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FOREWORD

ommon sense and observation of history suggest that policy makers

should be well aware of the potential economic, political, and in-
stitutional effects of the reforms they wish to pursue. Understanding
who the winners and losers from reforms are likely to be, as well as the
magnitude of the stakes involved, can allow reformers to hold a more
informed policy debate and can help them create coalitions that can over-
come resistance to change.

Along these lines, the World Bank is increasingly emphasizing the
analysis of distributional impacts of reform as a key element of the design
of reforms supported by Bank activities. To share its experience in this
endeavor, the World Bank has already produced guidance and good prac-
tice notes, including the User’s Guide to PSIA and a set of tools for
the estimation of distributional impacts presented in The Impact of Eco-
nomic Policies on Poverty and Income Distribution: Evaluation Tech-
niques and Tools. These publications focus on the overall approach for
the analysis of poverty and social impacts, and on the tools and tech-
niques available for their estimation.

As a complement to the materials already issued, this volume focuses
on issues likely to be encountered in selected reforms or reform packages.
Each of these reforms is likely to affect different groups of stakeholders in
different ways, thus calling for tailor-made sets of tools, techniques, and
approaches of analysis. This volume provides practical guidance in this
respect, building on recent experience in the World Bank. We are
delighted to be able to share the lessons we have learned from our own
experience over the past few years, and we trust the material in this book
will be helpful to practitioners and policy makers alike.

Luca Barbone
Director
Poverty Reduction Group
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INTRODUCTION

he analysis of the distributional impact of policy reforms' on the well-

being or welfare of different stakeholder groups, particularly the poor
and vulnerable, has an important role in the elaboration and implemen-
tation of poverty reduction strategies in developing countries. In recent
years, this type of work has been labeled as Poverty and Social Impact
Analysis (PSIA) and, increasingly, it is implemented to promote evidence-
based policy choices and foster debate on policy reform options. PSIA
helps to achieve the following:

B Analyze the link between policy reforms and their poverty and social
impacts

m Consider trade-offs among reforms on the basis of their distributional
impacts

® Enhance the positive impacts of reforms and minimize their adverse
impacts

B Design mitigating measures and risk management systems

B Assess policy reform risks

B Build country ownership and capacity for analysis

PSIA is not a product in itself. Rather, PSIA is an analytic approach
that can guide the analysis of distributional impacts. The process
begins with an ex ante analysis of expected poverty and social impacts
of policy reforms to help design the reforms. It then advocates moni-
toring results during implementation. Finally, where possible, PSIA
suggests evaluating ex post the poverty and social impacts of reforms.

PSIA is an important step in the design of reforms that are expected
to have large distributional impacts, are prominent in governments’
policy agenda, and are likely to involve significant debates.

RESOURCES AVAILABLE?

The World Bank has developed a series of resources over the past few years
to help practitioners analyze the poverty and social impacts of reforms:



Introduction

First, the User’s Guide to PSIA® introduces the main concepts under-
lying PSIA, presents key elements of good practice approaches to PSIA,
and highlights some of the main constraints and operational principles
of PSIA. The guide highlights key tools that practitioners may find useful
to undertake the PSIA of policy reforms, but it does not aim to be com-
prehensive in coverage.

Second, as a complement to the User’s Guide, the World Bank has
developed guidance on selected tools and techniques. In terms of eco-
nomic tools, a first volume, The Impact of Economic Policies on Poverty and
Income Distribution: Evaluation Techniques and Tools,* presents a com-
pendium of existing techniques, the principles on which they are built,
and illustrative applications. The techniques range from incidence analy-
sis to tools linking microeconomic distribution to macroeconomic
frameworks or models. Currently, a second volume, Evaluating the Impact
of Macroeconomic Policies on Poverty and Income Distribution Using
Micro-Macro Linkages Models, is being prepared. This volume will pre-
sent five approaches through which macro-counterfactual experiments
can be modeled and linked to microeconomic data. Additional guidance
is also being provided by the World Bank and the Department for Inter-
national Development (DFID) for a sourcebook about Tools for Institu-
tional, Political, and Social Analysis (TIPS) in Poverty and Social Impact
Analysis (PSIA).?

Third, the World Bank has produced a Good Practice Note,® which
provides advice to World Bank staff and their counterparts on promot-
ing PSIA in-country and integrating it within development policy sup-
port operations as envisaged by the World Bank’s Operational Policy on
Development Policy Lending (OP 8.60).

Finally, a forthcoming book of case studies will provide a detailed
account of the experience to date in implementing the PSIA approach in
several countries. These case studies highlight the challenges faced and
the lessons learned in carrying out this work on the ground.”

THE NEED FOR SECTOR-SPECIFIC GUIDANCE

While information is available on the general approach, techniques, and
tools for distributional analysis, each sector displays a series of specific
characteristics. These characteristics have implications for the analysis of
distributional impacts, including the types of impacts and transmission
channels that warrant particular attention, the tools and techniques that
are most appropriate, the data sources typically required, and the range
of political economy factors most likely to affect the reform process.
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Hence, as a complement to the resources listed above, each chapter
provides an overview of the specific issues arising in the analysis of the
distributional impacts of selected categories of policy and institutional
reforms. Each chapter then offers guidance on the selection of tools and
techniques most appropriate to the reforms under scrutiny as well as
examples of applications of these approaches.

The individual chapters are meant to be indicative only and do not
attempt to cover issues for each selected type of reform in an exhaustive
fashion. In addition, the chapters currently focus on economic analysis.
They will be complemented with more details on social and institutional
analysis after the sourcebook on social tools becomes available.

OUTLINE OF THE VOLUME

Each chapter is organized around the different transmission channels
through which policy reforms can be expected to affect the population. The
chapters provide an overview of the typical direction and magnitude of the
expected impacts; the implementation mechanisms through which
reforms are typically carried out; the stakeholders that are likely to be
affected by the reform, positively or negatively, or that are likely to affect the
reform; and the methodologies typically used to analyze the distributional
impact. Each chapter illustrates these points with a series of examples,
applications, references, and sources, and includes a bibliography.

This volume covers six key areas of policy reform that are likely to
have significant effects on distribution and poverty: trade policy, mone-
tary and exchange rate policy, utility provision, agricultural markets, land
policy, and education policy. A forthcoming companion volume will
cover additional topics, including decentralization, pension, labor
markets, public sector downsizing, taxation, transport, and health. Fol-
lowing is a short synopsis of the most salient features discussed in the
individual chapters.®

Trade Policy Reforms

The links between trade policy reforms and poverty are complex and case
specific. Indeed, similar trade policies may have widely varying impacts
on poverty in different countries. Maurizio Bussolo and Alessandro
Nicita provide practitioners with thorough background information on
the different techniques available to understand and analyze these links.

Often, the effects of a trade policy reform are not transmitted directly
to households, or there are numerous shocks affecting households dur-
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ing the period of reform. The first step in reform impact analysis should
therefore be to focus on understanding the detailed pathways through
which trade reform can affect poverty.

The literature has concentrated on three pathways, namely, the
changes policy reform induces in (1) the prices of goods; (2) returns to
factors of production, particularly returns to labor earnings; and (3) gov-
ernment revenues and expenditures.

In practice, the analysis of the effects of trade liberalization on
poverty is regularly carried out in three steps. The first step is the estima-
tion of the changes in the prices of goods and labor returns resulting from
trade liberalization. In the second step, the income sources and con-
sumption baskets of each household are analyzed to construct budget and
income shares. During the last step, the changes in the prices of goods and
factors are mapped into each household’s budget and income shares to
produce an estimate of the changes in the welfare of the households.

Cross-country econometric analyses and in-depth single-country
case studies have generated a large body of evidence showing that trade
liberalization has an overall positive impact on growth. Indeed, the argu-
ment that trade liberalization can enhance growth has been a key reason
for undertaking trade policy reform. However, most studies find that the
benefits are distributed unevenly across households. The poverty effects
are dependent on the heterogeneous characteristics of poor households
in terms of endowments, consumption behavior, the employment sector,
and so on. For example, trade liberalization may disproportionately
benefit urban areas relative to rural areas. Because such reforms are likely
to have large indirect effects, microeconomic analysis should be comple-
mented by macroeconomic approaches whereby these indirect effects are
included and in which macroeconomic impacts, such as changes in the
balance of government and external accounts, can be accurately gauged.

Monetary and Exchange Rate Policy Reforms

In this chapter, Patrick Conway considers the impact of three related
groups of reforms on poverty and income distribution: exchange rate
adjustments, money supply adjustments, and adjustments to controls on
foreign capital flows. These are combined under the heading “monetary
policy” because of their shared conceptual links. The chapter first high-
lights the ties among these policies and then outlines the techniques avail-
able to assess the impact of related reforms on the poor.

Four steps are typically followed. First, a complete description of the
reform and its macroeconomic consequences is necessary. Because a
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reform affecting one macroeconomic aggregate typically affects other
dimensions, the analysis should consider the joint effects of the direct
monetary policy reform and all collateral macroeconomic changes. The
second stage identifies the relevant channels through which monetary
changes have distributional effects—both direct and indirect and in the
short and long run. The third stage is the measurement of the impact of
the policy reform on wages, relative prices, incomes, and employment.
The final stage involves tracking the effect of the reform on the welfare of
households. The chapter describes the various approaches available,
underlining their specific data requirements and providing numerous
practical examples.

Before closing, the chapter proposes two detailed sections on the
efforts of researchers to derive the impact of exchange rate reform on
poverty and income inequality and to identify the impact that reforms on
interest-rate-targeting or money growth rules have on poverty.

Utility Provision Reforms

Vivien Foster, Erwin Tiongson, and Caterina Ruggeri Laderchi examine
reforms in utility services: water, electricity, gas, and telecommunications.
These services have been grouped because they present common eco-
nomic and political issues. The chapter characterizes the main types of
utility reforms—public sector reform, private sector participation, regu-
latory reform, utility restructuring, and market liberalization.

There are different rationales for utility reforms, which may some-
times conflict; for example, from a macroeconomic perspective, utility
reform may represent a means to improve public finances, while from a
microeconomic perspective, reform may be a means to enhance utility
performance. For the first, the objective of maximizing fiscal flows can
generate pressure to reduce competition, keep regulation light, and min-
imize investment obligations. For the second, the central aim to improve
efficiency requires a much stronger focus on restructuring, regulatory
reform, and market liberalization.

The various types of utility reform have important distributional
implications. These key dimensions are employment and wages, service
prices, service quality, service access, fiscal flows, asset ownership, and
entry conditions. The chapter summarizes the extent to which each of the
components can influence these channels.

The authors identify the critical stakeholders in utility reform,
including workers, consumers (current or potential, legitimate or clan-
destine, urban or rural, and residential or nonresidential), owners, com-
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petitors, and the state. The balancing of interests among the stakeholder
groups is ultimately a political choice and depends on the design of the
reform and its subsequent implementation. The mitigating measures that
can be adopted to attenuate negative impacts of reform on any of these
stakeholder groups are described.

The appendixes to the chapter provide a comprehensive overview of
the literature on these impacts. They cover 50 country studies and 13 cross-
country studies.

They indicate the channels of impact covered in each of the studies
and summarize the methodology employed. They demonstrate the diffi-
culty of making generalizations about the magnitude and direction of the
impacts of any particular type of reform.

Agricultural Market Reforms

This chapter begins with a brief discussion of the theoretical reasons for
government intervention in agricultural markets. Mattias Lundberg then
lists the major types of interventions, which include price interventions,
quantity restrictions on imports, exports, domestic supply, or domestic
demand, and direct market interventions. The chapter focuses on
the reforms of the marketing boards and other parastatal or quasi-
government entities that undertake direct interventions.

The author supplies an extensive summary and analysis of the
reforms implemented in agriculture, particularly among the marketing
boards. The types of reforms undertaken in the first wave of structural
adjustment (mainly during the 1980s) were generally large, including the
removal of trade restrictions and the devolution or dissolution of paras-
tatal agencies. The agricultural market reforms were designed to reduce
or eliminate distortions in the sector and introduce market forces in agri-
culture. The second wave of reforms is focusing on issues of governance
and performance, that is, on deregulation, support for the private sector,
and risk management through insurance rather than direct intervention.
The chapter takes the view that state intervention in agricultural markets
has often provided opportunities for rent-seeking and capture, and has
rarely been able to achieve even limited goals.

The best method for examination of the impact of reforms is a com-
bination of economic theory and common sense. The analysis should
always begin with a description of the sector that has been or will be
affected and the sectors that interact with the affected sector in any sig-
nificant way. The analyst must understand the history of agricultural pol-
icy in the country. Furthermore, the characteristics of the commodities
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themselves may influence the design and impact of reforms. Are the prod-
ucts traded or nontraded? Do they provide tax revenue to the govern-
ment, or are they a drain on government resources? In addition, it is
necessary to understand the stakeholders. This requires some examina-
tion of the benefit incidence, even casually, of current policies. What rents
will be taken away and from whom? What benefits are expected in the
short run and in the long run?

Land Policy Reforms

Klaus Deininger reviews the approaches to the analysis of distributional
impacts of key land policy issues. Land reforms typically have far-reach-
ing distributional implications. Moreover, because land policy reform
often is politically controversial and usually must be sustained beyond the
term of governments that introduce the reform, information from the
analysis can be used to build a consensus and establish and monitor clear
performance indicators to limit the scope for corruption in the reform
process. Examples from individual countries demonstrate the scope for
using this approach to evaluate the position of various stakeholders
toward reform options, identify policy interventions for the benefit of the
poor, determine the most appropriate sequence of initiatives, and reduce
the potential for capture of the benefits by elites.

Major areas of land reform include the improvement of the security
of land tenure and efforts to facilitate broad-based access to land. The sec-
tion on securing land tenure highlights ways to enhance tenure security
and the positive impact of greater tenure security on investment, conflicts
over land, and land market participation.

The section on access to land covers important principles and poli-
cies, including ways to develop land rental and land sales markets, as well
as direct interventions to render land use more productive, such as
reforms involving land redistribution.

Land reform analysis typically depends on quantitative information
that is often not available through standard household surveys. For this
reason, the chapter addresses practical questions about sampling and
questionnaire design, which would allow household and community sur-
veys to be useful in the analysis of land policies. The analysis will invari-
ably require qualitative methods to complement the quantitative data.
Focus group discussions, personal interviews, and other types of qualita-
tive methods will be essential in plumbing the views of actual and poten-
tial beneficiaries to formulate or confirm hypotheses on the impacts of
specific interventions. Finally, the work must be conducted and the
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results of the analysis communicated in a transparent and credible way
that likely will contribute to a broader public policy discussion.

Education Policy Reforms

Erwin Tiongson reviews some of the experiences of developing countries
with large education reforms over the last decade. The chapter draws on
country case studies and recent findings to identify some of the poverty
and social impacts of education reforms, the principal transmission
channels through which stakeholders are affected by or influence the
reforms, and the standard tools for analysis in education.

The chapter provides an overview of reform efforts aimed at rapidly
expanding the supply of education, achieving equity in the provision of
education, and significantly improving the delivery of services. These
reforms—including expenditure restructuring, the elimination of user
fees, the introduction of a voucher system, the decentralization of educa-
tion, and others—may be classified under three broad categories of
reform, although there may be significant overlap among these cate-
gories: expenditure reform, financing reform, and management or insti-
tutional reform.

Through their impact on prices, income, employment, and wages,
education policy reforms redistribute resources, access to education, and
the quality of the services provided. They also redistribute authority and
the relationships of accountability.

The chapter reviews such effects of reforms on distribution. It pre-
sents an analytical scheme for understanding these distributional effects,
noting how they vary and how they are spread over time, mentioning spe-
cific features of each reform and documenting the transmission channels
through which stakeholder groups are affected. A survey of empirical
tools is provided for both qualitative and quantitative poverty and social
impact analyses, while singling out valuable empirical studies on each
tool. Finally, some risks to the reforms are noted and options for moni-
toring and evaluation are discussed.

NOTES

1. Here and throughout this book reforms are meant to encompass both policy
and institutional changes.

2. Please refer to www.worldbank.org/psia for further information. An elec-
tronic learning program (providing a self-paced introduction to the approach,
and the tools and methods available) and a series of case studies that illustrate
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good practice are available online and included in the CD ROM in the back
cover.

Available for download at www.worldbank.org/psia and included in the CD
ROM in the back cover.

Published by the World Bank and Oxford University Press in 2003, and edited
by F. Bourguignon and L. Pereira da Silva. The volume is available at
http://www1.worldbank.org/prem/poverty/psia/tools.htm. Check also www.
worldbank.org/psia for additional information on other tools and training
material.

Forthcoming in 2005. Please check at www.worldbank.org/psia for an update
on this publication.

Available at www.worldbank.org/psia.

Forthcoming in 2005. Please check at www.worldbank.org/psia for an update
on this publication.

These chapters, updates, and further reference material are available at
www.worldbank.org/psia.






Trade Policy Reforms

Maurizio Bussolo and Alessandro Nicita

uring the last two decades, the policy advice of bilateral and multi-

lateral donors to developing countries has been centered on favoring
greater market openness and better integration into the global economy.
Two major assumptions underpin this advice: (1) that outward-oriented
economies appear to have performed better in terms of economic growth
and (2) that raising average incomes generally benefits all groups of peo-
ple, including the poor.

However, these assumptions are now being challenged, and there are
doubts and uncertainties about the effects of trade reforms on poverty.
In a way, the discussion on trade policy is part of the larger debate on the
role of markets and government in development. Indeed, as Kanbur
(2001, 1,084) recently put it, “trade and openness is the archetypal,
emblematic area around which there are deep divisions, and where cer-
tainly the rhetoric is fiercest.”

Aside from the rhetoric and the wider policy choices, assessing the
effects of trade reforms on poverty is a complicated task. Measuring the
initial levels of trade protection and poverty, and the extent to which these
change across time and countries, is not trivial. Moreover, changes in

Maurizio Bussolo is senior economist at the Development Economics Research Group of
the World Bank. He can be reached at mbussolo@worldbank.org. Alessandro Nicita is a con-
sultant at the Development Economics Prospects Group, Trade. He can be reached at
anicita@worldbank.org and at the World Bank, 1818 H Street NW, Mail Stop MC 3-303,
Washington, DC 20433, phone: 1-202-473-4066.
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trade flows affect poverty through numerous channels. Some links are
positive and some are negative so that qualitative analyses are not enough
and quantitative assessments (that is, formal numerical models) are
needed to establish the final outcome. Meanwhile, trade expansion and
growth are essentially macroeconomic phenomena, whereas poverty is
fundamentally a microeconomic phenomenon. Analysts need to master
techniques developed separately in two specialized areas of the profession.
Finally, trade policy itself has become more complex.

Regarding the last point, consider the following example. A trade
negotiator of the Caribbean Regional Negotiating Machinery may, in the
current environment, have to discuss the implementation of the Cotonou
partnership agreement with the European Union, the Everything But
Arms Initiative, the Free Trade Agreement of the Americas, and various
trade negotiations within the region. At the same time, the negotiator
may also have to prepare serious proposals for the World Trade Organi-
zation multilateral trade agreements and be concerned with the potential
poverty effects of each of the alternatives so that he or she can inform the
finance minister’s counterparts who are preparing Poverty Reduction
Strategy Papers for the donor community.

