans into new
“flexible” loans that Grameen reports as up-to-date,
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Microlenders have been reluctant to call attention to Grameen’s troubles, “Grameen’st”

repayment rates have never been as good as they’ve claimed,” says Jonathan ]. Morduch,

associate professer of economics and public policy at New York University, “Because
Cirameen has been so well-known, no])od}_' has _vEnl.ed to rigk imdermining | the reputation
of the icea”

“Microcredit is getting renewed attention as other poverty-fighting tools come under
attack, Left-wing protesters accuse the World Bank of selling out the poor to corporate
interests. Right-wing ULS. politicians argue that aid to the Third World has been wasted.
U1.S. lobbies often try to quash elforts to open American markets to iinports from paor
countries,

But ll)ln;]_g‘(‘l,_;lll is an Idea ever yone ¢an agree on: It L uses pr 1va£% cntm‘]n; an be
profitable and gets money straight to the poor. Bridging thn_ gap between rich and paar

wlll help eliminate conditions of dee.pan and hopelessness that breed violence and
extremism,” declares an electronic-mail message circulated after Sept. 11 by Bill Clapp,
the chairman of Global Partnerships, a microcredit support organization based in Seattle.

The microcredit industry knows its reputation rides largely on Grameen's, Damian
von Staulfenberg, chairman of a Washington-based microcredit rating agency called
Microrate, was alarmed by recent rumors of financial weakness at Grameen, even though
the agency doesn’t rate the bank. “IFit’s true, it would be a blow to the rest of us, because
of the symbol Grameen is,” Mr. von Staulfenberg says. He says he repeatedly asked a
Grameen alfiliate, Grameen Poundation USA, this summer for detailed information on
the bank’s loan portfolio, but got only a brochure and a 1998 annual report.

“l didn't hear back from him after that, so I assumed he had the information
he wanted,” says Alex Counts, president of the foundation, which promotes Grameen
in the UL.S.

Mr. Yunus, a congenial man of 61, acknowledges that Grameen has had some
repayment difficulties in the past five years. He blames political upheavals, the 1998 oo
and management errors, Told that the Web site still claimed a 95 percent recovery rate,
Mr. Yunus said it was through “inefficiency” that Grameen hadn’t updated some infor-
mation. Grameen has added a footnote to the Web site saying the information was true as
ol 1996. But more recent fgures still aren’t listed.

The repayment troubles are temporary, according to Mr. Yunus. “There is no problem,”
he saidl in an August interview in his modest office, which has no air conditioning despite
Bangladesh’s steamy climate, He says three-fourths of borrowers repay on time every
week, and Grameen assumes that the poor will repay even long-delinquent loans. The
bank, he says, is stronger than ever,

Mr. Yunus says borrowers have surprised him with their ability to take on new
challenges, Borrowers who reach a certain level of savings can bu y one share in Grameen

and collectively they own 93 percent. Mr,
bg_liowel s to invest in other ventures undel the (ﬂ ameen umb1 Llla moblle 1)hones
textiles and | 111g11~tec]1 office 3 space for rent on the top floors of the Grameen Bank tower.

“We have proved beyond a reasonable doubt that poor people are bankable,” Mr. Yunus
says. “We are not looking for charity”

Grameen, which means “village”in Bengali, got started after Mr. Yunus visited a village
in southern Bangladesh. He met a woman who wove bamboo stools but had to sell them
for meager profits to the man providing the materials. As an experiment, Mr. Yunus lent
a total of $27 to 42 women in the village. All of them vepaid.
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When Mr. Yunus approached the Bangladesh government for funds in 1979 to expand
his experiment, govermment bankers were skeptical that poor, landless women would
repay. So Mr.Yunus conducted an experiment in Tangail, a [ertile district north of Dhaka,
His staffers showed up unannounced in villages and recruited groups af women to take
loans. Again, all of them repaid.

The new bank was a kind of small-husiness lender, with some unusual policies, It took
no deposits at first. It lent enly to poor women who had ne collateral. Borrowers formed
groups of five, each member getting loans only as long as everybody made payments.
Borrowers recited Mr.Yunus’s “16 decisions”— including enforcing loan “discipline” within
the group, keeping families small and not giving a dowry for a daughter’s wedding — a
difficult “decision” to follow in this culture.

Grameen, which has provided millions of poor Bangladeshi women with access to
aredit, became the industry’s symbol mostly through Mr. Yunus’s personality and
proselytizing, He set up the Grameen Trust, which gives loans and holds workshops for
start-up lenders who have adopted the Grameen model from Arkansas to Zimbabwe, with
mixed results,

M. Yunus is also the guiding force behind the industry’s main public-relations vehicle,
the Mwlit Sum"_n__}’it. At the first summit, in Washington in {997, Mr. Yunus sat at the
head table at a private lunch with Queen Sofia of Spain and World Bank President James
D, Walfenschn, who ended the meal by giving Mr. Yunus a big hug, At a regional summit
last month, he gave an opening address beside Mexican President Vicente Fox. Friends
tout Mr.Yunus for a Nobel Peace Prize.

Mr. Yunus's 1997 autobiography, “Banker to the Poor,” gave no hint of doubt in
Grameen’s future, “All the strength of Grameen comes from its near-perfect recovery
perlormance,” he wrote. It is not merely the money which is reflected through the
recovery ratc, it is the discipline.”

Lven then, however, Grameen’s recovery rate was slipping, In 1997, 4.6 percent of
Grameen'’s loans were more than two years overdue, up [rom 0.7 percent a coupie of
years earlier, And Tangail has now become Grameen’s worst region, with 32,1 percent
of ioans two-years overdue as ol August,

One reason is that microlending has lost its novelty. In Tangail, signboards for rival
microlenders dot a landscape of gravel roads, jute fields and ponds with simple fishing
nets. Shopkeepers playing cards in the village of Bagil Bazar can cite from memory the
terms being offered by seven competing microlenders — a typical repayment plan for a
1,000-taka ($17) loan is 25 taka a week for 46 weeks, At an annualized rate, that works
out to 30 percent in interest, Surveys have estimated that 23 percent to 40 percent of
families borrowing [rom microlenders in Tangail borrow from more than one.

Borrowers have also become more rebellious. “The experience was good in the
beginning,” says Munjurani Sharkan, who became leader of a Grameen group in Tangail’s
Khatuajugnie village in 1986. To put pressure on “lazy” group members who were slow
making payments, she says she used to start removing the tin rools of their homes. But
one day, the whole group decided to stop making payments.

They were protesting Grameen's handling of a fund it created for each group, using
5 percent of each loan and additional mandatory deposits. The “oroup fund” was meant
for emergencies, but many borrowers wanted to withdraw money from the group fund.
After a protest movement, complete with placards and amplified speeches, Grameen
finally agreed to give borrowers casier access to the fund,
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Borrower groups had become lobbying groups, and Mr. Yunus hadn’t noticed the
change, says Muhammad Yahiyeh, former director of Grameenlrust. “An entire group
would say, ‘Unless you pay this person 5,000 taka, we will all stop paying,”™ says Mr,
Yahiyeh, who now runs a small microlender. Mr., Yunus says he still thinks groups are good
for loan discipline. Grameen just didn’t explain the group fund properly, he says, and
politicians stirred up the borrowers,

The typical Grameen success story features a woman who turns a small loan into ayv”’
successful shop or cralt business. But Grameen also has customers such as Belatun Begum,
a borrower in Khatuajugnie since the late 1980s. She took one loan in three installments,
totaling 30,000 taka (about §525). She says the original loan was to buy a cow, but she
actually gave some money to her husband, a well-digger, and used the rest to improve her
house. She conlesses to borrowing a neighbor’s cow to show Grameen at meetings. One[
recent study found one-fourth of microcredit loan money in Bangladesh is used for
household congumption,

Mr. Yunus says that doesn’t bother him as long as borrowers repay. Grameen tells
womet to think ol a loan as a mango tree and to eat only the fruits, he says, not the tree
itself,

But Gramecn introduced so many loan options in the carly 1990s — housing loans,
student loans, seasonal loans — that borrowers were often paying off one with another,
says Aminur Rahman, an anthropologist based in Ottawa, Canada, who studied Grameen
borrowers in a'Tangail village six years ago. Returning earlier this year, he found only six
of 120 horrowers were getting income from Grameen-funded investments.