Demand for sound technical assistance in all these matters is increas-
ing. This chapter therefore provides practitioners with thorough back-
ground information on the different techniques available to understand
and analyze the links between trade reform and poverty. A special effort
has been made in this chapter to clarify the general context of trade
reforms and their rationale, the different types of trade reforms, and the
many channels of transmission between trade liberalization and poverty.
Information is supplied on alternative modeling options, from simple
data-parsimonious calculations to more complex, data-intensive frontier
techniques, and the advantages and disadvantages of each option are
emphasized. The political economy issues behind this type of reform are
also summarized. Analysis of the links between global trade reforms and
global poverty is not included in this chapter. However, some of the meth-
ods and results shown here may be applied to assess the country-specific
poverty impacts of external shocks, such as those arising from global
trade agreements.

In the analysis of trade reforms and poverty, as rightly pointed out by
McCulloch, Winters, and Cicera (2001) in their excellent handbook, two
major lessons have been learned. First, trade-induced poverty effects are
eminently country specific and dependent on the heterogeneous charac-
teristics of poor households. Thus, no easy generalization is emerging,
and no universal one-size-fits-all policy should be embraced.
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Second, although transmission channels can be multiple and effects
can produce opposite signs, one should be able, through careful exami-
nation, to identify and measure reasonably well the most important
effects in any given country, so that policy makers can be advised how to
implement suitable responses to ensure that trade reforms include a pro-
poor perspective.

This chapter is structured as follows. The first section considers the
context of trade reforms, the various types of reform, and the different
rationales behind reform, before briefly reviewing the trade-growth-
poverty debate. The second section explores the various channels through
which trade reforms affect poverty and the empirical methods used to
study the relationships between the two. The third section appraises the
policy-making process in trade by surveying the ways institutions, stake-
holders, and other factors shape final policy outcomes. The fourth sec-
tion concludes and summarizes the chapter.

CONTEXT OF REFORM
Types of trade liberalization

Trade policy liberalization includes efforts to reduce the level of protec-
tion against foreign goods and services, so that, within a national market,
their prices (or availability) are closer to the prices of analogous goods
and services produced domestically.

Although apparently simple under this definition, trade policy can
involve various complex types of actions, such as the elimination of quan-
titative restrictions (quotas) or the reduction of tariffs. According to a geo-
graphic dimension, there is unilateral, bilateral, regional, and multilateral
liberalization. According to the depth of a bilateral or regional reform, there
may be free trade areas (wherein partners eliminate trade barriers with
respect to each other), custom unions (whereby partners eliminate recip-
rocal barriers and agree on a common level of barriers against nonpart-
ners), and free economic areas (or deep integration as in, for example, the
European Union, where not only trade but also the movement of factors has
been liberalized, where a common currency has been instituted, and where
other forms of integration and harmonization have been established).

For historic and political economy reasons, trade protection is not uni-
formly distributed across types of commodities, and certain sectors, par-
ticularly agriculture, textiles, and services, have been exempted from
previous waves of multilateral liberalization. Thus, trade policy reforms in
these sectors may be more complicated, and specific key issues need to be
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tackled. In agriculture, for instance, the Uruguay Round Agreement on
Agriculture required the transformation of the existing quota restrictions
into tariffs. However, it also allowed the creation of more than 1,300 tariff-
quotas for various agricultural commodities. Tariff-quota liberalization can
be more problematic than straightforward tariff reduction because,
depending on the way access to the quota is granted or renegotiated, in-
efficient and not necessarily least-cost firms can enter the market.

In contrast to merchandise trade, international transactions in serv-
ices frequently are invisible or may require movement by the consumer
or the producer. Four modes of supply are normally identified:

B Mode 1—cross-border supply, similar to the trade in goods.

B Mode 2—consumption of a service abroad.

B Mode 3—commercial presence, whereby the producer, through foreign
direct investment, establishes a base in a foreign country.

B Mode 4—the movement of individuals.

Clearly, each of these modes faces different potential barriers, and liber-
alization can have different consequences depending on the mode.

All of the above mentioned types of reforms are countrywide; how-
ever, there is an additional type of import liberalization that is applied only
to a specific limited geographic area of a country. This is the discriminatory
import regime within an export processing zone. Firms located inside such
azone are allowed preferential access (that is, at lower or zero tariffs) to the
imports used in their production activities. At best, this policy has gener-
ated additional employment and higher foreign earnings, and, because of
the strong backward links, benefits have been transferred outside the zone
to the rest of the economy. In general though, this policy should always be
considered a less attractive alternative to a countrywide liberalization.!

A key component of any analysis of the effects of trade liberalization
on poverty includes the estimation of the direction and magnitude of
trade-induced price changes in goods and factor markets. Obviously, the
types of trade policies described above do not affect prices uniformly, and
their sectoral, regional, partial, or countrywide characteristics need to be
considered in any estimation of their effects. Furthermore, these various
types of trade reform present different implementation challenges. Some
require straightforward unilateral actions, others imply lengthy and dif-
ficult negotiations among numerous sovereign countries, and still others
rely on complex administrative procedures and controls. At times, the full
or incomplete implementation of the reforms, rather than their typology,
is the key determinant of the final price effects.
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Rationales for undertaking trade reform:
The trade-growth-poverty debate

Global Economic Prospects 2002 (World Bank 2001) suggests that develop-
ing countries could increase their incomes by a cumulative $1.5 trillion
between 2005 and 2015 if all countries would progressively enact encom-
passing trade reforms and, as a consequence, lift an additional 300 million
people out of poverty by 2015. The argument that trade liberalization can
enhance growth has been a key rationale for undertaking trade policy
reform. Greater trade openness, the argument goes, generates two types of
gains. It raises static allocative efficiency and average incomes. In the
medium run, this resembles growth, and, in the long run, a liberal trade
regime is the source of dynamic gains, principally in terms of higher
productivity and more rapid growth.

Static income gains were a positive consequence of the large import
liberalization undertaken by developing countries beginning in the mid-
1980s. Undisputedly, this import liberalization reduced the prices of inter-
mediate inputs for domestic industries and thus boosted the returns to
primary factors.

In the long run, a more open economy should achieve higher growth
rates because it offers easier access to new technology, provides benefits
derived from increased competition and economies of scale, and may
more effectively restrain the corruption and incompetence of the public
administration.

Some of these dynamic gains have not been unequivocally confirmed
by empirical analyses.? However, cross-country econometric analyses and
in-depth single-country case studies have generated a large body of evi-
dence supporting the positive link between liberal trade policies and
growth. In either case, a key ingredient in the long-run eradication of
absolute poverty is economic growth. Thus, understanding how trade-
induced growth (or growth in general) affects poverty deserves a brief
digression.

Many recent studies—for example, de Janvry and Sadoulet (1995,
2001), Chen and Ravallion (2000), and Dollar and Kraay (2002)—have
focused on the statistical relationship between growth and poverty across
countries and time periods. Unsurprisingly, the conclusion from these
studies is that growth reduces poverty substantially. Chen and Ravallion
found an elasticity close to 3, which means that a 1 percent increase in
mean income or consumption expenditure reduces the proportion of
people living below the $1 per day poverty line by 3 percent.

Taken at face value, these estimates may support a rather strong pol-
icy implication, namely, that poverty reduction strategies should be based
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on growth. There is the key problem of validating such strategies through
cross-country evidence. As pointed out by Bourguignon (2003), the het-
erogeneity of the poverty changes caused by income growth is very large
across countries. It is possible to find cases of rapidly growing countries
that record no poverty reduction, as well as cases of countries that show
considerable poverty improvement that is associated, however, with un-
satisfactory economic growth rates. Indeed, only a small share (26 percent
in Bourguignon’s calculations) of the total variance of poverty effects is
explained by differences in growth rates.

Intuitively, accounting for the large, unexplained share of this variance
requires an understanding that the same growth rate may, in one country,
benefit the urban affluent portion of the population, whereas, in another
country, it may help poor rural farmers. Bourguignon (and others) for-
malizes this intuition by linking poverty reductions to growth in mean
income and changes in the distribution of relative incomes, that is, inequal-
ity changes.

The link among poverty, growth, and changes in inequality can be
employed to reformulate the regression model used to estimate the growth
elasticity of poverty. Doing this, Bourguignon obtains two interesting
results. First, the introduction of inequality into the regression model
doubles its explanatory power, which means that growth and inequality
have the same weight when explaining the variance of changes in poverty
across countries. Second, by adding the initial level of development, the
initial inequality, and the interaction terms of growth to these variables,
the estimate of the growth elasticity of poverty becomes more precise. The
elasticity depends positively on the level of development and negatively on
the initial inequality.

Important implications follow from this work. Although redistribu-
tion can be very effective in reducing poverty, in fact, as effective as growth,
a usual objection is that a strategy based on redistribution is not sustain-
able in the long run; therefore, growth is the only viable option. However,
Bourguignon (2003) shows that redistribution has a dual effect. It imme-
diately reduces poverty, which is the direct effect, but also it increases per-
manently the growth elasticity of poverty, making a given growth rate
more effective in achieving poverty reductions.

In sum, as Bourguignon puts it, “to achieve the goal of rapidly reduc-
ing absolute poverty requires strong, country-specific combinations of
growth and distribution policies” (2004, 1).

The following sections outline methods to establish whether trade
liberalization can be an element in any of these combinations of pro-poor
policies.
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TRADE AND POVERTY: TRANSMISSION CHANNELS

If trade liberalization and poverty were both easily measured, and
if there were many historical instances in which liberalization
could be identified as the main economic shock, it might be easy
to derive simple empirical regularities linking the two. Unfortu-
nately, these conditions do not hold.

—Winters, McCulloch, and McKay (2004, 72).

To identify the relationships between trade and poverty is not an easy task.
The first difficulties arise in the measurement of poverty and trade open-
ness. Poverty itself is not particularly susceptible to consistent measure-
ment across time. Similarly, trade barriers are not readily quantifiable,
particularly when countries rely heavily on nontariff barriers. After poverty
and trade openness have been quantified, further complications emerge
in the analysis of the different channels (and their relative importance)
through which trade affects social welfare and poverty.

Although the links among trade, growth, and poverty may be most
important in the long run, trade policies have strong redistributive impacts
in the short and medium run. This is a key point because redistributive
effects imply that, even if the overall impact of the trade policy is to enhance
welfare, some segments of the population may be hurt, with possible neg-
ative repercussions on poverty. From a policy perspective, identifying the
winners and the losers that result from the policy can assist the design of
complementary policies aimed at smoothing negative effects to maximize
poverty reduction. (See the “Institutions, Stakeholders, and the Political
Economy of Trade Policy Reform” section.)

Trade policies have an impact on household welfare (and subsequently
poverty) through the changes they induce in the prices of goods, in factor
returns, and in government revenues. A useful way of thinking about how
poor households are affected by trade policies is in terms of the farm house-
hold. A farm household produces goods and services, sells its labor, and
consumes. In this system, an increase in the price of an item of which the
household is a net seller increases the household’s real income, while a
decrease in this price reduces the income.

It follows that, in the short run, if households cannot modify their
production and consumption decisions, trade liberalization will not nec-
essarily reduce poverty. Moreover, many variables influence the effective-
ness of trade reforms and the broad-reaching benefits that openness to
trade can contribute to social welfare and development. Domestic public
policies, institutions, geography, market competitiveness, infrastructures,
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and, ultimately, the composition of the expenditure basket and the sources
of income of poor households all have an important role in the success of
trade policies. Because these are specific to each country, similar trade
policies are likely to produce dissimilar outcomes in different countries.
In-depth country-specific investigations are therefore needed to estimate
the potential poverty consequences of trade policy interventions.

The investigation of the effect of trade policies on poverty is a lengthy
exercise. A first step in the analysis is an exploration of the links between
trade policies and household welfare. These links are illustrated in Fig-
ure 1.1 and discussed below.

Prices

The most immediate link between trade policies and poverty is through
the price channel. Trade policies affect the relative prices of the goods con-
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sumed and produced by households. Consequently, they have an impact
on household welfare and, in the end, poverty as well. Trade policies act as
a filter between the international price and the border price of a good.
Once the good is inside a country, its price is influenced by internal factors
such as trade costs, institutions, and local competition (Frankel, Parsley,
and Wei 2005). These factors soften (or amplify) the effects trade policies
have on households. This is the reason movements in border prices caused
by international price fluctuations or changes in trade policies are not usu-
ally passed through to households one to one.

The effect of a trade policy therefore varies depending on a series of
phenomena influencing the transmission of prices from world markets to
local markets. For example, the existence of an administrative price for a
particular product is likely to isolate that product from any external shock.
Similarly, if infrastructure is weak (implying high transportation costs),
price transmission may be insignificant or even nonexistent in some areas
of a country. Also, the presence of import-competing products and local
preferences toward domestically produced products may reduce the extent
to which local prices reflect changes in trade policy. Finally, in the case of
poorly competitive markets, movements in the prices of goods at the bor-
der are likely to be absorbed by traders instead of being more directly
transmitted to households. These considerations about imported goods
can also apply to exportable goods. In this case, the price paid to house-
holds (the farmgate price) is merely a function of the world price filtered
by a series of factors such as trade costs (from the farm to the border) and
the markups of the various agents involved.

An empirical estimation of the extent to which trade reforms (or inter-
national prices) affect the prices faced by households requires time-series
data on prices to reckon pass-through price elasticities. According to the
empirical literature,’ pass-through elasticities are different across countries
and across products. On average, these elasticities have been found to vary
by product and geographic area, with averages around 50 percent. In other
words, only about 50 percent of a change in tariffs is transmitted to domes-
tic prices.

Labor markets

Another important link between trade and poverty is trade-induced
changes in returns to factors of production, in particular, returns to labor.
Consequent to trade liberalization, one would expect an increase in labor
earnings to occur in developing countries where labor is abundant, because
trade theory predicts that protection lowers the real wage of a country’s
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most abundant factor.* However, this prediction crucially depends on sev-
eral considerable assumptions, such as full employment and perfect com-
petition in factor markets, and, thus, is seldom confirmed by empirical
observations. In practice, the effect of trade liberalization on labor earnings
has been ambiguous and therefore needs to be econometrically estimated
case by case. Trade policy has been occasionally blamed for increases in
unemployment, changes in wage distribution, and a “race to the bottom,”
which manifests itself through lower labor market standards, more exten-
sive use of temporary labor, and a decline in job quality. Empirically, trade
openness has been associated with a rise in the skill premium, changes in
industry wage premiums, and increases in the employment opportunities
of individuals. Depending on the structure of the labor market, all these
effects are likely to have an impact on poverty.

The labor market in developing countries is often characterized by
high unemployment (or underemployment) and a large informal sector.
Any upward pressure on wages (especially of unskilled workers) because
of trade reforms is likely to be muted in such a situation. This functioning
of the labor market can be summarized (and analyzed) according to two
different approaches: (1) the trade approach, through which growth in a
specific industry will produce an increase in the remuneration of the fac-
tor used more intensively by that industry; and (2) the development
approach, through which growth in an industry is fueled by a rise in
employment at a constant wage.

The trade approach and the development approach represent two
extremes of the labor market specification: a very tight labor market at one
extreme and a wholly flexible labor market at the other (see Box 1.1). Gen-
erally, reality falls somewhere in the middle. Furthermore, especially in the
poorest developing countries, labor markets are often segmented by skill,
gender, and location; wage and employment responses to trade shocks may
differ in each segment. For example, given that skilled labor is in limited
supply in most developing countries, while unskilled labor is abundant,
the trade-induced expansion of a sector employing a mix of skilled and
unskilled labor will reasonably be fueled by an increase in skilled wages and
unskilled employment. In this environment, the contribution of the labor
market to a reduction in poverty would be realized through the expansion
in the size of the formal sector rather than the rise in the real wage.

The extent to which trade-related changes in prices influence factor
returns (especially wages) has been at the center of an extensive literature,
and more sophisticated analyses have been developed that go beyond the
two extremes cited above. For example, many studies rationalize wage
responses that are in contrast with the above standard-theory explanations
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The Labor Market: Two Extremes

One of the links between international trade and poverty operates through the labor market.
The figure below considers two extreme assumptions: a perfectly inelastic labor supply and
a perfectly elastic one. In the case of an inelastic labor supply, when the demand for labor
shifts out from DO to D1, employment cannot increase, and the market must be brought back
to equilibrium by an increase in wages from W0 to W1. If some of the workers in this market
are poor or belong to poor families, the resulting increase in wages will have a direct and
beneficial impact on poverty.

In the other extreme case (a perfectly elastic labor supply), a rise in labor demand
results in an increase in employment to L1, with no change in wages. The effect on poverty
depends heavily on what the additional workers were doing before taking these new jobs.

If they were poorly employed or engaged in subsistence activities and earning a wage lower
than WO, then the impact on welfare would depend on the wage differential between the
old and new jobs.

Real Inelastic supply
wage D
1

Wi

W, Elastic supply

Employment
Source: Authors
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by considering the role of skill-biased technological change.” Other studies
introduce more sophisticated labor market specifications.®

As in the case of the prices of goods, these aggregate changes in wages
and employment need to be translated into microeconomic effects at the
household and individual levels, and their ultimate impact on poverty
depends on household factor endowments and participation decisions.
For instance, some households may experience an increase or decrease in
real wages, while others may be able to raise their incomes through new
employment or experience a decline in incomes when overall employment
is contracting.

Government revenues and public spending

A third channel through which trade policy has an impact on social wel-
fare is government revenues. Because a change in trade policy influences
trade flows, trade tax revenues are affected, and, consequently, either
compensatory taxes should be levied, or government expenditure in the
form of public goods and public transfers should be reduced. As usual,
this simple relationship needs to be quantified. Trade tax revenues may
even increase if the initial level of tariffs exceeds the revenue-maximizing
level” or if quantitative restrictions are replaced by tariffs (and the initial
rents were not appropriated by the government). Additionally, reforms
simplifying tariff collection (by establishing fewer rates and exceptions)
and streamlining customs procedures are likely to boost revenues (and may
reduce corruption). Thus, compensating for losses in trade tax revenues
may not be a problem at all for certain countries and may be a temporary
issue for others.

In a subsequent step, losses or gains caused by variations in govern-
ment expenditure or compensatory tax payments need to be assessed
household by household to measure the impact on household welfare
and, ultimately, on poverty. Detailed data on government spending or tax
incidence by household often are not available. However, empirical evi-
dence suggests that the influence on poverty may depend on the type of
replacement tax.?

In summary, empirical studies have found that the price and the
labor market channels have the greatest relative importance among all the
links between trade and poverty. Nonetheless, because the functioning of
markets and institutions is different in each country, it is difficult with-
out closer examination to judge the precise importance of these channels
in transmitting the effect of trade policies to household welfare in country-
specific instances. Survey data often provide insights on the principal
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sources of household incomes, the functioning of labor markets, the
abundance of skilled or unskilled labor, and the receipt of government
transfers. The analysis of microeconomic data helps to identify the key
channels in each case study. For example, in a rural agricultural economy
in which households obtain their incomes from the sale of agricultural
products, the impact of trade policy on household welfare would occur
through movements in the prices of goods, while the link through labor
earnings would likely be negligible. Conversely, in urban areas, household
welfare would be affected mostly by the labor market and possibly by gov-
ernment spending.