Massive floods in 1998 hit Grameen’s borrowers hard. The bank let borrowers skip
several payments, Grameen borrowed $80 million from Bangladesh’s government banks,
with a sovereign guarantee, and used the money to make new loans to borrowers.
Informally, it forgave the old loans,

Grameen also bailed out borrowers whose problems had nothing te do with the flood.
Ms. Begum, for instance, stopped paying when she had to provide dowries for two
daughters, She skipped group meetings, but Grameen workers came to her door asking
for her 200-taka weekly payment, she says, “Let us make some income and we’ll pay you,”
she told them.

Earlier this year, Grameen came up with a proposal: pay just 50 taka a week for six
months, and then take a new Grameen loan for twice the amount she repaid. Ms, Begum
accepted, Grameen calls the program a “Hexible loan,” and treats the old, delinquent loans
as back on schedule, as long as some regular payment is being made.

Ata Grameen branch near Khatuajugnie, manager Mohammed [mam Modem shows
his computer-printed ledger, full of cross marks to indicate missed payments, The
rescheduling program and Grameen's personal visits to husbands as well as wives are
improving the picture: The branch had 1,510 defaulters before; now it has 846. Attendance
at weekly meetings is up to 66 percent, from 47 percent before.

“Grameen Bank’s philosophy is not to abandon but to rehabilitate,” says Muzzamal
Hugq, a Grameen general manager.

But Grameen wmay simply be delaying inevitable defaults and hiding problem loans.
One paper produced by the Consultative Group to Assist the Poorest, or CGAP, a donor

group that sets industry standards, warns that heavy use of refinancing “can cloud the
ability to judge its loan-loss rate.” CGAP is a collective of 27 public and private donors,
including the World Bank, the L1.S. Agency for International Development and several
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ULN. agencies, that account for the vast majority of aid to microcredit institutions around
the world.

CGAP says relinanced loans should at least be listed separately. Grameen doesn’t do
so. Tt says refinanced loans are one-fifth of its portfuolio,

CGAP recommends that microlenders report as at risk the entire remaining balance
of any loan with a payment more than 90 days overdue. The Palli Karma-Sahayalk
Foundation (PKSF), which Mr. Yunus helped set up in 1991 to distribute foreign funds to
other Bangladesh microlenders, requires its microlenders ta report as overdue any loan
that is cne week late, The average overdue rate among the foundation’s lenders is 2 percent,
It’s impossible to know Grameen'’s overdue rate by that standard, since it reports only
loans that are one year and two years overdue,

PKSFalso says it requires borrowers to make a 50 percent provisicn against potential
loan losses for any loan overdue by a year. Grameen made 2 15 percent provision for such
loans in 1999, and none last year, Following PKSIF guidelines would have produced a loss
of more than $7.5 million for 2000 instead of Grameen’s reported profit of less than
$200,000.

In early 1998, Grameen approached the International Finance Corp., the business-
finance arm of the World Bank, about turning some of Grameen’s portiolic into securities.
The IFC declined to proceed, in part becanse Grameen “didn’t provide all the account
information the IFC requested,” an IFC official said. The official requested anonymity
because the IFC is reticent about discussing its negotiations with clients,

Mr. Yunus denied the IFC official’s claims. He said Grameen is “gencrously covered”
against loan defaults.

Other microlenders have become much more stringent. Accion International, a U.S. -
based network of microfinance institutions, requires its affiliates in Africa and Latin
America to list as “at risk” any loan overdue by 30 days or more. Asked about Grameen’s
two-years standard, Accion Chief Executive Maria Otero says, “I don’t think any [bank]
superintendency in a million years would agree to something like that.”

Grameen Barik isn’t under any formal supervision, “They are regulated, but they are
reguiated by themselves,” says Akhtaruz Zaman, director of the Financial Institution
Department for the Bangladesh Bank, the country’s central bank, He means the board of
directors, which is led by borrowers. Mr. Zaman says Grameen'’s deposits are “well-
protected” and the bank is “doing fine.”

Harder-headed microlenders are stealing the spotlight, though, One rising star is the
Association for Social Advancement (ASA}, a Bangladesh charity, which boasts 1.5 million

borrowers and just 0.7 péréehi of loans overdue, even by a week. Dispensing with

borrower groups, ASA leans on borrowers’ husbands and relatives if Payments are missed,
says the managing director, Shafiqual Haque Choudhury. To him, Grameen’s approach is
an ingenious idea that didn’t stand the test of time.

“If we manage our operation in the Grameen way,” says Mr, Choudhury, “we’ll never
be able to cover cur costs.”

REVIEW AND DISCUSSION QUESTIONS

1 According to Pearl and Phillips, what are the major problems that the Grameen Bank has
run into?
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Why does Grameen founder Muhammad Yunus feel that these problems are just temporary?
According to the authors, what possible weaknesses does the microcredit system exhibit?
What are some of the differences between how Grameen operates and how other microcredit
lenders do?

1f you were in charge of a microcredit organization, would you organize it along the Grameen
modai or use a different approach? Why? Explain.
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THE HIDDEN WEALTH OF THE POOR

Financial services are at last spreading from the rich to the devcloping world —and even

making money {. , .]

N RICH COUNTRIES, FINANCIAL services on the whole work remarkably

well, despite the exotic salaries, the crackpot deals and the occasional bust. The vast
majority of people have access to interest-bearing savings accounts, mortgages at reasonable
rates, abundant consumer credit, insurance at premiums that reflect the risk of losses, cheap
ways of transferring money, and innumerable sources of capital for funding a business.

By contrast, financial services for poor people in developing countries — a business
known as “microfinance” — have mostly been awful or absent, With no safe place to store
whatever money they have, the poor bury it, or buy livestock that may die, or invest in
jewellery that may be stolen and can be hard to sell, Basic life and property insurance is
rarely available, Home loans are costly, if indeed they can be found at all. For many people,
the only source of credit is a pawnshop or a moneylender who may charge-staggeringly
high interest and beat up clients who fail to pay on time. In the Philippines, lenders who
zip from town to town on motorcycles expect six pesos back for every five they lend. That
translates into an annual interest rate of over 1,000 percent on a loan for a month.

For workers [rom poor countries who venture abroad to earn a better living, sending
moncy home to relatives can be hugely expensive. Such remittances have become an
important source of income in many developing countries, dwarfing other inflows of
capital from overseas such as foreign direct investment and multilateral aid. But if the
money is being sent, say, from America to Venezuela, charges can amount to as much as
34 percent of the sum involved, according to Dilip Ratha of the World Bank.

WM&H}@ 1poor so badly served? The easy answer, that people who have little money
do not make suitable clients for sophisticated fnancial services, is at most a half-truth, A
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betler explanation, this survey will argue, is that the poor have been hurt by massive
market and regulatory failure, Fortunately that failure can be, and increasingly is being,
remedied.

In most developing countries, the barriers to providing financial services for the
masses are all too clear, Inflation tends to be high and volatile; government is often
incompetent; and the necessary legal framework for financial services is often missing.
Property laws can make it impossible for poor borrowers to use assets such as their home
as collateral for loans,

In the past, many countries have outlawed “usury”, and today many Islamic countries
prohibit the charging ol interest. Governments in developing countries often impose caps
on the interest rates charged on loans for the poor. Despite their popular appeal, such caps
undermine the profitability of lending and thus reduce the supply of loans.

Incomplete and erratic regulation of linancial institutions has also undermined the
confidence of the poor in the financial services that are available. When they can find an
institution that will accept their tiny deposits, it often lacks the sort of government deposit

T e . . - e - . ———
ce that is routine i'g rich countries, so when a bank goes under, savers sufler. For
example, Indonesia’s 1" Bank ‘Dagang Ball, once known for its work with poor dlients,
was closed by regulators last year after it was discovered to be insolvent and riddled with
fraud. Many savers did not get their meney back.

Corruption is also commonpiace in many developing countries. A recent study by
the World Bank found thatin two poor states in India where the financial system is largely
controlled by the government, borrowers paid bribes to officials amounting to between
8 percent and 42 percent of the value of their loans. Corruption raises the cost of every
financial transaction, allows undesirable transactions to take place and undermines
consumer confidence in the financial system. This, and the related curse of ¢ronyism,
explains why access to financial services in countries where the state has control over the
financial sector is poorer than where it does not.