Other issues

Market failures and transaction costs

One of the advantages of greater openness is the creation of new mar-
kets.” This advantage is reflected in wider product availability and new
production opportunities. However, openness can also have the opposite
effect. As a consequence of more significant import competition, markets
may be destroyed. In an extreme example, domestically produced goods
might be substituted by cheaper imports, so that importers would replace
domestic agricultural regions as the suppliers of urban markets. This
issue is more crucial if domestic transaction costs are high. If these costs
render a product unprofitable, the market for the product may dry up.
While consumers in urban areas may benefit greatly from such market
substitutions, it is likely that local agrarian regions would be confronted
by substantial declines in demand, with enormous repercussions for
regional poverty. This is an important reason to analyze the structure of
a domestic market and its associated costs in order to anticipate the effect
of trade policies on poverty. Thus, for some households, trade policies
could increase remoteness (that is, distance from markets). Because poverty
is often associated with remoteness and subsistence production, the possi-
bility that some markets may be destroyed by trade policies should be taken
seriously.

Subsistence households

Another issue in analyzing the effect of economic policy on household
welfare is linked to the fact that many rural households in developing
countries may be living in a subsistence environment, that is, a large part
of household income and expenditure may be self-produced and self-
consumed. The issue here is one largely related to missing markets and
poor infrastructure, and the practical effect is to isolate a large share of
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household incomes and expenditures from trade policies. When a house-
hold’s production and consumption are not purchased or sold on the
market, movements in the market prices of the goods the household pro-
duces or consumes have no direct impact on its income. From an eco-
nomic perspective, subsistence farming represents a suboptimal outcome
that is often associated with high poverty rates. The analysis of household
surveys helps to identify the households that are isolated from markets.
This information is important in the effort to shape policies aimed at
raising the market participation of households, thereby allowing them to
be affected by trade policies.

Vulnerability and risks

It is often claimed that trade liberalization increases the risks faced by poor
households and the vulnerability of these households to external shocks.
Trade liberalization affects household vulnerability in several ways. First,
it may narrow or widen the portfolio of activities undertaken by house-
holds. A household might, for example, concentrate on the production of
a single export crop that is more remunerative than others. Second, trade
liberalization may alter the predictability of existing sources of income.
Thus, the price of an export crop may be subject to more variance than
other crops, even if the mean price is higher. Third, trade liberalization can
create poverty traps so that negative shocks are much more difficult to
bear. In general, most of the causes of vulnerability in developing coun-
tries have little direct connection with trade policies. However, to under-
stand more accurately the overall impact of trade policies on households,
one should consider the extent to which these policies affect household
vulnerability.

Price volatility

Macroeconomic volatility is one of the most important sources of risk
among households. The presumption that open economies are less stable
is not always confirmed empirically. In many cases, price volatility on
domestic markets is much greater than that on international markets.
Openness to trade therefore can stabilize prices and smooth the impact of
economic shocks and significant natural events.

Private transfers

Since trade policies are income redistributive, they will likely produce an
effect on private transfers among households. It is also often the case that
trade policies lead to the national and international migration of work-
ers. These phenomena have an impact on remittances and therefore on



Trade Policy Reforms

household incomes and social welfare. In empirical work, private trans-
fers are usually modeled as a function of labor earnings. However, the
data available through household surveys may sometimes identify any
change trade policies produce in the transfers across households.

Distribution within households

Trade policies also may have an effect on the distribution of incomes within
households. When several members of a household sell labor (or goods), it
is possible that each individual’s share in the total household income will
change, altering the relative power of the various members of the house-
hold. In particular, there is evidence that, relative to income earned by men,
income earned by women is spent more altruistically (thereby enhancing
the welfare of other household members). This implies that trade policies
can have a greater welfare impact if they tend proportionally to increase
employment and income among women relative to men.

METHODS TO INVESTIGATE THE LINKS
BETWEEN TRADE AND POVERTY

The remaining task is to describe the methodologies available to estimate
the magnitude of the links between trade policy and poverty. This section
offers an overview of individual country analysis. (It does not cover mul-
ticountry regression studies.) Additionally, the techniques outlined below
are normally applied to produce predictive assessments rather than ex
post evaluations. It is important to recognize that no perfect technique is
available for all circumstances; therefore, the attempt is to summarize the
main advantages and drawbacks of each approach.

Although new methods are often developed to overcome the limita-
tions of old ones, the freshest practice almost always introduces new lim-
itations as well.

Kanbur (2001) identifies three broad areas of disagreement in the cur-
rent discourse on economic policy, distribution, and poverty, and the same
tripartite classification can be applied to contrast methodologies. The first
disagreement is on the level of aggregation. Poverty experts, as well as
activists in nongovernmental organizations, focus on high levels of dis-
aggregation and thus consider the well-being of individual households or,
at least, of many groups. They differentiate these by rural or urban area or
other regional classifications and by gender, employment status, sector of
activity, age, ethnicity, and so on. Conversely, macroeconomic or trade
economists focus on average levels of income and, perhaps, on aggregate
poverty indicators.
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The second disagreement is on the time horizon of analysis. Most
trade economists would probably assess the consequences of trade reform
over a medium-term time horizon. According to Kanbur (2001, 1,089),
“[a] five to ten year time horizon . . . is implicit in the equilibrium theory
which underlies much of the reasoning behind the impact of policy on
growth and distribution.” In contrast, other analysts emphasize the short-
or long-term time horizon in their analyses. Some focus on the effects of
pulling children out of school, selling assets at fire sale prices, or falling
into starvation in the immediate aftermath of a shock. Others worry, as
environmental analysts do, about developments in the far future, 50 or
100 years down the road. Although they are not always explicit, method-
ologies frequently suppose different time frames, which may not be suit-
able for concurrently analyzing short-term adjustment problems, with
their associated rationing and regime-switching issues, and medium- or
long-term problems.

The third area of disagreement is market structure and market power.
The conclusion of the Heckscher-Ohlin model that trade openness is good
for the poor is based not only on the accepted fact that unskilled labor is
normally abundant in developing countries, but also on the more dis-
puted assumption that goods and factor markets are competitive. Many
claim and provide empirical evidence showing that distributive channels,
capital ownership, institutional settings, foreign interventions, and other
public or private practices may dramatically change the nature of the
interactions on markets. Different analyses may or may not take into
account these potential distortions, and analysts need to be aware of the
country-specific market structures and power issues that inform their
investigations.

The main approaches and the basic data requirements for assess-
ments of the poverty effects of trade policy reform are described below.

Microeconomic studies

The econometric analysis of household surveys aimed at assessing the
impact of policy reforms at the microeconomic level originated in the
early 1990s.!° A great advantage of microeconometric studies is that they
rely on econometric measurement and therefore require few restrictions
on parameters. Moreover, a key feature of microeconomic analysis is the
focus on the characteristics and behavior of real world individuals or
households as opposed to representative households. This is an essential
element in the analysis of a microeconomic, multifaceted phenomenon
such as poverty. That the approach ignores general equilibrium effects is
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an obvious limitation, but its appeal lies in its transparency and its flexi-
bility in testing diverse hypothetical links between trade and poverty.

Microeconometric studies often focus on the impact of trade policy
on employment opportunities and the prices of goods and factors. They
frequently involve implementation of variations on the “farm household”
approach discussed in “Trade and Poverty: Transmission Channels.”

In practice, the analysis of the effects that trade liberalization has on
poverty is regularly carried out in three steps. The first step is the estima-
tion of the changes in the prices of goods and labor returns resulting from
trade liberalization. In the second step, the income sources and consump-
tion baskets of each household are carefully disaggregated to construct
budget and income shares. During the last step, the changes in the prices
of goods and factors are mapped into each household’s budget and
income shares to produce an estimate of the changes in the welfare of the
households.

Early microeconometric analyses concentrated mostly on the con-
sumption effect of trade policy (for example, Levinsohn, Berry, and
Friedman 2003). More recent studies estimate the effect that trade reforms
have on poverty, including the effects on income and consumption.

Among the most recent examples is Porto (2003a), who developed a
general equilibrium approach to study the impact of trade on poverty in
Argentina. In this work, Porto links trade reforms to the observed change
in prices. He then links the change in prices to the response in the labor
incomes of households. Finally, he links the change in incomes to changes
in the poverty level. His findings suggest that trade reforms and improved
access to foreign markets have produced a decline in poverty (measured
as a percentage of the population considered poor) of about 1.7 percent
and 4.6 percent, respectively.

Similarly, Nicita (2004) estimates the effect on poverty of the Mexi-
can trade liberalization that occurred in the 1990s. The major distinction
of the work is its account of the heterogeneity of the effects of trade lib-
eralization on prices at the regional level rather than the assumption that
changes were equal across all households. Nicita’s findings suggest that
northern states in Mexico have benefited substantially more than have
states in the central region. The welfare improvement was minimal in the
southern states of the country.

Other ex post studies emphasize other reasons for the ineffective
transmission of tariff reductions to price changes and thus to reductions
in poverty.!! Three studies on Sub-Saharan Africa primarily blame high
transaction costs for this failure in transmission. Goetz (1992) discussed
high transport costs; International Fund for Agricultural Development
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(IFAD 2001) considered poor infrastructure, and Minot (1998) reported
that, in Rwanda in the early 1980s, poor rural households consisted mainly
of subsistence farmers disconnected from markets. The monopolistic
power of marketing intermediaries, both public and private, may also hin-
der price signal transmission, as shown for Zambia and Zimbabwe by
Oxfam and Institute of Development Studies (Oxfam and IDS 1999) and
Winters (2000).

Given their emphasis on econometric measurement, microeconomet-
ric studies are particularly well suited to the investigation of the more sub-
tle effects of trade policies. One example of this is the analysis of the impact
of trade reform on child labor in Vietnam (Edmonds and Pavcnik 2005).
Other studies include those of Goldberg and Pavcnik (2003), who investi-
gated the effect of trade reform on the informal sector of the economy,
and Porto (forthcoming), who examined the impact of informal barriers
to trade.

While most microeconometric studies analyze the effect of trade poli-
cies ex post, predictive microeconometric analyses of the effect of hypo-
thetical trade reforms at the household level have also been performed
recently. This type of analysis has been attempted by Nicita and Olarreaga
(2003) in the context of Ethiopia. In this work, the authors simulated the
effects of trade liberalization in developed countries and the impact on
poverty of the resulting improvements in market access for Ethiopian
products. Their methodology allows for heterogeneous effects of trade
across geographic areas. Their findings suggest that Ethiopia’s rural areas
(and most of the poor) are nearly completely isolated from the impacts of
trade policies.

A different approach in the predictive estimation of the effects of trade
on poverty has been pursued in Nicita and Razzaz (2003), who explored
the extent to which the poor benefit from the export-led growth of the tex-
tile sector in Madagascar. Their methodology combines matching methods
(to identify the individuals most likely to fill the new jobs in the expanding
sectors) with the industry wage premium literature (to quantify the gains
realized by these individuals). Their results suggest that benefits are
unequally distributed. Unskilled women workers, in particular, receive
minimal gains.

The data needs of microeconometric studies are frequently filled
through surveys (for example, household surveys, labor surveys, and firm-
level surveys). More survey datasets are being created on developing coun-
tries, but survey designs are often improved from year to year, which make
comparisons across time difficult. A majority of the surveys collect the sort
of information required for household-level trade policy analysis. How-
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ever, not all household surveys are suited for this purpose, and, in many
cases, the type of analysis depends very much on the richness and quality
of the data.

To be appropriate for the analysis of the effects of trade policy on
household welfare, a survey should include, at a minimum, information
on the income shares each household derives from the sale of labor and
the sale of agricultural products. The most preferable surveys allow a
detailed disaggregation of income sources and collect information on
sources of income by, for example, employment sector (various services
and manufacturing), agricultural activity (food crops, import-competing
crops, exportable crops, livestock), and types of remittances (national or
international), as well as data on public transfers. Many older surveys do
not contain any information on income, and, in such cases, it would be
more difficult to proceed beyond a cost-of-living analysis.

Detailed consumption data are also extremely useful, and most house-
hold surveys constructed for poverty analysis include these data. Empirical
observations, however, suggest that households display less heterogeneity
in consumption behavior than in income generation. Consumption bas-
kets seem to be similar across households, allowing these baskets, in the
extreme, to be approximated by way of a national or regional consumer
price index, whereas the composition of incomes differs more markedly. In
estimating the effects of trade on poverty, it is therefore more important to
obtain precise information on income rather than on consumption.

Household surveys frequently also collect data on other topics valu-
able for an investigation into the links among trade, poverty, and the
mechanisms that transmit price signals between the borders and local
markets. For example, with some caution, data on regional prices can be
inferred from household surveys. Similarly, household surveys sometimes
gather data on the infrastructure and the functioning of the markets in the
households’ locations. Moreover, surveys often collect data on important
features of poverty, such as child labor, health, subsistence, school dropout
statistics, household risk management, and so on. These data are useful for
investigations into poverty from a nonmonetary perspective.

In summary, microeconometric analyses have the advantage of
requiring fewer assumptions, being more tractable, and producing more
plausible results. In addition, the fact that these studies focus on the char-
acteristics of poor households rather than on representative households
and potential microeconomic mechanisms that may hinder the trans-
mission of prices (rather than assuming perfect transmission) makes
them powerful instruments for addressing multifaceted, heterogeneous
phenomena such as poverty.
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The key disadvantage of this approach is that price changes are nor-
mally estimated through a partial equilibrium model. Important indirect
effects therefore may be overlooked. In addition, microeconometric studies
rarely consider household behavioral responses.'? Some studies have
introduced substitution effects, and some have tried explicitly to model
quantity responses. However, the data requirements and analytical com-
plexity increase considerably in these instances, while the results may not
be qualitatively different.!?

A group of partial equilibrium multimarket analyses exists that takes
seriously the limitation represented by the exclusion of indirect effects, but
these analyses do not adopt the full general equilibrium approach. These
studies examine the direct and indirect effects of policy changes on a small
set of commodities (or factors) that exhibit strong links between supply
and demand. Thus, the procedure is preferable to a simpler partial equilib-
rium analysis—

when the good directly affected by the reform is a close substitute
or complement, on either the demand or supply side, with other
goods [and] the transmission of the effects of the policy through
these other markets is then an important component of policy
evaluation (Arulpragasam and Conway 2003, 273)."

Macroeconomic techniques: Computable general
equilibrium models

Computable general equilibrium (CGE) models capture macroeconomic
features and the interdependence among agents in an economic system,
such as households, government, and other domestic institutions, as well
as the external sector.'” The core of a real-side static CGE model is the rep-
resentation of the markets for products and factors and the equilibrating
mechanisms of adjustments in relative prices on these markets.

CGE models may be generally regarded as a class of macro-meso
model. CGE models are firmly rooted within a macroeconomic frame-
work. Macroeconomic variables are an integral part of the model and are
conditioned by macroeconomic closures (the rules that determine how
external, capital, and government accounts are brought into balance).
Similarly, on the meso side, the models explicitly focus on markets and
depict the ways in which these markets close, with some degree of atten-
tion to the institutional structure of the economy.

The extent to which the key features of the meso economy are ade-
quately captured by the model is important. This depends on three key
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elements: (1) on the macro-meso framework underpinning the model,
(2) on whether the model specification is representative of technology
and behavior in the economy, and (3) on the quality and detail of the
benchmark dataset used to calibrate the model. The benchmark dataset
consists of a social accounting matrix (SAM), including other data on
elasticities, population, the labor force, and household survey statistics.

To assess trade (and other) policy effects on individuals or household
groups and, ultimately, on poverty, a further meso-micro interface must
be introduced. The simplest approach is to assume a fixed variance among
representative household groups. For each group, poverty changes are
based exclusively on changes in the average income of the representative
household, while income distribution variations are based uniquely on
changes in average incomes among groups.

This approach was first suggested by Adelman and Robinson (1978) in
a model for South Korea, later discussed by Dervis, de Melo, and Robinson
(1982) and used in many subsequent applications.!® The methodology
relies on defining parametrically a representation of the distribution of
income for each household group in the model. In this representation, a
shift in the group mean income arising from an exogenous shock is trans-
lated into a shift in the whole distribution.

A recent example of the approach is offered in Harrison, Rutherford,
Tarr, and Gurgel (2003). They analyzed regional, unilateral, and global
trade policy options for Brazil and their effects on poverty. From the poli-
cies considered, the authors concluded that the poorest households typ-
ically gain roughly three to four times the average gain for Brazil. This
gain is due to the fact that tariff liberalization in Brazil shifts production
toward labor-intensive manufacturing and agriculture. The wage rate of
unskilled labor increases, and the primary determinant of the impact on
the poor from trade liberalization is the wage rate of unskilled labor.

The main strength of the CGE-based approach is that the changes in
prices likely to affect poor people are estimated within a consistent general
equilibrium framework. Furthermore, trade-induced price changes can be
perfectly identified when they are simulated in a CGE model, where spe-
cific shocks can be simulated one at a time. The CGE approach supplies
the opportunity to experiment with different trade reform shocks, and this
is a major advantage over ex post microeconometric analyses, which are
applied to data that incorporate a lot of noise from a multitude of simul-
taneous shocks.!”

The approach, however, presents several limitations. Results on
poverty and income distribution depend critically on the choice of the
household and factor classifications, the appropriateness of the macro-
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economic closure rules selected, and the neglect of important variations
within household groups. If the average behavior of households is not
truly representative of all the households within a group, then the per-
formance of the model is undermined. The issue is most clearly seen in the
rural sector, in which subgroups of households may have quite different
degrees of exposure to agricultural export markets. Some agricultural
households produce and sell export crops, or the household members
work on farms producing for export, while other households are com-
posed of small landowners who are mainly subsistence farmers or net
purchasers of food. Rural nonfarm economic activity also varies across
households and household groups. Obviously, this variation means that
each subgroup may be affected differently by exogenous shocks, and aggre-
gating them likely leads to errors in the measurement of the effects of a
particular shock.

Regarding the data requirements of the CGE models, SAMs provide a
consistent framework that meets most of the sectoral and institutional
information needs; supplementary parameters and elasticities are normally
borrowed from econometric studies. SAMs present numerous advantages
in addition to their role as a key ingredient in the CGE exercise. In Round’s
words—

A SAM is a particular representation of the macro and meso eco-
nomic accounts of a socio-economic system, which capture the
transactions and transfers between all economic agents in the
system. . . . The main features of a SAM are threefold. First, the
accounts are represented as a square matrix; where the incomings
and outgoings for each account are shown as a corresponding row
and column of the matrix. . . . Second, it is comprehensive, in the
sense that it portrays all the economic activities of the system
(consumption, production, accumulation and distribution),
although not necessarily in equivalent detail. Thirdly, the SAM is
flexible, in that . . . there is a large measure of flexibility both in
the degree of disaggregation and in the emphasis placed on differ-
ent parts of the economic system (2003, 303).