Inadequate basic public services add to the burden on financial firms. SKS, a fast-
growing microfinance institution in India, has had to build back-office systems that can
work on two hours of power a day; it closely monitors voltage when its computers are
running and keeps a diesel gencrator on hand. Many others simply give up on the idea
of modern technology and continue to use paper instead. This makes them vulnerable.
The tsunami in December 2004 wiped out financial records at many small Indonesian
banks.

But notall the blame goes to poor-country governments. Financial-services firms too
have failed to do enough to deal with the lack of the sort of data (for example, about a
client’s financial history) that are taken [or granted in rich-country financial systems, and
to find ways of reaping economies of scale. Many have simply dismissed the possibility that
serving the poor might be a viable business.

The start ofsomething big

Inrecent years, at least in some parts of the world, this bleak picture has begun to change,
first in credit, then in savings and more recently in remittances. Even insurance — not only
the basic life sort but alse more sophisticated forms for things like cattle and weather risk
—is gradually being introduced.
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figure 36.1 You don’t have to be rich, but it helps:
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These changes have recently received a lot of attention in policymaking circles. Grand
claims have been made that credit can end poverty, A World Bank report byThorstei)ET?cE
Asli Demirguc-Kunt and Scledad Mﬁi‘"ﬁg&‘ﬁ{:ﬁis}md last month shaws a strong corre}ation,
between lack of financial access and low incomes (see Figure 36.1). Farlier research b
the first two authors and Ross Levine concluded that a sound financial system boost);
economic growth and particularly benefits pecple at the bottom end of the income leapue
A long-term study in Thailand by Robert Townsend of the University of Chicago amigjoe.
Kaboski of Ohio State University showed that families with access to credit invested tﬁore
consumed more and saved fess than those without such access. | ’

{ What makes microfinance such an appealing idea is that it offers “hepe to many poor
People of improving their own situations throu gh their own efforts,” says Stanle Flyst]:her
f‘ormer chiel economist of the World Bank and now governor of the Bank );f' Iqrael}
That marks it cut from other anti-poverty policies, such as international aid anci deiJ;

forgiveness, which are essentially top-down rather than bottom-up and have a decided!
mixed record. o ’
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Studies by Stuart Rutherford, who runs an experimental bank that provides loans and
takes deposits in the slums of Bangladesh, show that the poor attach great value to having
a safe place to keep money an< some means of providing for life’s risks, either through
savings or, better stili, through insurance, When financial services are available to them,
the poor, just like the rich, snap themn up,

In one sense, microfinance has been around for a long time, What is now generating
so much hope and excitement is less the discovery of some entirely new way to deliver
financial services to the poor than the effect of the rapid innovation that has taken place

in the past three decades.

From pawnshop to Citigroup

The oldest financial institution in the Americas is a pawnshop on Mexico City’s central
square, Set up in 1775 under an edict by the Spanish crown to assist people in financial
trouble, itis called Monte de Piedad, variously translated as the mountain of mercy or the
mountain of pity. Pity or mercy come in the form of cash in return for valuables,
Unclaimed items end up lor sale in a series of glittering rooms near the main banking hall.

By transforming trinkets into capital, pawnshops perform an important (if uncler-
appreciated) service, but they have threc limitations. They advance cash only to people
with assets. Their loans are based on the value of collateral, not of a business venture.
And the valuables held as collateral cannot be used to fund businesses, as banks’ cash
deposits can.

There have been two notable attempts to find alternatives. One hag been the creation
by (Iev’ekﬂgjpg:c_:c_)_g_gl;;y,gmemmm.&uh‘;u@_ﬁggg_gg_b_qpks, particularly to finance the rural poor.
These have mostly been a disaster. The other, much more successful one involved a number
ol organisations extending uncollateralised loans to very poor borrowers. In 1971,
O_m%glg.ll_}jgml_llﬁ%ional, a not-for-profit organisation with Christian roots, began
lending in Colombia. ACCION International, also not-for-profit, made the first of what

it called “micro” loans in 1973, Grameen Bapk started in 1976 and soon became
extraordinarily famous for offering “microcredit” to women in small groups.