SAMs can readily be used to connect data from disparate sources, such
as national accounts and household surveys, and, by highlighting data
inconsistencies, they help to evaluate data validity and data gaps. The sim-
ple accounting framework for SAMs is also useful in displaying in an easy,
direct way the interdependencies among sectors, factors, households, and
other agents in an economy.
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Combined micro-macro approaches

The major contribution of recent literature is to combine the details on
household behavior offered by household surveys with the consistency
and controlled experimental mode of the CGE model to form a new
approach. Two main methodological developments can be distinguished
in this new approach. The first is a direct development on the CGE model.
The household survey is embedded into the model, that is, the number of
household groups is expanded so that it equals the number of households
in the survey. The second development links a fairly disaggregated CGE
model and a microeconometric model in a sequence or adds a feedback
loop. Each of these developments is now examined in turn.

Because of the greater computing power and improved efficiency in
solution algorithms allowed by technical advances, large models can now
be easily solved. CGE models based on thousands of households have
thus become viable tools of analysis. Recent examples include Decaluwé,
Patry, Savard, and Thorbecke (1999) on artificial data, Cockburn (2001)
on Nepal, and Boccanfuso, Decaluwé, and Savard (2003) on Senegal.
These models avoid the problem of reliance on a fixed variance among
group incomes and leave the modeler free of the selection of groupings
based on rather arbitrary criteria. Any group can be created based on accu-
rate socioeconomic, demographic, or geographic criteria and employed
with the relevant endogenous variables (income, consumption) before
and after a shock to perform any decomposition of poverty and income
distribution analysis.

As Savard points out, however—

The main disadvantages of this approach are the limits it imposes
in terms of microeconomic household behaviors. As a matter of
fact, the size of the model can quickly become a constraint and data
reconciliation can be relatively difficult. On the first point, CGE
modeling imposes that behavioral function respects certain condi-
tions. [Furthermore], modeling that introduces switching regimes
are not easily modeled with standard CGE modeling software. . . .
Micro-econometric modeling provides much more flexibility in
terms of the modeling structure used. . . . The data reconciliation
process leads to changes in structure of either the income or expen-
diture of the households. This comes from the fact that both
accounts need to be balanced as well as leveled to the national
accounts’ data found in the SAM. You will often find some under or
over reporting for items in the household survey (2003, 4).
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The second line of attack in the new literature is an extension of
microsimulation methods initially developed by Orcutt in the 1960s. The
extended method links key price variables and additional aggregates
derived from a CGE model (or other macroeconomic model) with a house-
hold model that has been estimated microeconometrically. Examples of
this approach are found in Bourguignon, Robilliard, and Robinson (2003)
in an analysis of the financial crisis in Indonesia, Bussolo and Lay (2003)
on trade policy in Colombia, and Ferreira and Leite (2003) on Brazil.

The advantage of the method is that the micromodel can incorporate
fairly complex household behaviors, including discontinuities and regime-
shifting that are normally not well-handled within a CGE framework.
However, simple microaccounting models also can be used. In the latter
case, some of the microeconometric techniques outlined above can be
readily linked to general equilibrium price shocks. Thus, lanchovichina,
Nicita, and Soloaga (2001) estimate the impact of full trade liberalization
in Mexico; Chen and Ravallion (2003) do a similar exercise for China;
Ravallion and Lokshin (2004) apply the method to Morocco; and Bussolo
and van der Mensbrugghe (2003) estimate the poverty effects of the Free
Trade Area of the Americas on Brazil, Chile, Colombia, and Mexico. A
slightly more complex microaccounting model is found in Hertel and
others (2002), who consider the effects of multilateral liberalization on
seven countries and find reductions in poverty in four of them (Indonesia,
the Philippines, Uganda, and Zambia) and increases in the other three
(Brazil, Chile, and Thailand).

The main disadvantage of the combined approach is that full consis-
tency between the macroeconomic and the microeconomic models is not
guaranteed.

INSTITUTIONS, STAKEHOLDERS, AND THE POLITICAL
ECONOMY OF TRADE POLICY REFORM

Why do countries choose to reduce their welfare (and potentially increase
their poverty incidence) by imposing trade restrictions? This is one of the
key questions in the vast literature on the political economy of trade pol-
icy. Among the various answers, two common themes emerge. First, trade
policy is highly redistributive and can easily be captured by stakeholders
and lobbies, who then normally favor a protectionist status quo. Second,
governments have historically raised significant revenues by taxing trade,
and policy makers have important stakes in the reform process.

This section considers these two themes in detail. It offers guidance
for an analysis on the ways stakeholders and institutions interact to shape
the poverty and social impacts of trade policy reform.
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The redistributive outcomes of trade liberalization are much larger
than the (static) efficiency gains. This results in an unfavorable cost ben-
efit ratio for any policy maker. Rodrik (1997) provides a clear example of
this ratio by showing the magnitudes of the effects of trade liberalization
in a typical poor (African) developing country. In his scenario—

Trade restrictions are reduced from a tariff equivalent of 40 percent
to a tariff equivalent of 10 percent. In this [case], urban employers
incur a real income loss of 35 percent while recipients of trade rents
suffer a loss of 41 percent! The gain to farmers is 20 percent. The
net gain to the economy is 2.5 percent, which is an order of magni-
tude smaller than these distributional impacts (1997, 35).

The pie is, indeed, bigger after the liberalization; however, managing
the severe redistribution involved in the policy is tricky. Implementing a
set of transfers so that, after the shock, everyone is in a better or equal
position is more an economist’s thought experiment than a realistically
applicable compensatory system.

The difficulty in dealing with these distributional consequences is
one of the key reasons for the many incomplete implementations or
reversals of trade policy reforms in developing countries, particularly in
Africa. As reported in a World Bank study that focused on this region—

Reversal of reform has been frequent. In seven of the countries
examined, either restrictions which were removed were reinstated,
or some existing barriers were strengthened to offset reductions in
others. Nigeria, though it eliminated most quantitative restrictions
(quotas and licensing) increased dramatically the number of
import bans. Ghana, which was the only country to make great
strides in cutting formal tariffs, reversed this with the implemen-
tation of large special taxes on imports. Cote d’Ivoire raised tariffs
significantly, after having reduced QRs [quantitative restrictions].
In some cases the motive for reversal appears to be pressure from
import-competing industries as they begin to experience competi-
tion from abroad (e.g., Cote d’Ivoire, Ghana). In others, resur-
gence of foreign exchange shortages [has] slowed the liberalization
of tariffs (Madagascar), or reversed the foreign exchange market
reform itself (Kenya) (Dean, Desai, and Riedel 1994, 50).

Given these risks in the implementation and sustainability of trade
policy reform, predictive analysis of the distributional effects is crucial, as
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is the identification of winners and losers. The political economy literature
offers two broad frameworks helpful in this context. In the first, political
cleavages in trade policy are formed along factor lines and, in the second,
along industry of employment. The first predicts that the distributional
effects of tariff changes exclusively depend on the type of factor ownership,
and these effects are a direct consequence of perfect factor mobility across
sectors (the factor endowments model). In the second case, factors are con-
sidered immobile across industries so that their real return is linked directly
to the sector-specific consequences of trade policy (the sector-specific fac-
tors model). Empirical evidence does not discard either of these two views,
and the apparently contrasting findings can be rationalized by considering
the time frame of the analyses. In the long term, individuals view them-
selves as more mobile and, thus, may express preferences consistent with
the factor endowments model; in a short-term analysis, people perceive
their chances to find other employment quite low, and thus their behavior
is more in line with the sector-specific factors model.

More important than the resolution of the issue of the best model is
the use of both models to isolate a set of economic and sociodemographic
determinants that can be used to identify the potential supporters (win-
ners) and detractors (losers) of trade policy reform. The following group
of variables is usually significant in explaining the attitudes of individuals
toward trade policy reform: (1) the levels of individual human capital rela-
tive to the national average (in an economy well endowed with skilled labor,
skilled individuals would be pro-trade and unskilled individuals antitrade);
(2) the trade exposure of the sector in which the individuals are employed
(individuals in nontraded sectors are pro-trade, whereas those in import-
competing industries are protectionists); and (3) noneconomic indicators
normally included by researchers, such as age, gender, citizenship, years of
education, area of residence (rural versus urban), self-reported social class,
political party affiliation, trade union membership, and real income.

Household surveys may facilitate the grouping of individuals accord-
ing to these variables. With the addition of information about the trade
policy stance of industry associations, for example, this grouping may
often be sufficient to characterize the demand side, namely, who will be
for and who will be against trade policy reform. A complete political
economy analysis of the reform should also consider the supply side and
thus undertake an examination of preferences among policy makers and
the institutional structure of the government (see Rodrik 1995).

It may often be the case that the supply side rather than the demand
side is the major obstacle to a pro-poor policy reform and that the insti-
tutional setting may hinder the implementation of the reform.
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Two authors, among others cited in Rodrik (1998), describe the dis-
appointing situation in Africa. Bates (1981) was one of the first to argue
that the purpose of the anti-export bias imposed on African agricultural
exporters was to transfer wealth from politically unorganized rural
groups to vocal urban groups. Bienen (1991) criticizes policy makers
more openly:

Trade liberalization policies are often extremely hard to formulate
and implement in Africa precisely because it is powerful officials
(civilian and military) who benefit from the controls that have
been established over imports and exports. It is government offi-
cials who ration and distribute scarce imports, including foreign
exchange. They realize the rents which accrue from the systems
they construct and control (76-77).

Edwards (2001) provides, through the situation in Colombia, an excel-
lent analysis of the economics and politics of the transition to an open mar-
ket economy. The Colombian case is particularly interesting because of the
magnitude and the speed of the liberalization—Edwards qualifies it as “one
of the most dramatic ever undertaken in a Latin American country” (72)—
and the fact that several important institutions were involved, including the
presidency (the executive branch), the congress (the legislative branch), and
the central bank.

Partly to overcome the opposition of protected industries (the demand
side), President Gaviria’s initial idea was to implement the reform through
gradual tariff reductions and compensate for this lifting of protective meas-
ures through exchange rate depreciation. However, subsequent develop-
ments required a drastic change in the pace and size of the reform. Because
the peso was already depreciated at historic levels and the central bank
could not sustain a sterilization scheme aimed at offsetting speculative cap-
ital inflows, and because the timid initial tariff reductions were not credi-
ble and imports were not increasing, the government decided to eliminate
import licensing and cut tariffs by more than 50 percent overnight. The
political landscape and the sequence of the events that allowed this daring
reform to occur may be peculiar to Colombia, but some important lessons
can be learned from the case and generalizations can be made about other
countries. According to Edwards, these lessons, which should help in devis-
ing strategies to minimize a distributional conflict, are as follows:

B Compensation schemes can help reduce the opposition to the reform
effort. The reforms have profound effects on income distribution. Nat-
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urally those groups hurt by the reform will oppose them. The use of
broadly defined compensation schemes, that usually go beyond the
economic sphere, can effectively help deflect this opposition.

B Sequencing matters. The order in which reforms are undertaken has
economic and political consequences. It affects the nature of the dis-
tributive conflict, and the authorities’ ability to implement effective
compensation schemes.

B Speed matters. The speed at which the reforms are implemented has
important political effects. There usually is, however, a trade-off between
credibility and adjustment costs. Gradual reforms will have lower
adjustment costs, but will tend to have a low degree of credibility. To the
extent that there is a “honeymoon period” a more rapid reform during
the initial months may be effective.

m Political institutions are important. The nature of political institutions
matters. Some of the most important aspects are the degree of decen-
tralization, the strength of the executive, and the degree of independ-
ence of the judiciary and the central bank.

B External support may be important at certain junctures. Support from
the multilaterals . . . may help launch the reforms. In some cases tech-
nical advice can also be useful.

B Coalition building can ease the political costs of the transition. Forging
abroad coalition—or a national project—around the reform effort will
greatly reduce the political opposition and facilitate the transition. By
their own nature, however, broad political coalitions are fragile and
may break easily. This suggests that an effort should be made to make
progress while the coalition holds in place (2001, 23).

The literature on the political economy of trade policy reform makes
strong arguments that economically irrational distortions may play a key
role in clearing political markets. Viewed through this lens, these distor-
tions assume new meanings. More effective strategies for their successful
removal, reduction, or replacement in favor of the poor can be devised.

CONCLUSIONS

The links between trade reform and poverty are complex and case specific.
Indeed, similar trade policies may have widely varying results in different
countries in terms of poverty. Because of this, the first step in reform
impact analysis should be to focus on understanding the detailed pathways
through which trade liberalization can affect poverty. The literature has
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concentrated mainly on three pathways: price transmission, earnings, and
government revenues and expenditure.

Often, the effects of a trade policy reform are not transmitted directly
to households, or there are numerous shocks affecting households during
the period of reform. This complicates the analysis. The peculiarities of
the local and regional economies—the significance of the infrastructures
involved, the quality of the institutions, the level of the development of
markets, the competitiveness of markets, and the participation of house-
holds in market—can soften or amplify these effects. Therefore, in an
empirical analysis of the impact of trade reform on poverty, it is important
to identify the extent to which domestic markets are able to transmit the
effects of trade reform, as well as associated policy changes (such as the steps
required to replace lost tariff revenues) that may accompany the reform.

Empirical evidence shows that trade liberalization has an overall pos-
itive impact on household welfare, although most studies find that the
benefits are distributed unevenly across households. Some household
groups may be harmed. Furthermore, trade liberalization may dispro-
portionately benefit urban areas relative to poorer rural areas, thereby
increasing income inequality.

No bulletproof methodology exists, and, in a first-best situation,
researchers should attempt to amass evidence on at least two fronts. On
the one hand, microeconomic studies on households are valuable because
poverty is ultimately measured at the household level, and the hetero-
geneity of households in terms of endowments, consumption behavior,
location, employment sector, and other characteristics influences the final
outcomes of reforms. On the other hand, these detailed studies should be
complemented by macroeconomic approaches through which the indi-
rect effects of a reform caused by the interactions of the supply and
demand on all markets may be included and where real macroeconomic
impacts, such as changes in the balance of government and external
accounts, may be accurately gauged. This combination of microeconomic
and macroeconomic approaches fosters a more precise picture of the
consequences of reform. Finally, the addition of an analysis of the politi-
cal economy of the reform will assist in identifying the stakeholders and
gauging the political feasibility of the proposed changes. This may be the
key ingredient in a complete poverty and social impact analysis exercise.

NOTES

1. See Rhee, Katterbach, and White (1990) and World Bank (1992) for early ref-
erences. See also Madani (1999).
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10.
11.
12.

13.

14.

15.
16.

17.

. Rodriguez and Rodrik (2001) supply a careful review of these issues.
. See Goldberg and Knetter (1997) for a review and Nicita (2004) for an appli-

cation to trade liberalization.

. The theory linking prices and factor returns is based on the Stolper-Samuelson

theorem (Stolper and Samuelson 1941), which is a proposition of the
Heckscher-Ohlin model. It states that a rise in the relative price of a good
(1) raises the real wage of the factor used intensively in that industry and
(2) lowers the real wage of the other factor.

. Increased relative wages for skilled labor are observed in many developing

countries abundantly endowed with unskilled labor. Slaughter and Swagel
(1997) cited evidence for Mexico; Meller and Tokman (1996) studied the
Chilean case; and Sanchez and Nunez (1998) examined the Colombian case.
See Davis (1992) and Wood (1997) for multicountry studies covering this issue.

. For example, see Bussolo, Mizala, and Romaguera (2002) for a case study of

Chile; see also Devarajan, Ghanem, and Thierfelder (1997) on Bangladesh.

. Ebrill, Stotsky, and Gropp (1999), cited in Winters, McCulloch, and McKay

(2004).

. For a trade application, see Konan and Maskus (2000) and Harrison, Ruther-

ford, and Tarr (2003). For a more general approach to tax incidence on the
poor, see Bussolo and Round (forthcoming).

. See Winters, McCulloch, and McKay (2004) for a thoughtful discussion of

the issues raised in this section.

The technique is described by Deaton (1997).

The studies are cited in Winters, McCulloch, and McKay (2004).

The exceptions being Deaton (1989); Levinsohn, Berry, and Friedman
(2003); and Nicita (2004), who take into account second-order effects in con-
sumption.

Often, changes in the composition of the consumption basket can be over-
looked or approximated without substantially altering the results. More
important is the issue of the adjustment costs resulting from trade policies.
This involves consideration of the changes in the composition of income
sources and the movement of workers across sectors of employment. How-
ever, given the complexity of the estimation and the frequent paucity of the
data, few studies have been attempted along these lines.

See Arulpragasam and Conway (2003) for empirical applications of this
technique.

This section draws partly on Bussolo and Round (forthcoming).

See, for example, de Janvry, Fafchamps, and Sadoulet (1991); Chia, Wahba,
and Whalley (1994); Decaluwé and others (1999); Bussolo and Round (forth-
coming); and Agénor, Izquierdo, and Fofack (2003).

Winters, McCulloch, and McKay (2004) highlight these identification prob-
lems; see the citation recorded at the beginning of the section entitled “Trade
and poverty: Transmission channels.”
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Monetary and Exchange
Rate Policy Reforms

Patrick Conway

his chapter considers the impact of three related groups of reforms on
poverty and income distribution. The three groups of reforms are
exchange rate adjustments, money supply adjustments, and adjustments
to controls on foreign capital flows. These reforms are combined under the
heading “monetary policy” because of the conceptual links among them.
The chapter first highlights the ties among these policies and then
outlines the techniques available to assess the impact of the reforms on
the poor.

MONETARY POLICY AS A WHOLE
Impossible trifecta

Obstfeld and Rogoft (1996) make a compelling case for the “impossible
trifecta” of monetary policy. As they describe the term, it is impossible in
the long run and costly in the short run for the government of a small,
open economy to sustain three independent macroeconomic policies con-
currently: (1) a fixed exchange rate, (2) an autonomous policy of money
supply adjustments, and (3) unregulated international flows of financial
capital. The proof is a simple application of the covered interest parity

Patrick Conway is professor of economics at the University of North Carolina. He can be
reached at patrick_conway@unc.edu and at the University of North Carolina, Department of
Economics, Chapel Hill, NC 27599-3305.



Analyzing the Distributional Impact of Reforms

condition: With fixed exchange rates and perfect capital mobility, arbitrage
activity will force equality in nominal interest rates across countries.
Autonomous monetary policy is then impossible because it must function
through adjustments to the nominal interest rate, and this interest rate
cannot adjust.

The implication is straightforward: Of the three potential policies
(exchange rate, money supply, and capital controls), at most two can be
set independently. The third will not be a true policy choice, but it will
accommodate the first two.

Reforms to monetary policy must acknowledge and incorporate this
interdependence. When developing countries consider monetary reforms,
they usually begin from a combination of a managed exchange rate, con-
trols on capital flows, and an overly expansionary monetary policy. Given
the links among the three, it is important that these reforms be considered
as complementary and that they be examined in combination.

Acting globally, thinking locally

Monetary reforms are quintessentially macroeconomic policies, while the
incidence of poverty must be measured at the microeconomic household
level. To measure the complete impact of policy reform on poverty, it is
necessary to use four sets of tools. Each tool is associated with one of the
four stages in the schema illustrated in Figure 2.1.