To qualify, Grameen’s customers had to be extremely poor, probably earning less than
a dollar a day. To overcome the lack of collateral or data about creditworthiness, group
members were required to monitor each other at weekly meetings, applying varying
degrees of pressure to ensure repayment. As loans were repaid, people were allowed to
borrow more. The group replaced the security that pawnshops gained from collateral, The
model is not perfect, but it does have real virtues and has since spread around the world.

Why did these organisations start with providing credit? They assumed that poor
people were unable to save, and that their sole need was for capital. But that was not the
whole story, When BRI, a failing state-controlled rural lender in Indonesia, was trans-
formed into a bank for the poor in 1984, it offered not only the usual loan products but

also a govemment—guaranteed savings account with no minimum deposit, This has been

an extraordinary success: BRI now has 30m savings accounts.

Nobody knows how many institutions are providing microfinance in some form, but
the number is certainly huge, They are growing fast and serving a vast number of people
in absolute terms, although still only a small proportion of the billions who earn only a
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few cents a day. Local banking giants that used to ignore the poor, such as Ecuador’s Bank
Pichincha and India’s ICICI, are now entering the market. Even more strikingly, some of
the world’s biggest and wealthiest banks, including Citigroup, Deutsche Bank,
Commerzbank, HSBC, ING and ABN Amro, are dipping their toes into the water,

The downsides

Not everyone has been pleased with the praspect of better financial services for the poor,
tIslamic fundamentalists have bombed branches of Grameen in Bangladesh and attacked
;loan officers of other institutions in India. Macists have looted microfinance offices in

Nepal. The head of a microfinance effort in Afghanistan was murdered, possibly by drug
\ traders.

To drug lords in Afghanistan, the availability of credit is unwelcome because it gives
a choice to farmers who were previously forced to grow poppies for want of other ways
to finance their crops. For the elites in closed markets running inefficient monopolies,
credit raises the prospect of future challenges from entrepreneurs. For radical Muslims,
it means that women (who in many countries make up the bulk of microfinance borrowers)
are able to run viable businesses and become independent. And for everyone in paor
countries, credit can mean social upheaval as merit and enterprise replace inheritance,
family ties and position.,

Nor does micrelending always have a happy outcome, The clients of K-Rep, an
excellent Kenyan microfinance bank in a small town on the fringes of Nairobi, are a pretty
resourceful lot, but when the government stopped repairing roads, picking up rubbish
and spraying for malaria, some were at their wits’ end. Drainage in the marketplace was
plugged by uncollected garbage and customers stopped coming. Maria Njambi, a single
mother with a ten-year-old child, used to have a viable business selling fruit and vegetables
she bought with credit from K-Rep, but she had to watch her inventory rot and has stopped
repaying her loan. She is not alone in her mislortune. A report in 2002 by CARD, a
microfinance organisation in the Philippines, offers the following explanation [or borrower
attrition: “It is a tragic fact that over time, husbands will fall sick, sari-sari [variety] stores
will be robbed, harvests will be poor and children will die,”

Yet microfinance institutions typically claim extraordinarily low loan losses of 1-3
percent, a bit better than the rate for big banks in rich countries and much better than for
the big credit-card companies. Given the difficulties facing businesses in poor areas, some
critics question the accuracy of these figures. Many of the banks lending to the poor are

their capital has been provided by governments or philanthropists, and often does not have
to be repaid, so perh: »s microfinance dnstitutions are -being quigtly lenient.with their
(y}}gglél"s. Indeed, large-scale defaults in microfinance may go unreported. The Townsend-
Kaboski research proje'ct in Thailand informally tracked hundieds of microfinance
institutions and found that in the five years before the Asian financial crises, 10 percent
failed and a quarter stopped lending,

So there is room for scepticism, but also plenty of reason for hope. The biggest of
these is just how much progress the industry has made in the past 30 years,
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REVIEW AND DISCUSSION QUESTIONS

Explain why, according to the author, the poor in developing countries have such limited

access to financial services.

Why does the author doubt the wisdom of interest rate ceilings, or laws that cap the interest

rate that can be charged on loans? Don‘t these ceilings prevent lenders from exploiting

horrowers and, therefore, protect the poor? Explain.

According o the author, what are some of the obstacles that limit the potential of

microfinance to help the poor? e
What kind of goverament policies would you recommend to help make financial services more

e

accessible te the pocr? Explain.