Complete description of the proposed monetary reform

The impossible trifecta illustrates a fundamental point about macroeco-
nomic reforms: They cannot generally be considered in isolation. A reform
in one macroeconomic aggregate will work through the budget and bal-
ance of payments to bring about collateral changes in other policy instru-
ments. The discussion of the impact on poverty should therefore consider
the joint impact of the direct monetary policy reform and all collateral
macroeconomic changes. Two examples illustrate this phenomenon.

First, the removal of controls on international financial capital could
lead to financial inflows to the reforming country that would, all else being
equal, have an adverse effect on the balance of payments. The central bank
must then purchase foreign currency and place it in foreign reserves to
maintain the balance at a constant exchange rate. This accumulation in
foreign reserves would cause an expansion in the money supply.

Second, a reduction in the growth of the money supply cannot be
considered in isolation from the government’s fiscal budget. If the initial
growth in the money supply was necessary to finance a budget deficit, then
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Analytic Schema: Monetary Policy Reforms

Complete description of the proposed monetary reform

Identification of the relevant channels by way of which
monetary policy reforms have local effects

Measurement of the impact on wages, relative prices,
incomes, and employment

Tracking of the incidence of the changes on the
poverty status of individual households

CN N )
NN N

Source: Author's creation.

a reduction in the growth of the money supply must be accompanied by
expenditure cuts, tax revenue increases, or more government borrowing.

In the calculation of the impact of a policy reform, it is crucial to
include a complete (direct, plus collateral) statement of the policy changes
implied by the proposed reform. The analytic tool required to complete
this stage is a financial flow-of-funds model.

Identification of the relevant channels by way of
which monetary changes have local results

Macroeconomic policy has direct and indirect effects, as Agénor (2002)
demonstrates quite clearly. The direct effects can be separated into short-
and long-term effects.

The short-term effects of monetary policy are typically expansionary
or contractionary through the policy’s impact on the nominal interest rate.
Expansion follows from falling interest rates, while contraction follows
from rising interest rates.! An expansionary effect will lead to growth in real
product, income, and employment, while a contractionary effect will pro-
duce opposite results. Economic expansion typically favors the poor.
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Monetary policy also can have a short-term effect through its impact
on the exchange rate. Reforms can change the price of traded goods in the
economy relative to the price of nontraded goods, which can result in
substitution effects in the supply and the demand for the goods and in
altered returns to factors of production. Devaluing the exchange rate, for
example, will increase the price of traded goods relative to the price of
nontraded goods in the short term.

Monetary policy will have long-term effects through its impact on
consumer inflation. Agénor (2002) concluded that the poor are more
vulnerable to inflation. Their incomes often are defined in nominal terms
(that is, not indexed for inflation), they typically have fewer inflation
hedges, and they tend (more than the nonpoor) to hold cash balances that
lose value through the inflation tax. Thus, expansionary monetary policy
that does not bring about a permanent increase in output will raise the
number and reduce the welfare of the poor in the long term through its
induced inflation.

It will be necessary to account for all these channels when tracking
the impact of a policy reform. The analytic tool to complete this stage is
a macroeconomic model.

Measurement of the impact on wages, relative prices,
incomes, and employment

After the policy reform is in place, after other policies have adjusted to pro-
vide consistency, and after the effects have filtered through the channels
described above, the policy reform will lead to adjustments in equilibrium
prices and quantities on labor, commodity, and foreign exchange markets.
The analytic tool appropriate at this stage is a computable general equi-
librium (CGE) model of the relevant markets: market clearing will ensure
that the endogenous variables truly reflect the impact of the policy reform.

Tracking the incidence of reform on the poverty status
of individual households

The induced changes in market outcomes have immediate implications
for the incomes of individual households within the economy. The ana-
lytic tool accompanying this stage is a household-level model of income
generation.

Implementing the analytic schema: various approaches

The analytic schema (Figure 2.1) identifies logically distinct features of
an impact analysis for policy reform, but, in practice, the efforts to meas-
ure the impact of policy reform on poverty and income inequality com-
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bine one or more of the stages. In the literature on policy reform, there
are five separate approaches to completing the economic impact analysis:
(1) the before-and-after, (2) cross-country, (3) reduced form, (4) struc-
tural, and (5) full package approaches. For each of these, there are specific
techniques and data requirements, which are outlined below, along with
practical examples where available.

The before-and-after approach

In the before-and-after approach, analysts identify the date of the mone-
tary reform in a single country. They then scrutinize household surveys
collected shortly before and shortly after that date. They use these surveys
to measure the incidence and depth of poverty and the degree of inequal-
ity before and after the reform. A comparison of the results of the two sur-
veys provides indicators of the impact of monetary reform on poverty
and income inequality.

This approach has the virtue of simplicity. It provides an excellent
retrospective indicator of the impact of shocks to the economy during the
period between the two surveys. However, it will be less useful in pre-
dicting the effects of future reforms for two reasons. First, the size of the
monetary reform has not been quantified. Unless this is done, connect-
ing the impact on poverty to a specific magnitude of reform will be diffi-
cult. Second, the before-and-after approach combines all shocks to the
economy between the dates of the two surveys and attributes all changes
and effects to the macroeconomic reform, even in instances in which a
monetary reform coincides with external shocks or independent reforms
elsewhere in the economy. For example, before-and-after studies in Mex-
ico in the mid-1990s lumped together the impacts of trade liberalization
through the North American Free Trade Agreement and the impacts of
exchange rate devaluation. As a result, only the combined effect of the two
sets of impacts were derivable from the data.

In implementing this approach, all four stages of the analytic schema
are approximated by one comparison over time.

Sahn (1987) provides an early example of this approach. He consid-
ered the evolution of poverty in Sri Lanka from 1969 through 1982. He
examined four expenditure surveys and two nutritional-status surveys
over this period to track the changes in nutrition, consumption, and
poverty. The primary monetary reform Sahn cites is a 40 percent currency
devaluation in November 1977, but, as he says,

In 1977, the government brought about a myriad of changes in
policies. . . . The most visible were devaluation of the currency,
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reduction in the value of food subsidies, interest rate reform, lifting
of most price controls, liberalizing import restrictions, establishing
a free trade zone to promote exports, and reducing public-sector
monopolies (1987, 823).

His primary poverty comparisons are between the expenditure sur-
vey results of 1969/70 and the results of fiscal years 1978/79,1980/81, and
1981/82. Sahn concludes—

Despite the [positive] economic performance in the aggregate
between 1978 and 1982, there has been increasing inequality in
levels of consumption, and the benefits of economic growth have
not trickled down to the poor (1987, 824).

While his analysis is compelling, it illustrates as well the drawbacks of
before-and-after analyses. Unfortunately, there is often no set of house-
hold surveys that can serve as bookends to a monetary reform. Thus, Sahn
is obliged to go back to 1969/70 to obtain a “before” survey for the reform
of 1977. Furthermore, monetary reform is not taken in isolation. Sahn’s
conclusions can be attributed only to the entire set of reforms and, in the
absence of additional study, cannot be attached to the devaluation alone.

There have been many recent applications of the before-and-after
approach. Glewwe and Hall (1998) examined the combined impact of
macroeconomic instability in Peru in the late 1980s through the use of Liv-
ing Standards Measurement Studies in 1985 and 1990. While they focused
on “vulnerability to shocks” instead of descent into (or rising out of)
poverty, the methodology replicated Sahn’s approach. The cumulative
impact of all policy changes and economic shocks during the intervening
period is evident in the sample, but it is impossible to attribute a decom-
position of the effects to one specific reform or another, or parts thereof.

Another good example is Frankenberg, Smith, and Thomas (2003)
on the impact of the massive economic shock in Indonesia in 1997. In this
case, household surveys furnished a tight before-and-after window for
the impact of the crisis. However, while the major feature of the crisis was
a massive devaluation of the rupiah relative to the U.S. dollar, the study
did not measure the independent contribution of monetary reform to the
economic outcome.

The before-and-after approach alone does not offer an opportunity
to distinguish monetary policy from other sources of impact, but it is pos-
sible, through the use of control groups, to supply some statistical power
against nonmonetary alternatives. Consider, for example, the case of
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Indonesia’s 1997 crisis. The forecast is that the impact of a change in the
exchange rate on poverty status is different among people whose incomes
derive from producing nontraded goods than among people whose
incomes derive from producing traded goods. By contrast, the forecast is
that the effect of inflation on poverty will not depend on the sector in
which an income is earned. A distinction should then be possible between
the two sets of effects through a difference-in-difference estimator. In
such a research design, the data are divided into two time categories
(before and after) and two source-of-income categories (traded goods
and nontraded goods).

Consider an example in which the population is divided along these
lines, and poverty headcounts (P) are calculated for each combination
(Table 2.1).

(Pry — Pryo) is the before-and-after indicator of the increase in poverty
for people with traded-good incomes, while (Py; — Py) is the before-and-
after indicator of the increase in poverty for people with nontraded-good
incomes. The distinction between these differences is a measure of the
impact of exchange rate devaluation on the incidence of poverty. By
establishing a control group of people with nontraded-good incomes,
one can measure the differential impact of exchange rate devaluation
more precisely.

Another extension of the before-and-after analysis combines infor-
mation from the “before” survey with a systematic identification of house-
hold differences according to their expenditure or asset-holding patterns.
This variant permits a calculation for each household of a more accurate
measure of loss in real purchasing power. It uses ex post information, but
only about readily available commodity or financial prices; the method
does not require an “after” household survey to be effective. Incidence
analysis, as recommended by Hossain (2003), falls into this category. So also
does the rapid response framework of Friedman and Levinsohn (2002).
Their goal is to predict the distributional impact of financial crises. They
augment the use of household income data with a detailed examination of
expenditure shares for each household and demonstrate how to match the

TABLE 2.1 Time

Source of Income Before After
Traded-good incomes Pro Pry
Nontraded-good incomes Prno Puy

Source: Author.
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expenditure shares with detailed price-inflation information to derive the
impact of the crisis in terms of real household purchasing power.

The cross-country approach

In the cross-country approach, analysts collect comparable measures of
aggregate poverty or income inequality from a large number of countries.
They also collect indicators of monetary policy, as well as other potential
determinants of aggregate poverty. They then run a cross-sectional regres-
sion of the poverty indicator on the monetary variable and other variables;
the coefficient on the monetary variable is a quantification of the impact
of monetary reform.

Like the before-and-after approach, this is a simple approach that
does provide a framework for the prediction of the impact of monetary
reform on poverty. It has serious drawbacks, however, as follows:

B Because there is no modeling of structure, the economic structure is
assumed to be identical across countries. If it were not, then the esti-
mated coefficients would not be appropriate for any one country, but
rather only for an average, virtual country.

B The methods for creating indicators of poverty and inequality (for
example, headcount, Gini coefficients, the income share of the lowest
income decile) may differ from country to country. If different method-
ologies are used in constructing these indicators, an additional source of
error (and perhaps bias) will be introduced.

m The spillover effects of one monetary reform on other macroeconomic
policy variables (as indicated above) are not incorporated into the
analysis.

All four stages of the analytic schema (Figure 2.1) are approximated
in this case by a single cross-country regression.

Baldacci, de Mello, and Inchauste (2002) supply an example of the
cross-country approach. The goal of their research was to provide an indi-
cator of the impact of financial crisis on poverty. They collected measures
of poverty (headcount, poverty gap) and income inequality (the Gini coef-
ficient, quintile income shares) for 65 countries they identified as having
experienced a financial crisis.? They calculated the change in these indica-
tors for each country from the year before the crisis to the year after the
onset of the crisis. They then took the sample mean as an indicator of the
impact of the crisis.

Their equation (Equation 2.1) is reproduced here. The symbol A rep-
resents the change from the precrisis period to the postcrisis period, t. F;(t)
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is the vector of indicators of the channels through which the financial cri-
sis in country i is expected to affect poverty, while X; (t) is the indicator of
the initial conditions in country i that affect the incidence of poverty.
Country j is the control group and is proxied in their estimation by the
record of the countries of the Organisation for Economic Co-operation
and Development. The sample used is cross-sectional and includes between
21 and 62 countries (depending on the poverty indicator).

Equation 2.1 AR(t) — AP (t) =a, +a, [AE (t) —AE (t)]
+a,[AX,(t) - AX(t)] + u,(t)

For all poverty indicators, the sample mean indicates an increase in
poverty, but the estimate is insignificantly different from zero in all cases.
The authors also undertake ordinary least squares regressions to test the
effects of an exogenous financial crisis on changes in poverty using a cross-
sectional sample of country-years in financial crisis. They separately per-
form these regressions on the change in gross domestic product per capita,
inflation, and unemployment. The results are statistically insignificant in
almost all cases for the measures of poverty, although the signs of the coef-
ficients are as expected (for example, a more severe financial crisis leads to
an increase in the poverty measure). The results for income shares by quin-
tiles are significant more often than for poverty measures, but these results
are also difficult to interpret.

The paper illustrates the advantages and the drawbacks of the cross-
country approach. On the plus side, the approach is relatively easy to
implement, requiring only aggregate indicators of poverty and income
distribution across countries. On the minus side, the number of obser-
vations are necessarily low. Obtaining statistically significant results from
equality-of-means tests becomes difficult. Equations do not regress indi-
cators of poverty on the monetary reform variables directly, but rather on
intermediate instruments (in this case, gross domestic product per capita,
inflation, and unemployment), and the movements of these are assumed
to be defined totally by the monetary shock.

The cross-country approach begins as well with a troubling assump-
tion: that the income-generating (and thus poverty-generating) process
in each country is identical. In this estimation procedure, differences in
institutions and economic structure will be confounded with the differ-
ences in potential channels modeled in equation 2.1. It is unlikely that
cross-country regression will pick up the true reduced-form parameters
for each country in the sample at this level of aggregation.
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A variant of the cross-country approach is proposed by Datt and
Ravallion (2002) for India. Rather than using cross-country data, the
authors employ cross-state data from India. They also have a substantial
time series for each state, so the resulting panel data set is quite extensive.
While they do not examine monetary policy (because there is only one
monetary policy for all states within India), their analysis and economet-
ric techniques provide a good example for those wishing to implement
this methodology in a cross-country framework.

The reduced-form approach

A reduced-form analysis begins with time-series data (panel or pseudo-
panel) on households in a single country. Each household i is character-
ized by geographic (the matrix G;) and demographic (matrix H;,) data.
The members of each household can be ranked by an unobserved con-
tinuous poverty metric (p*;,) that is a function of geographic and demo-
graphic variables, as well as a random variable (g;). Poverty is also
modeled to depend systematically on macroeconomic policy indicators
(the matrix M;,). The calculated poverty line for the country in period t
allows an observed categorization of either “being in poverty” (p;;=1), or
“not in poverty” (p; = 0). If the observed poverty indicator is an inform-
ative proxy for the unobserved p*;, then the following set of equations
can be estimated through limited-dependent variable techniques (for
example, logit or probit estimation).

Equation 2.2 p* =Goa+HB+My+e,
Equation 2.3 p,=1ifp*, 21
0 otherwise

This estimation defines the probability of being in poverty in terms of
household-specific and place-specific factors and also identifies the
independent effects of various macroeconomic policy indicators that are
included in M,. After the analysts have identified the complex policy
changes associated with the monetary reform, they can insert the predicted
changes in the policy indicators that are associated with the monetary
reform into the estimating equation. This enables them to determine the
complete impact of the reform on the average probability that a household
will be in poverty.

This approach combines the last three stages of the analytic schema
and thus avoids the specification of the structural links between the com-
plex of linked changes and the relative prices, wages, and incomes of the
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households. This decision greatly simplifies the analysis. However, the
approach accomplishes this simplification at a cost: In the absence of struc-
tural modeling, it becomes impossible to ensure that the measured policy
impacts are the desired effects and not simply spurious correlations with
omitted variables.

Baldacci, de Mello, and Inchauste (2002) implement an adaptation
of this reduced-form model for Mexico. Rather than a continuous vari-
able of macroeconomic policy (M,), they use a binary variable indicating
whether the observation is pre- or postcrisis (that is, before or after 1994).
The coefficient v is then the indicator of the impact of financial crisis on
the incidence of poverty.

The structural approach

Structural analysis combines a study of the panel data on households
with an economic model that defines the changes in relative prices, wages,
employment, and incomes, which are the result of the complex of linked
changes associated with monetary reform. This economic model takes, as
inputs, the policy changes derived through the first step and provides, as
output, the changes in relative prices, wages, employment, and incomes
that result from the policy reform. The data on household choices are
then used to derive statistically the impact of all these variables on the
incidence of poverty. The equation from that estimation then is com-
bined with the predicted changes in relative prices, wages, and other vari-
ables from the economic model. Each household can be evaluated before
and after for incidence of poverty, and the effect of the reform can be
derived in aggregate or for subgroups among the households. For logical
completeness, the reform’s microeconomic effects on employment and
consumption can be aggregated to compare them with the predictions of
the economic model; if there are differences, an iteration algorithm can
be introduced to align the aggregated and disaggregated data.

This approach separately focuses on the second, third, and fourth
stages of the analytic schema. There are three advantages to this approach.
First, the channels through which a monetary reform passes in order to
affect household choices are clearly defined, and the impact of each is meas-
ured separately. Second, these separate channels supply a richer view of the
impact of the reform on the individual household and thus make possible
a more nuanced interpretation of the impact of reform on poverty. Third,
the resulting model can be used to make predictions about the impact of
monetary reforms and an “after” household survey is not needed.

The approach has substantial data requirements. Not only is it neces-
sary to possess household survey data, but analysts must also create the eco-
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nomic model. If they do this through an estimation of structural equations,
the data requirement is tremendous. If, instead, they use a CGE model to
approximate the economic structure, they must face the risk that the model
reflects only imperfectly the actual transmission channels in the economy
under study. In contrast to before-and-after analyses, however, this method
can be calibrated with consistent data for one year alone. Moreover, the
household poverty profiles can be estimated from a single household
survey.

Robilliard, Bourguignon, and Robinson (2001) examined the impact
of the economic crisis of 1997 in Indonesia using a structural model.
Their model has three parts. The “top” is a CGE model for 1995 with
38 sectors and 15 factors of production. The “bottom” is a set of income-
and employment-generating equations estimated from Indonesia’s 1996
SUSENAS household survey. The “middle” of the model is a set of itera-
tive constraints that ensure the equality of the values generated in the
CGE model and the aggregated employment and income responses of
households from the household-survey simulations.

Through a series of simulations, the authors concluded that the real
depreciation was but one of the causes for the sharp increase in poverty
in Indonesia after the crisis. They found that the credit crunch among
firms during the same period generated rises in poverty in the model that
were roughly equivalent to the effects of the real depreciation taken alone.

The model supplies a coherent analysis of the second, third, and fourth
stages of the analytic schema, but the CGE framework is not ideal for the
analysis of macroeconomic reform. The financial crisis was simulated by
three exogenous shifts in the model: a real devaluation of 20 percent, a
25 percent rise in the cost of marketing food, and a 25 percent decrease in
the availability of working capital. Other factors affecting poverty (the El
Nino effect) were modeled with the assumption that total factor produc-
tivity in agriculture fell by 5 percent. These percentages were chosen so that
the model would mimic the actual macroeconomic evolution: The credit
crunch generates a large reduction in gross domestic product in the model,
while devaluation and food processing costs generate a rise in food prices
relative to non-food prices. However, there was no estimation or examina-
tion of financial markets to check whether this set of shocks was, in fact,
most likely responsible for generating these outcomes.

Early efforts at the structural approach depended exclusively on CGE
models to generate the implications of poverty. In terms of the analytical
schema, these analyses relied on the CGE model to undertake the second
and third stages of the schema. Rather than complete the fourth stage of
the schema, the authors typically created “representative households”
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within the context of the CGE model. This provided a consistent, but nec-
essarily quite aggregated, prediction of the effects of the policy reforms
on poverty.

Robilliard, Bourguignon, and Robinson (2001) investigated the loss in
accuracy that occurs if one employs representative-household analyses
using CGE constructs instead of the income distribution derived from sur-
vey information on individual households. The exploitation of informa-
tion on individual households apparently captures income-distributional
effects more precisely, while the representative-household approach under-
estimates the impact of policy reform on poverty and income inequality.

The full package approach

The full package approach separately completes each of the four stages of
the analytic schema. It extends the structural approach by adding a finan-
cial model of the links in government monetary policy (think of this as a
variant of the structural approach in which the CGE model is replaced by
a financial CGE model). Its strengths and weaknesses are magnifications
of those in the structural model. With this approach, analysts can per-
form counterfactual simulations that identify the precise contribution of
specific monetary reforms to the depth and incidence of poverty in a spe-
cific country. However, the data requirements (or the dangers of approx-
imation error) are magnified because the entire financial system is a
necessary addition to the modeling exercise.

Devarajan, Go, and others (2002) present a parsimonious framework
for linking macroeconomic policy variables to the incidence of poverty.
The schematic of the framework illustrates nicely the nature of the links
involved in a three-step analysis (Figure 2.2).

The top layer of the modeling framework is the financial programming
model. This model links monetary and macroeconomic variables through
national income and product account identities so that, in the adjustments
of other macroeconomic aggregates, there is a consistent accounting of any
macroeconomic imbalance caused by the policy reforms. For example,
income tax reduction is a single policy reform. However, if it leads to a gov-
ernment budget deficit, it will also bring about monetary expansion,
increased domestic borrowing, or increased foreign borrowing. The finan-
cial programming model ensures that these macroeconomic implications
are all recognized.

The second layer includes a simple growth model that links the pol-
icy reforms to economic growth. For a long-term analysis, the authors
suggest using Easterly’s (2001) endogenous growth model estimated on
the basis of a cross-section of developing countries. The coefficients from
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Source: Devarajan et al. 2002.
Note: VAR = vector autoregression.

that model are combined with the policy reforms from the top layer to
provide a prediction of the change in economic growth over the long
term (that is, five years or more).

For a short-term analysis, the authors suggest a simple vector auto-
regression (VAR) for the country under study, which links the policy
reforms to economic growth and the real exchange rate. This VAR is esti-
mated for time-series data from the country, and its coefficients are used
to predict the impact of the policy reforms on economic growth and the
real exchange rate in the short run (that is, one to five years).

The third layer is a static Walrasian model that assumes, as givens, the
growth and real exchange rate evolution of the second layer and com-
putes the relative prices and wages of a multisector economy.

The bottom layer is an analysis of poverty in terms of relative prices
and wages as derived from econometric work with household consump-
tion surveys. The changes in relative prices and wages derived in the third
layer are inserted into the estimated equations to derive the impact of the
policy reforms on the number of households falling below (or being
pulled above) the poverty line.

Devarajan, Go, and others (2002) illustrated the use of this model
through the case of Zambia. They did not examine monetary policy



Monetary and Exchange Rate Policy Reforms

reform but focused on the impacts of government expenditure increases
and the deterioration in terms of trade. While the model is quite simple,
it does generate plausible results for the evolution of poverty in response
to each shock.

Ferreira and others (2003) applied a full package approach to the
explanation of the changes in poverty and income inequality observed
following the Brazilian devaluation of 1999. They undertook the first step
through construction of an investment savings-liquidity money (IS-LM)
model of the macroeconomy. The second step involved expansion of this
IS-LM framework to include sectoral decompositions and an expanded
financial sector. This augmented IS-LM model was then estimated using
Brazilian data from 1980-2000. The outcome of the second step was a
vector of 48 price, wage, and employment values generated by the aug-
mented IS-LM model. In the third step, the authors used the 1998 National
Household Sample Survey to generate a prediction of occupational
choice and income by individuals and then aggregated the individuals
into households.

To predict the impact of the devaluation, the authors first resolved
the augmented IS-LM model for the new value of the exchange rate. They
then generated the vector of the wages, prices, and employment values
consistent with this. They passed the wage and price values to the equa-
tions for the household sector and then iterated to a convergence that the
disaggregated occupational choices aggregated to the employment values
from the IS-LM model. This represented a prediction of the impact of the
devaluation.

The authors reported the results of their predictions side by side with
the actual poverty and inequality figures from the 1999 National House-
hold Sample Survey in Brazil. They found that the model predicts well for
occupational shifts, but, as they noted, “the predictive performance of the
model is much worse for earnings” (Ferreira et al. 2003, 25). However, on
average, the predicted results for the changes in poverty and inequality
were close to those actually observed.

Agénor, Izquierdo, and Fofack (2003a) offered another example of
the full package approach. The authors constructed a financial CGE with
a great deal of disaggregation in labor-market choices. They calibrated
this to a “virtual country,” not to data for a specific country (although
they presumably could have recalibrated as appropriate for work on spe-
cific economies). They proposed two ways of examining poverty: (1) by
generating poverty statistics from the virtual households of the simula-
tion model, or (2) by creating representative-household equations from
a household survey for a specific country. In their paper, they took the vir-
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tual country approach. This structure provides a good framework for
decomposing the various conceptual channels through which monetary
reform affects poverty and income inequality. It is not clear from the
paper how difficult it will be to calibrate the model to a specific country,
and this last step will be necessary to make the model fully comparable to
the preceding references.

REFORM BRIEF: EXCHANGE RATE REFORMS

The following sections provide reform briefs for two parts of the impos-
sible trifecta. The first brief is a report on the efforts of various researchers
to derive the impact of exchange rate reform on poverty and income
inequality. The second brief is a report on the efforts of researchers to
identify the impact on poverty of reforms to money-growth rules or
interest-rate-targeting rules. The third part of the trifecta—the removal
of capital controls—is not given separate treatment. While there have
been studies on the macroeconomic consequences of the removal (or
introduction) of capital controls, it has not been possible to identify any
research on the quantitative impact of capital account liberalization on
poverty and income inequality.

Alterations to the exchange rate regime or to the parity of the home
currency with a foreign currency in a fixed exchange rate regime are illus-
trations of monetary reform. Any such reform will be subject to the
impossible trifecta, as outlined in the introduction of this chapter. In
many theoretical models of speculative attack (for example, Flood and
Garber 1984, or as summarized in Agénor and Montiel 1996), the changes
in the fixed exchange rate are in fact the product of this trifecta: Given an
independent money-growth policy and free capital movements, the fixed
exchange rate at the given parity is unsustainable.

What are the types of reform encompassed in this family of reforms?

There are three changes to exchange rate policy typically included in this
category of reforms. First, a country may choose to change from a regime
with multiple exchange rates to a regime with a unified exchange rate.
Second, a country may choose to replace a fixed exchange rate regime
with a flexible exchange rate regime or with a regime characterized by
periodic auctions. Third, a country with a fixed exchange rate regime
may choose to replace its current parity with a new parity. If the new par-
ity involves increasing the exchange rate, this represents a policy of
devaluation.
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What is the typical rationale?

The typical rationale for the removal of multiple exchange rates is that
this will eliminate the inefficiencies and corruption that follow from such
rates. This is a standard recommendation of the International Monetary
Fund (IMF) to developing countries (see Krueger 2002 on Argentina).
The reform will cause a shift in the relative prices of the goods sold under
the multiple rates; it will also change the allocations of income among
producers.

The typical rationale for doing away with a fixed regime or for devalu-
ing the currency is to avoid the shortage in foreign-exchange reserves or
the speculative attack that can arise from inconsistency between the fixed
exchange rate and the country’s monetary policy (see Obstfeld and Rogoff
1996, section 8.4). If the exchange rate and monetary policy are inconsis-
tent, then there will be substantial growth (positive or negative) in the
stocks of official reserves; if these decline to zero, the exchange rate regime
can no longer be supported. This reform (to the extent that the nominal
exchange rate changes relative to nominal wages and prices) will alter the
relative price of traded goods and will reduce the purchasing power of
consumers in terms of traded goods.

There are many variants of the exchange rate regime available to open
economies, including dollarization, currency boards, managed floating,
crawling pegs, basket pegs, and pure floating. Reform may include mov-
ing from any one of these to any of the others. Detailed discussion of the
costs and benefits of these regimes is beyond the scope of this brief (see
Caramazza and Aziz 1998 for an accessible overview).

How are the reforms typically implemented? What issues emerge?

These reforms are typically under the purview of the central bank. A dual
exchange rate regime requires that the central bank stand ready to
exchange foreign currency for home currency at two different exchange
rates, depending on the nature of the transactions. Reform entails the
unification of the exchange rates by the central bank to a single parity.
Suspension of a fixed exchange rate regime is characterized by the central
bank’s decision to “close its window,” that is, no longer to stand ready to
exchange foreign currency for home currency at the preexisting parity.
The central bank can then stay out of the foreign exchange market
entirely, it can establish a new parity at which it will trade currencies, or
it can establish a regular sequence of auctions at which actors (including
the central bank) can trade foreign for domestic currency.
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Reforms to the exchange rate regime have wide-ranging effects and
typically are not undertaken lightly. They are often implemented in
response to a foreign-exchange crisis and are frequently paired with
reforms in trade policy and reforms to address budgetary imbalance. The
traditional view of the advice of the IMF to countries with balance-of-
payments deficits illustrates this “jointness”: The Fund was expected to
call for expenditure switching (through a devaluation) and expenditure
reduction (through a cut in government expenditure).* During the recent
Asian crisis, it was recognized that devaluation can have balance-sheet
effects in a country’s domestic financial sector (because assets are denom-
inated in local currency, while liabilities are denominated in foreign cur-
rency). These effects on credit markets should be considered as if they
were determined along with exchange rate reform.

Which stakeholders will be affected by the reform
positively or negatively?

Exchange rate reform is a macroeconomic reform. Those having a say in
the size and timing of the reform are typically linked with the central gov-
ernment and the central bank. If we consider those affected by the reform,
all citizens become stakeholders. Whether we can single out groups for
special attention depends on the degree of the pass-through of exchange
rate change to the prices of domestic goods.

B If there is a substantial degree of pass-through to local prices, then
there will be few relative-price effects of a devaluation (for example).
In that case, the key stakeholders will be those individuals holding
financial assets denominated in the local currency. These stakeholders
will lose because of the reform caused by the loss in the purchasing
power of the assets. People holding foreign-currency assets will be
winners because of the increase in their purchasing power.

m If there is little pass-through, then the devaluation will be felt because
of its impact on the relative price of traded and nontraded goods. Pro-
ducers of traded goods (both import substitutes and exports) will
benefit from the switch of expenditure to their products, while con-
sumers of traded goods will suffer because of the higher prices for
imports in local currency. Producers of nontraded goods will be rel-
atively disadvantaged.

® For intermediate degrees of pass-through, both effects will be impor-
tant and both sets of stakeholders should be monitored.
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Following Pangestu (2001), we can speak in more concrete fashion
of stakeholders and the benefits they receive. With a devaluation—

B Rural workers benefit relative to urban workers, because their products
are often traded goods.

® Residents of agricultural regions benefit, while residents of nonagri-
cultural regions suffer.

® Ethnic groups face differing impacts: Those dependent on interna-
tional trade (for example, ethnic Chinese) will be advantaged relative
to others.

B Younger, less-educated, and informal-sector employees may be dis-
proportionately disadvantaged.

B Urban residents with family ties in rural areas will be affected less
because of the opportunity to relocate temporarily.

What is the principal transmission channel through which each
stakeholder is affected by the reform? What is the direction and
magnitude of impacts, and how do they evolve over time? What are
the assumptions?

We can identify four transmission channels that carry the impact of the
changes in the exchange rate regime to households.

The relative prices of commodities will change. This will affect the con-
sumption choices of households. In a general devaluation, traded goods
will become more costly relative to nontraded goods. This will reduce the
purchasing power of every household, all else being equal, but will, in
turn, raise the incomes of those households that supply traded goods.
When multiple exchange rates are removed, this same effect on produc-
ers and consumers is observed for the subsets of traded goods subject to
the appreciated exchange rate.

Household incomes will change. The shift in production patterns
toward traded goods will create excess demands for labor in some sectors,
pushing up the nominal wages of hired labor. The rise in wages will be
centered on the traded-goods sector, and people in the service sector
should observe a more moderate increase in nominal wages.

Employment patterns will change. The shift in demand toward traded
goods should pull workers out of the informal and service sectors and
into the traded-goods sectors. The new jobs will have different wage and
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benefit streams and, thus, will alter the standard of living of the house-
holds to which the workers are attached.

A balance-sheet effect in the banking sector could lead to a credit short-
age in response to the devaluation. As the banks call in their outstand-
ing credit, formal-sector firms cut back their scale of operations. This will
lead to a lowering of profits, employment, and wages in all sectors.

What is the typical methodology used to analyze the distributional
impact through each channel?

The typical methodology used to analyze exchange rate reform will cap-
ture the distributional impact of all channels. The introduction of this
chapter summarizes five approaches to the measurement of the distribu-
tional impact: the before-and-after, cross-country, reduced-form, struc-
tural, and full package approaches. The first three approaches provide
methods to gauge the impact of the reform on poverty and income
inequality aggregated over all transmission channels. The structural and
full package approaches decompose the individual contributions of the
transmission channels to poverty and income inequality.

Empirical analyses of the impact of exchange rate policy changes on
poverty and social issues typically focus on periods of financial crisis. As
noted in Sahn (1987) and Smith and others (2000), the exchange rate pol-
icy reform in such times is only one of many shocks to an economy in cri-
sis. Generally, it will be quite difficult to disentangle the effect of exchange
rate policy reform and the many factors that trouble the economy.

McKenzie (2003a,2003b) performed a careful before-and-after analy-
sis of consumer survey data relevant to the peso crisis in Mexico. He exam-
ined samples from 1994 and 1996 and attributed the difference in behavior
in the two samples to the impact of the Mexican peso crisis (which began in
December 1994). He did not supply an explicit definition of poverty or
income inequality, but his analysis documented the fall in consumption
among disaggregated population groups. For example, urban and more
highly educated households suffered the greatest falls in income during
the peso crisis. He also decomposed the adjustment in consumption into
an Engel effect of reduced income and a switching effect of consumption
during the crisis. He noted that the consumption shares, on average, rose
for essential items and fell for durable goods and luxury items. There was
some evidence as well that goods not considered necessities before the cri-
sis became necessities during the crisis. McKenzie’s two papers do not
assist in quantifying the impact of a future exchange rate depreciation, but
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they do identify some of the mechanisms through which Mexicans
adjusted to the shock. One adjustment mechanism was reduced fertility,
that is, families had fewer children. Another mechanism involved adjust-
ment in the consumption basket of essential items, as noted above.

Baldacci, de Mello, and Inchauste (2002) presented a complementary
before-and-after analysis of the impact of the 1994 Mexican devaluation.
The data surveys used were the same as those used by McKenzie. While
McKenzie analyzed consumption demand, Baldacci, de Mello, and
Inchauste adopted the poverty definition of the Mexican statistical agency,
characterized each household as being in or out of poverty as of that date,
and then estimated the probability of being in poverty as a function of
demographic and geographic factors. There was no explicit consideration
of the devaluation: The authors attribute all changes between 1994 and
1996 to the devaluation in December 1994.

There are no cross-country studies of the impact of exchange rate
reform on poverty. Baldacci, de Mello, and Inchauste (2002) are nearly on
topic, given that the definition of financial crisis in the paper is exchange
rate based, but the analysis suffers from the shortcomings noted in the
previous section.

It has not been possible to identify in the literature a reduced-form
study of exchange rate reform.

The paper by Robilliard, Bourguignon, and Robinson (2001) is a good
example of the structural approach to exchange rate policy. The exchange
rate movement in question (in Indonesia) is a policy reform in the sense
that a fixed exchange rate regime was abandoned in favor of a temporar-
ily flexible exchange rate. The resulting depreciation of the equilibrium
nominal exchange rate models a real-life devaluation. The simulation
model constructed is a combination of a CGE model at the macro-
economic level and a household behavioral model derived from a house-
hold survey at the microeconomic level. The iterative approach, as outlined
in the previous section, ensures the consistency of the macroeconomic and
microeconomic conclusions. The model replicates well the precrisis year
of 1996. Then, in simulation, the authors examined the 1997 crisis. The
authors concluded that the Indonesian crisis was, in part, a crisis of real
devaluation, but was, in equal part, a crisis of credit availability to pro-
ducers. The authors were able to replicate aggregate output, employment,
poverty, and inequality indicators for the crisis years. They did not report
comparisons of their simulation results with the actual outturns at a more
disaggregated level.

Sahn, Dorosh, and Younger (1997) reported an evaluation of trade
and exchange rate policy reforms in five Sub-Saharan African countries.
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Their analysis considered the income-distributional effects of these poli-
cies for four representative households: rural poor, rural non-poor, urban
poor, and urban non-poor. The analysis is implemented through CGE
models, and so the financial aspects of exchange rate policy reform are
ignored. The effect of the reform is to remove restrictions on the exchange
rate and thus allow the real exchange rate to depreciate to clear the for-
eign exchange market. (Before the policy reform, the economies were
characterized by shortages and the rationing of foreign exchange.) The
policy experiment considered is a joint hypothesis: If export revenue falls
by 4 percentage points of gross domestic product, then which policy (flex-
ible real exchange rate or fixed real exchange rate and foreign-exchange
rationing) leads to higher income for poor households? According to
Sahn, Dorosh, and Younger—

... both urban and rural poor gain from the liberalization. The
real exchange rate depreciation improves production incentives
for tradable goods; agricultural output rises, leading to increased
labor demand and higher real incomes for the poor (1997, 89).

Ferreira and others (2003) implemented the full package approach in
examining the effects of the 1999 Brazilian devaluation on poverty and
income inequality. They developed a multisectoral IS-LM model and then
created links between the wage, price, and employment levels implied by
that model and the information in a household survey. The authors esti-
mated the IS-LM model, thus adding an ability to check confidence in the
accuracy of the coefficients they use. They created 18 representative house-
holds from the household survey data by estimating job choice and
income equations over various subsets of the survey. They also specified a
system of linking equations that assures an iterative solution for wages,
prices, and employment choices. In this system, the predictions of aggre-
gate employment and income from the first step are equal to the sum of
the individual employment and income measures created from the sur-
vey. The resulting system replicates the features of the Brazilian economy
fairly well for 1998. They then derived their predicted effects of devalua-
tion on poverty and inequality through a three-step procedure: (1) they
resolved the IS-LM model for the devalued exchange rate; (2) they used
the linking equations to derive appropriate wages, prices, and employ-
ment; and (3) they used the representative-household equations to derive
individual job and earning choices. They then iterated. From the model,
the authors were able to produce a nuanced description of increased
poverty and inequality in response to devaluation.
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The paper illustrates nicely the data and computational requirements
of a full package approach to exchange rate reform.

= At the top level of the analysis, the IS-LM model includes six sectors of
the economy (urban informal, rural informal, urban formal tradable,
rural formal tradable, urban formal nontradable, and rural formal
nontradable). Productive labor is decomposed into three skill levels:
unskilled, semi-skilled, and skilled. Production functions are specified
for each sector. Wages and goods prices are determined endogenously
in the model. The balance of payments is modeled in some detail,
including the trade in goods in four of the sectors, as well as financial
capital flows. The financial markets are modeled in great detail. Eight
types of financial instruments are considered: local currency, time
deposits, bonds, domestic-currency loans, equity, foreign currency,
foreign loans, and foreign bonds. For each instrument, the portfolio
demands for each asset must be equal to the supplies; this generates
the structure of interest rates. The IS-LM model is estimated using
time-series data from Brazil (1981-98).

® The middle level of the analysis generates employment, incomes, and
prices from the results of the top-level model. Employment is repre-
sented by the model’s prediction on occupational status for 24 job cat-
egories (for example, an individual in an urban unskilled formal
tradable job). There are also predictions of incomes for 18 categories
of factors, and there are six predictions of changes in relative com-
modity prices.

B The bottom level of the analysis is based on information from house-
hold surveys (the National Household Sample Survey) for Brazil in
1998 and 1999. Roughly 90,000 respondents are included for each year.
The data are used to estimate a model of household income determi-
nation according to occupational choice and the earnings derived
from such occupational choices. The predicted individual incomes are
aggregated into household incomes.

The experiment involved in the paper introduced the observed depre-
ciation in the real exchange rate in 1998 into the top level of the IS-LM
model. The new equilibrium at the top level measures employment,
income, and price implications in the transmission channels of the middle
level. At the bottom level, the predicted effect on household incomes is
measured and then aggregated into indicators of the increase in poverty
and income inequality.

The estimation and computational demands of this full package
approach are large. A detailed macroeconomic model must be estimated
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on the top level using time-series data. The bottom level requires a cross-
sectional estimation of occupational-status equations and Mincer earn-
ings equations for the individuals in the national household survey
sample. The top and bottom levels are linked through the transmission
channels of employment, wages, and prices. In computation, these equi-
librium values must be consistent on the top and bottom levels (that is,
the household-level results of the bottom level must aggregate to the
macroeconomic results at the top level).

In addition to these techniques for examining transmission channels
together, methods also exist to examine one channel at a time. Levinsohn,
Berry, and Friedman (2001), for example, examined in isolation the rela-
tive price effects of the 40 percent nominal devaluation in Indonesia in
1998. The authors used data on 58,100 households from the SUSENAS sur-
vey of 1993 to create a prediction of the impact of the devaluation on
poverty. The authors held consumption shares for individual goods con-
stant at the percentages observed in 1993 and changed the relative prices of
goods to reflect the 1998 values. They then measured the impact of these
new relative prices on the income distribution and the incidence of poverty.

This method has the advantage of simplicity, but leaves two questions
unanswered. First, can the entire increase in commodity prices be attrib-
uted to exchange rate movements? Second, did the financial crisis have an
impact on employment and disaggregated wages that intensified inequal-
ity or poverty? The evidence of Smith and others (2000) from household
and labor surveys in Indonesia suggests that the impact of the crisis on
real earnings was notably different by gender and location (urban versus
rural), and this will be critical in a more general equilibrium analysis.

What are the main risks? How serious are the risks?

Exchange rate reforms create systemic risks. Large numbers of citizens and
majorities of the population in parts of the economy are affected in the
same way. The risks facing all households are unemployment, higher
prices for foodstuffs (because they are traded goods), pressure on the
employed to accept lower or no wage increases, higher costs of borrowing,
and reduction in the purchasing power of financial assets. Households
producing traded goods will also face the positive risk of an increased
return for their goods (when measured in domestic currency).

The literature suggests that a relative price movement is quite likely in
response to devaluation in the short term; few countries are so open that
the pass-through to domestic wages and prices is immediate. Unemploy-
ment and a credit shortage are also likely in the short term, as adjustments
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to the relative price shock begin with closures of firms and only gradually
lead to an expansion of the traded-goods sector.

McKenzie (2003b) calls exchange rate movements “aggregate shocks.”
Households have many coping mechanisms for idiosyncratic shocks (for
example, interhousehold transfers, borrowing, increased labor force par-
ticipation) that will be less effective if the households are faced with an
aggregate shock. The research of Glewwe and Hall (1998) and McKenzie
(2003b) indicates that exchange rate reforms will have differentiated
impacts on individual households. As Glewwe and Hall found for the
Peruvian case, some households are more vulnerable to this aggregate
shock than are others. These authors concluded that households with
better-educated heads of household are less vulnerable to macroeconomic
shocks; they also found that female heads of households are less vulnera-
ble. McKenzie (2003b) examined the data from Mexico in 1996 for evi-
dence of coping mechanisms and found that the only robust responses
were reduced consumption and reduced fertility.

Monitoring and evaluation

The existence of household surveys before and after the exchange rate
reform offers excellent opportunities to monitor the changes in poverty
and income inequality: Sahn (1987); Frankenberg, Smith, and Thomas
(2003); and McKenzie (2003b) provided good examples of such an evalu-
ation. In each of these cases, however, it is difficult to attribute the shifts in
poverty or income inequality exclusively to exchange rate changes. There
were many concurrent macroeconomic and microeconomic policies
implemented in Sri Lanka, Indonesia, and Mexico, respectively, and it is
imprecise to attribute all the shifts observed in poverty to the exchange rate
policy alone.

REFORM BRIEF: REFORMS TO THE MONEY-GROWTH
(OR INTEREST RATE) RULE

What are the types of reform encompassed in this family of reforms?

The monetary authority in a given country has a rule for putting money
into circulation. It may be a rule setting the growth rate of the money sup-
ply. It may also be a rule using money issuance to stabilize the domestic
interest rate. Any change to either of these rules is considered a reform.
For example, reducing the growth rate of the money supply is a policy
reform, so also is a change in the interest-rate-targeting rule.
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These reforms must be taken in the context of the impossible trifecta:
If the country currently has a fixed exchange rate and no controls on the
international flows of capital, then it cannot have independent money-
growth or interest-rate-targeting rules.

What is the typical rationale?

The typical rationale for reducing the rate of growth of the money sup-
ply revolves around the effort to lower inflationary pressure. This is a
standard recommendation of the IMF to developing countries (see
Bruno and others 1988). Because money creation is a financing source
for a government budget deficit, reducing the rate of growth of the
money supply is linked in most developing countries to a reduction in
the government budget deficit or an identification of alternative sources
of financing.

Changes in the interest-rate-targeting rule usually follow from spec-
ulative pressure. If the monetary authority is attempting to stabilize the
domestic interest rate at a level below that on the world market and if there
is a fixed exchange rate, then capital flows out of the country will make the
interest-rate-targeting rule unsustainable. Reform in this instance will
require abandoning the unsustainable interest rate target.

How are the reforms typically implemented? What issues emerge?

Reducing the rate of growth of the money supply is typically attained
through refusal by the central bank to purchase promissory notes from
the government, the departments of which are running fiscal deficits.
This refusal forces the government to lower expenditure, increase gov-
ernment revenue, or shift to the foreign financing (and international
debt) of fiscal deficits. It is a choice made by the head of state and the min-
istry of finance. This reform will typically cause a shift in purchasing
power between borrower and lender, with those who hold nominal finan-
cial assets gaining from the reform.

Interest rate targeting is achieved through government intervention
in the bond market (open-market operations). This is, of course, only fea-
sible if there is a deep, functioning bond market and a professional
bureaucracy within the central bank or the ministry of finance that can
implement such an intervention. The typical rationale for stabilizing
interest rates is to reduce the uncertainty involved in financial investment.
The use of such an interest-rate-targeting rule normally has the effect of
making observed unemployment, wages, or prices more volatile.
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Which stakeholders will be affected by the reform
positively or negatively?

Monetary policy reform is a macroeconomic reform. Those within the
economy who have a say in the size and timing of the reform are typically
within the central government and the central bank. If we consider those
affected by the reform, all citizens within the economy become stake-
holders.

With reform in the money-growth or interest-rate-targeting rule, the
initial impact will be observed in domestic interest rates or in government
expenditures.

m If the reform leads to higher domestic interest rates (for example, a
reduced money-growth rate, or abandoning a lower interest rate tar-
get), then the key stakeholders will be the people with nominal finan-
cial assets denominated in local currency. Stakeholders who are net
borrowers at the prior interest rate will lose if the reform leads to lower
inflation (and thus a higher real interest rate) or if they have to roll
their loan over into a loan at the higher interest rate. Both outcomes
tend to raise the cost of borrowing.

B People who have lent funds denominated in local currency (net savers)
will be the winners because of the increased value of their savings.

B Those who rely on government expenditures or transfers will lose to
the extent that the government must lower spending to sustain the cuts
in money growth.

m If the reform involves a reduction in the volatility of macroeconomic
outcomes (for example, adoption of a fixed exchange rate), then Agénor
(2002) suggests that the poor will benefit. Investment will be stimulated
by the reduction in volatility, thus leading to employment and income.
Saving will be reduced, thus lowering the leakage from the economy’s
circular flow. Risk premia on financial transactions will be reduced. To
the extent that the poor participate in these markets, they will benefit.

What is the principal transmission channel through which each
stakeholder is affected by the reform? What is the direction and
magnitude of impacts, and how do they evolve over time?

What are the assumptions?

There are two primary transmission channels for a reduction in the growth
of money: (1) the domestic nominal interest rate will rise, and (2) the rate
of consumer price inflation will fall. We can think of the first effect as dom-
inant in the short term, while the second effect will dominate in the long
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term. We can single out three groups for which this has a differential
impact.

B People with savings in nominal domestic financial assets. The nominal
return on these assets will rise with the reform, and, because of the
lower rate of inflation, the purchasing power of the returns on these
assets will fall by a rate lower than the previous corresponding rate.
Those people with domestic liabilities will face the opposite effects.

B People with unindexed wages. These workers, typically not in unions,
will benefit from the lower inflation rate. The value of indexation for
unionized workers will be reduced.

B Owners of indebted corporations and workers at such corporations. This
group will normally suffer. Because working capital is more expensive,
many of these firms will shut down or reduce operations. Workers in
these corporations will become unemployed.

If the monetary authority abandons an interest-rate-targeting rule,
this could lead to higher interest rates and lower inflation, with the impacts
outlined above. If the abandonment of the interest-rate-targeting rule is
money-growth neutral, the only transmission channel available is through
the increased volatility of interest rates over time.

B People with savings in nominal domestic financial assets will be made
worse off if they are risk averse, as the return on their savings will fluc-
tuate more from period to period.

B People borrowing working capital will be worse off if they are risk averse.
They may benefit from the increased volatility if they are able to take
advantage of borrowing during periods of low interest rates.

What is the typical methodology used to analyze the distributional
impact through each channel?

The typical methodology used to analyze exchange rate reform will cap-
ture the distributional impact of all channels. The introduction of this
chapter summarizes five approaches to the measurement of the distribu-
tional impact: the before-and-after, cross-country, reduced-form, struc-
tural, and full package approaches. The first three provide a measure of the
impact of the reform on poverty and income inequality aggregated over
all transmission channels. The structural and full package approaches
decompose the individual contributions of the transmission channels to
poverty and income inequality.
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Agénor, Izquierdo, and Fofack (2003b) provided an analysis of the
impact of a permanent reduction (by 30 percent) in domestic credit from
the central bank to the government. It will be useful to examine the data,
programming, and computational demands of this full package approach.
There are three distinctive features of the approach.

® The authors constructed a CGE model with a great deal of disaggrega-
tion in labor-market choices. They consider five types of goods: tradable
goods and nontradable goods from the rural sector, as well as formal
(both tradable and public nontradable) and informal goods from the
urban sector. There are two types of labor, skilled and unskilled. The
unskilled workers are employed in producing all goods, while the skilled
workers are employed only in urban formal sector production. Wages
and prices adjust to clear labor and commodity markets.

B The authors created a financial sector with numerous financial instru-
ments. Households can hold money, domestic bank deposits, or foreign
bank deposits and are always in stock equilibrium and flow equilib-
rium. Firms can borrow, and the cost of this borrowing is an important
component of production costs. A commercial banking system inter-
mediates between savers and borrowers, and interest rates are deter-
mined endogenously.

B There are six types of households (corresponding to the five types of
labor and a “capitalist” household), and each has a flow of income
determined by equilibrium in the model.

In the model, the authors implemented the 30 percent drop in the
level of domestic credit from the central bank to the public sector. There
are two transmission channels of importance. First, the cutback in credit
requires a reduction in public sector spending. Second, the fall in the
monetary base causes deflationary pressure. These lead to a rise in the
interest rate on loans that, through the demand for working capital,
causes a reduction in output. There is also a portfolio reallocation toward
domestic and foreign deposits.

This full package model predicts increases in both poverty and inequal-
ity in the short term, with the rises in poverty largely eliminated in the long
term. Income inequality remains higher in the long run as measured by the
Gini coefficient.

The features of this full package model mean that the data demands
for the calibration of the model are large. Not only is it necessary to have
a social accounting matrix (SAM) of the requisite dimension, but a flow-
of-funds matrix for these financial instruments is also needed. In their
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paper, Agénor, Izquierdo, and Fofack (2003b) skirted these issues by cal-
ibrating a “virtual country,” with poverty indicators derived for “virtual
households.” They outlined, however, how the financial CGE could be
derived from a SAM and a flow-of-funds matrix for the country in ques-
tion. They also described how to link the model to a household survey for
a specific country to derive more accurate poverty indicators. It is not
clear from the paper how difficult these more realistic calibrations will be,
but this last step will be necessary if the results are to be made fully com-
parable to Ferreira and others (2003) or Robilliard, Bourguignon, and
Robinson (2001).

Devarajan, Go, and others (2002) provided an analysis for a govern-
ment expenditure shock that could easily be linked with a monetary
expansion, but this is not done explicitly in the paper. In addition, the
structure of Ferreira and others (2003) could be used to examine a reform
in the money-issuance rule.

What are the main risks? How serious are they?

Monetary reform is a policy that creates systemic risk. While different
actors will face different quantitative shocks, large classes of actors will be
affected simultaneously and in the same direction. Thus, coping strategies
that work well in the context of an idiosyncratic risk will be ineffective.

The most likely risk from a reform that reduces growth in the money
supply involves the possible rise in nominal interest rates. This will advan-
tage lenders, disadvantage borrowers, and make the use of working capital
more expensive. Also quite likely, at least in the short term, is a reduction in
employment and income as marginally profitable firms are forced to scale
back production or shut down.

The most likely risk from a reform that stabilizes (rather than increases)
interest rates is that the volatility in the economy will be transferred to out-
putand consumer prices. This greater uncertainty will represent a systemic
risk, and domestic insurance mechanisms will be ineffective. International
borrowing, if possible, will provide a coping strategy.

Monitoring and evaluation

The existence of household surveys before and after a reform offers excel-
lent opportunities to monitor the changes in poverty and income inequal-
ity: Sahn (1987); Frankenberg, Smith, and Thomas (2002); and McKenzie
(2003b) provide good examples of such an evaluation. In each of these
cases, however, it is difficult to attribute the changes in poverty or income
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inequality exclusively to monetary policy changes. There were many
concurrent macroeconomic and microeconomic policies implemented
in Sri Lanka, Indonesia, and Mexico, respectively, and it is imprecise
to attribute all the changes observed in poverty to the money supply
policy alone.

NOTES

1. Monetary policy can also be expansionary or contractionary through
changes in credit availability if the nominal interest rate is unable to adjust.

2. For this purpose, the authors define a financial crisis as a nominal deprecia-
tion of atleast 25 percent that also represents an increase in the rate of depre-
ciation of at least 10 percent.

3. Three useful sources on the empirical implications of the introduction (or
elimination) of capital controls are Johnson and Mitton (2001), Kaplan and
Rodrik (2001), and Ariyoshi and others (2000).

4. Kenen (1986) provides a succinct summary of this “adjustment” advice.
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Utility Reforms
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ince 1990, many countries have undergone major reforms to their util-

ity sectors, aimed at reducing the fiscal burden of financing public serv-
ices, and improving the performance of dysfunctional utility operators.
Reforms often have been successful in improving government finances,
turning around enterprise performance, and expanding access to services.
However, reforms have often also involved major tariff increases for essen-
tial services, substantial layoffs among public sector employees, and huge
asset transfers. As a result, utility reform has proven to be politically and
socially controversial, and is strongly opposed by some constituencies.
Early reforms often failed to take the full social consequences of reform into
account and, therefore, did not incorporate policies to mitigate these effects
and improve the overall distribution of benefits across society. This under-
lines the importance of undertaking Poverty and Social Impact Analysis
(PSIA) in advance of such reform measures. Moreover, during the last
decade, considerable experience has accumulated on how to improve the
design and distributional impact of utility reforms, suggesting that future
reform efforts are better placed to balance fiscal and efficiency gains with
adequate social safeguards.
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This chapter is concerned with the utility services, water, electric-
ity, gas, and telecommunications. These sectors have been grouped
together because they present a common set of economic and political
issues. The transportation sector is not explicitly included in the analy-
sis, although some of the reform issues may be similar. The chapter is
organized as follows:

B Types of Reform characterizes the main types of reforms that are typ-
ically undertaken in the utilities, and the ways in which they are usu-
ally combined in each sector.

m Rationale for Reform explains the contrasting macroeconomic and
microeconomic rationales for undertaking utilities reform and their
differing impacts on the design of reforms.

® Typical Direction, Magnitude, and Evolution of Impacts documents the
impacts of utilities reform along seven key dimensions: employment,
prices, quality, access, fiscal flows, asset ownership, and entry conditions.

m Stakeholders in Reform Process identifies the key stakeholders to any
utility reform, including workers, consumers, owners, competitors,
and the state.

® Mitigation of Reform Impacts and Risks describes mitigating meas-
ures that can be taken to attenuate negative impacts on any of the
stakeholder groups.

® Tools for Measuring Social and Distributional Impacts describes the
data needed to evaluate the social impact of utility reforms, and
describes rapid diagnostic methods, as well as more sophisticated
quantitative and qualitative analysis techniques.

TYPES OF REFORM

The utility sectors have been subject to a very broad range of reform
measures, which can nonetheless conceptually be broken down into the
following building blocks:

Public sector reform

Historically, utility service provision has tended to be institutionally
embedded within the state, whether at the central or municipal level. This
has led to extensive politicization of service provision, also known as clien-
telism, leading to artificially depressed prices, overemployment, political
manipulation of investment priorities, and associated construction con-
tracts, as well as a lack of managerial autonomy, technical competence, and
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stability over time. To minimize these undesirable effects, there is growing
recognition of the need to increase the managerial and financial autonomy
of utilities relative to the state. A number of autonomy-enhancing meas-
ures can be taken within the context of public sector service provision.
These include incorporation of the utility, accounting separation from
public administration, signature of performance contracts with the exec-
utive, governance reforms aimed at increasing the independence of the
board, and changes in the legal status of the enterprise (for example, by
conversion to a public limited company that is freed from public sector
procurement, employment, and investment regulations). Such reforms
have become less commonplace since the growth of private sector partic-
ipation (PSP) in the 1990s. However, they increasingly are being consid-
ered again in sectors and countries where private sector participation may
not be a feasible option in the medium term.

Private sector participation

PSP is one of the deepest institutional reforms that can be undertaken on
public utilities, and the one that offers the potential of providing the great-
est degree of insulation from political interference in the day-to-day man-
agement of the utilities. PSP can itself take a wide variety of contractual
forms, depending on the extent of responsibilities and associated risks that
are transferred from the public to the private sector (Table 3.1). At one end
of the spectrum, it may entail no more than subcontracting-specific oper-
ational functions, while at the other end of the spectrum, it may involve a
full transfer of asset ownership. The appropriate form of PSP will be highly
dependent on the sectoral and country-specific context. A key considera-
tion is the extent to which the utility revenue stream and economic and
political conditions in the country present a suitable environment for sup-
porting private sector investment. The wide variety of forms of PSP make
it inappropriate to make generalizations about its likely social and distri-
butional effects, because the nature and depth of the impacts will depend
on the specific form of PSP that is selected in any particular case.

Regulatory reform

Regulatory reform essentially aims to strengthen the framework of
accountability for utility operators. Historically, public utilities were
assumed to be self-regulating because of their supposed public interest
focus. However, in practice this often led to the poacher-gamekeeper
problem with low accountability leading to poor performance. Regula-
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TABLE 3.1 Spectrum of Options for Private Sector Participation

Asset Revenue Typical
Option Ownership Investment  collection  Management  Operation  duration
Service Public Public Public Public Publicand  1-2 years
contract private
Management  Public Public Public Private Private 3-5years
contract
Lease or Public Public and Private Private Private 8-15years
affermage private
Concession Public Private Private Private Private 25-30 years
Build-operate-  Private and  Private Private Private Private 20-30 years
transfer public
(BOT)
Full or partial ~ Private Private Private Private Private Indefinite
divestiture

Source: Authors.

tory reform therefore requires an explicit legal framework defining
accountability, and often entails institutional separation of the regulatory
function from both the utility and the state to create an independent
watchdog. The two most central components of any regulatory reform
are the mechanisms introduced for regulating tariffs and quality of service.
Tariff regulation typically involves the introduction of rules requiring tar-
iffs to reflect the efficient costs of service provision, with adjustment
mechanisms to reflect changes in these costs over time. Quality regula-
tion typically defines specific quality targets, sets up a system for moni-
toring quality performance, and establishes sanctions for performance
deficiencies. While regulatory reform is an absolute necessity when one
of the more complete forms of PSP is introduced, it also remains relevant
as a tool for improving the performance of public utilities.

Sector restructuring

This can take the form of horizontal or vertical restructuring. Under ver-
tical restructuring, institutional responsibilities for different stages in the
production process are changed. For example, instead of having a single
electric utility responsible for generation, transmission, and distribution,
these functions are allocated to three separate utilities. Under horizontal
restructuring, the number of units responsible for a given stage of service
provision is reduced or (more typically) increased. For example, instead
of having a single national company managing all electric generation
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assets, these are broken down into subsets and allocated to four separate
companies. Centralization and (more typically) decentralization reforms
are a special case of horizontal restructuring, where the geographical
boundaries of service provision are altered to reflect the structure of dif-
ferent tiers of government.

Market liberalization

Historically, most utility services have typically been provided under legal
or de facto monopolies. In some subsectors, such as water and electricity
distribution, this is inevitable because of the natural monopoly nature of
the infrastructure networks. However, there has been growing recognition
that in other subsectors, such as electricity generation and long-distance
telephone calls, competition may often be both feasible and desirable. This
has led to reforms that gradually lift legal monopoly restrictions allowing
competition to emerge, often accompanied by the creation of a broader
antitrust framework for the economy. Market liberalization is often pre-
ceded by sector restructuring measures designed to separate the compo-
nents of the production chain most susceptible to competition, and to
break up any market power that may currently exist in those activities. In
the case of the water sector, liberalization may also refer to the legal recog-
nition of alternative, often informal and small-scale providers, which pro-
vide competing services at the margins of the existing network distribution
system.

In most cases, a number of these measures will be packaged together
simultaneously, although the typical reform package differs significantly
across the utility sectors.

Energy sector

In the electricity sector, it is typical to restructure the sector along vertical
lines to separate generation, transmission, and distribution activities. In
generation, the market is usually liberalized to allow entry of new in-
dependent power producers, while existing generation assets may be pri-
vatized sometimes following horizontal restructuring measures designed
to increase the number of market players. Furthermore, the introduction
of competition entails the creation of complex wholesale market institu-
tions. Distribution, and to a lesser extent transmission, are sometimes pri-
vatized by asset sale or concession, or sometimes reformed within the
public sector. The regulatory framework is typically established through a
national law, and national regulatory agencies are commonplace, although
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distribution is sometimes regulated at the state or provincial level. In the
gas sector, vertical restructuring is commonplace, with transportation and
distribution functions subject to a national regulatory framework.

Telecom sector

In the telecom sector, PSP has become the norm, often entailing the sale
of the national monopoly provider. The long-distance market is typically
liberalized, although a transition period of exclusivity, or sometimes
duopoly, may be granted. In parallel, licenses for cellular telephony are
usually bid out to private operators. The regulatory framework is
invariably established through a telecommunications law leading to the
establishment of a national regulatory agency, that sometimes shares
responsibility with the antitrust agency.

Water sector

In the water sector, it is increasingly typical for utilities to be decentralized
to the state (provincial) or municipal level, depending on the political
structure of the country (unitary or federal). Public sector provision
remains the norm in the vast majority of cases, and some measures may be
taken to reform utilities within that institutional context. While there have
been numerous cases of PSP, it remains comparatively unusual overall and
rarely, if ever, involves transfer of ownership. Significant use has been made
of various contractual forms of PSP, including management contracts, lease
contracts (mainly in Africa), concessions (mainly in Latin America), and
Build-Operate-Transfer schemes as a vehicle for financing new drinking
water and wastewater treatment plants. In many cases regulation remains
implicit or is incorporated into the contract for PSP. Regulatory agencies
take a variety of forms, including municipal, state level, or national entities.

RATIONALE FOR REFORM

There are essentially two broad motivations for utility reforms.

Macroeconomic

From a macroeconomic perspective, utilities reform can be seen prima-
rily as a means to improve public finances. Utilities often constitute some
of the state’s most valuable assets, occasionally referred to as crown jew-
els. Nevertheless, their historic mode of operation within the public sec-
tor has tended to create a large fiscal drain on the state, because of the
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transfer of large operational and capital subsidies. For both of these rea-
sons, privatization and some other forms of sector reform can become
particularly attractive in times of fiscal austerity. On the other hand, in
some countries, macroeconomic concerns about inflation can present an
impediment for the achievement of financially sustainable tariffs.

Microeconomic

From a microeconomic perspective, reform can be seen as a means to
improve sector performance, in particular by strengthening efficiency
incentives, improving accountability for the quality of service, and increas-
ing the availability of funds to finance service expansion. In these cases,
reform is designed primarily to address the deficiencies observed in the his-
toric performance on public utilities, with an emphasis on sector restruc-
turing, institutional transformation, liberalization, and regulation.

Economists have long argued that maximization of efficiency, not
government revenues, should be the goal of sector reform. Nevertheless,
in practice, it is often the case that fiscal constraints provide the immedi-
ate pressure for reform, and that the Ministry of Finance plays a central
reform in the reform process. These two reform motivations tend to con-
flict with one another, and the political economy of these conflicts sub-
stantially shapes the way in which such reforms are carried out.

In a macroeconomically motivated reform, the paramount objective is
to maximize net fiscal flows. This tends to create pressure to create attrac-
tive transactions, by reducing competition, keeping regulation light, and
minimizing investment obligations. Conversely, in a microeconomically
motivated reform, the central aim is to improve sector performance. This
requires a much stronger focus on sector restructuring, regulatory reform,
and market liberalization, which may reduce short-term sale revenues but
substantially improves the medium-term performance for the sector, with
major greater impacts on consumer welfare.

TYPICAL DIRECTION, MAGNITUDE, AND EVOLUTION OF IMPACTS

The various types of utility reform described above affect a number of key
variables with important distributional implications.

Employment and wages

Public utilities have traditionally been characterized by labor hoarding;
therefore any reform measure designed to promote efficiency is likely to
lead to an immediate and often significant reduction in employment. The
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evidence indicates that workforce reductions of the order of 30-50 per-
cent can be typical. Although this is a substantial labor market shock to
one sector of the economy, as a whole, infrastructure services rarely
employ more than 1-2 percent of the workforce, so the overall impact on
employment may be much more modest. The contribution of infra-
structure services to formal employment, however, may be significantly
higher than their contribution to overall employment, depending on the
structure of the economy.

While the immediate employment effects are typically negative, these
may be offset to some degree in the medium term, either by increased
employment among subcontractors to the utility (as services are con-
tracted out), or because of faster sectoral growth triggered by the reforms
(particularly in sectors such as telecommunications, where liberalization
often triggers rapid market expansion).

For workers who are laid off, a key determinant of welfare will be the
terms of the redundancy package, including whether the layoff is volun-
tary or involuntary. It is also important to consider their reemployment
prospects with reference to the utility sector and in terms of the broader
employment situation in the economy. Although some workers may be
reemployed by subcontractors to the utility, their terms and conditions
of employment may not be as favorable as when they were employed
directly by the utility.

For workers who remain in the industry, pay and work conditions
can also be expected to change. Where PSP is implemented, this may lead
to a higher dispersion of salaries and more flexible labor contracts.

Prices of services

Reforms affect both the average level of tariffs and the tariff structure.
Regarding tariff levels, the impacts can be major, although the direction of
change is ambiguous and may evolve over time. Where tariffs have histor-
ically been kept artificially low for political reasons, reform will typically
necessitate tariff increases to restore the financial sustainability of the util-
ity. This situation is most typical in the water sector, and sometimes in the
electricity sector, where the need for tariff increases may be particularly
large (in excess of 100 percent in many cases). Where tariffs have histori-
cally covered costs, but enterprises have been inefficiently run, reform will
probably lead to tariff reductions as consumers benefit from improved effi-
ciency. This situation is more typical in subsectors such as electricity and
telephony, which have a history of greater commercial management within
the public sector and where some degree of competition may be possible.
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Where tariffs have been kept historically low, and enterprises are also in-
efficient, initial tariff increases may eventually give way to tariff reductions
as regulatory reform helps to improve efficiency. Nonetheless, in sectors
where large investment programs need to be financed, even large efficiency
gains may not liberate enough resources to finance the necessary invest-
ments, leading to tariff increases in spite of efficiency improvements.
Substantial changes in tariff structures are often necessary because of
the fact that utilities have historically tended to cross-subsidize either
among services provided by a given utility or among different consumers
of the same service. For example, in many countries public telephone
monopolies have tended to cross-subsidize between local and long-
distance calls, charging below cost for the former and above cost for the
latter. Again, many utilities discriminate between residential and nonresi-
dential customers, charging substantially higher prices to the latter group
although they may be less costly to serve. Such cross-subsidies can be per-
ceived as unfair and may significantly distort economic decisions, leading
larger industries to self-supply even when it may be more economically
efficient to connect to the public network. In either case, they are not sus-
tainable in the context of a competitive market because customers paying
above cost to the incumbent utility will be open to capture by competitors.

Quality of services

Deficient quality of service provided by utilities imposes major coping
costs on consumers. These usually take the form of investments in alter-
native supplies (water storage tanks, water treatment equipment, electric-
ity generators, candles, and batteries) to deal with supply interruptions
and inadequacies. Where consumers are not able to mitigate the conse-
quences of inadequate supplies, they may also suffer from lost production
or reduced household welfare.

Successful reforms can potentially have a major impact on quality of
service parameters, with consequent improvements in economic pro-
ductivity and quality of life. Improvements that are typically observed fol-
lowing utility reform include greater service continuity, reduced service
interruptions, better customer service, more stable pressure or voltage,
more accurate billing, and shortened waiting times for new connections.

Access to services

To the extent that reforms improve the availability of investment
finance for utility operators, they should pave the way for more rapid
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expansion of services. However, operators will only voluntarily expand
into market segments where they face a clear commercial incentive to
do so. Underserved market segments are often associated with low-
income neighborhoods, or isolated rural communities, that often pres-
ent a commercially unattractive combination of low demand and high
cost of service provision. In these cases, reforms will need to incorpo-
rate special policy measures to encourage service expansion in these
areas. Potential instruments include universal service obligations, con-
nection targets, connection subsidies, amending regulations to allow for
the use of low-cost technologies, and providing financing facilities to
amortize connection costs.

Asset ownership

Some types of reform can lead to major changes in ownership. Given the
scale and value of the assets concerned, this can have a significant effect
on the ownership structure of the economy. The two key changes in own-
ership occur in decentralization reforms, where assets are transferred to
subnational tiers of government, and in divestitures, where assets are sold
to the private sector.

In the case of privatization, the scale of the transaction, as well as its
detailed technical design, and choice of sale mechanism can substantially
affect the nature of the subsequent private owner and the degree of con-
centration of ownership. Because of limited development of stock markets,
governments have tended to sell directly to private investors via auction
methods. Such transactions tend to be dominated by multinational com-
panies. However, by keeping transactions relatively small and reducing cap-
ital requirements, governments can substantially increase participation of
the local private sector. Restrictions on cross-ownership within restruc-
tured industries can also prevent a single multinational firm from acquir-
ing a dominant position within a given country.

In some cases, broader ownership of assets can be achieved through
stock market flotation with special facilities for small investors, or where
that is not possible through voucher schemes (as in Eastern Europe) or
pension funds (as in Bolivia). However, the application of voucher meth-
ods in Eastern Europe has generally been disappointing. It led to insiders
(managers and workers) or privatization investment funds owning con-
trolling stakes in privatized firms. In the process, it also impeded the
restructuring required for better management of utilities. In some cases,
managers sold assets for personal gain, at the expense of smaller share-
holders. As a result, some have advocated a compromise: limit voucher
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privatization to minority stakes in firms after selling a controlling major-
ity share to a strategic investor.

Fiscal flows

Utility reform can have a major positive impact on public finances. In this
context, it is important to distinguish between one-time windfall gains
and ongoing fiscal flows. Where asset sales are involved, there may be
major fiscal windfalls in terms of sale revenues. Although of lesser finan-
cial importance, concession contracts can also sometimes be designed to
generate a canon or royalty payment. A key issue is the treatment of the
historic debt of public utilities. This may either be written off against pri-
vatization revenues, transferred to the balance sheet of the private oper-
ator, or reabsorbed into the public sector balance sheet.

Although windfall gains can be substantial, experience suggests that
the positive impact from improved ongoing net fiscal flows to the utility
sector can be at least as large. Such improvements in ongoing net fiscal
flows can be expected from any type of reform that facilitates the achieve-
ment of financially sustainable tariffs for the utility service, thereby allow-
ing state subsidies to be substantially reduced or even eliminated. This
fiscal benefit may be partially offset by the need to provide publicly
funded subsidies to cushion the most vulnerable households from the
tariff increases that may be associated with utilities reform. Nevertheless,
a targeted social subsidy of this kind tends to cost only a fraction of untar-
geted historic supply-side subsidies to these sectors. Another offsetting
factor arises when governments decide to privatize highly profitable state
utilities. In this case, the fiscal benefits mentioned above must be offset
against the loss of dividend payments from the utility that previously
accrued to the state.

After utilities become commercially viable, governments often start
to regard them as an interesting tax base, given their broad reach and rel-

TABLE 3.2 Summary of Utilities Privatization Revenues, 1990-99

East Asia Europe and Latin America South Asia and
US$1999m and Pacific Central Asia and Caribbean Sub-Saharan Africa Total

Power 522 968 3,900 151 5,541
Telecom 2,600 2,300 411 0 5,311
Total 3,122 3,268 4,311 151 10,852

Source: World Bank 2001.



Analyzing the Distributional Impact of Reforms

atively low price elasticity. As a result, they may begin to generate sub-
stantial tax revenues in the medium term.

The ultimate distributional impact of these changes in net fiscal flows
will depend on how the government chooses to use the additional fiscal
space created by utilities reform, whether to reduce the stock of public
debt, or increase public expenditure on social programs or other areas of
public initiative.

Summary overview

Table 3.3 summarizes the extent to which each of the five components of
utilities reform identified at the outset of this chapter can be expected to
yield impacts along each of the channels identified in the discussion above.
The table illustrates that each of the different types of utility reform can
have a very broad range of impacts.

Furthermore, the annexes to this chapter provide a comprehensive
summary overview of the literature on the impacts of utilities reform,
comprising 46 country studies (Annex 1) and 13 cross-country studies
(Annex 2). These annexes indicate which of the six channels of impact
described above are covered in each of the studies, and also briefly sum-
marize the methodology used according to the typology developed below.
The annexes illustrate how difficult it is to make generalizations about the
magnitude and direction of impacts of any specific type of reform, with-
out reference to specific country and sector conditions, as well as the
detailed design of the reforms themselves. All of the studies cited in these
tables are fully referenced in the bibliography to this chapter.

STAKEHOLDERS IN REFORM PROCESS

Utility reform processes affect a number of stakeholder groups with dis-
parate and often conflicting interests. Moreover, each group presents a
certain amount of internal heterogeneity that complicates the character-
ization of its interests.

Consumers

Consumers represent by far the largest group, although they are often the
most diffuse and least organized of all the stakeholders. Furthermore,
consumers include a number of different groups with very distinct, and
potentially conflicting, interests.



TABLE 3.3 Summary of Expected Impacts of Different Types of Utility Reform

Public sector
reform

Private sector
participation

Regulatory
reform

Employment
and wages

Employment
may~ fall

because

of increased
pressure for
efficiency.

Employment

should® fall
because of
increased
pressure for
efficiency.

Employment may

fall because
of increased
pressure for
efficiency.

Price of service

Prices may adjust
upward or
downward
toward efficient
cost-reflective
levels.

Prices should
adjust upward
or downward
toward effi-
cient cost-
reflective
levels.

Prices should
adjust upward
or downward
toward efficient
cost-reflective
levels.

Quality of
service

Quality may
improve
because of
better man-
agement.

Quality may
improve
because of
better
management.

Quality should
improve
because of
increased
oversight and

accountability.

Access to
service

Access may
improve
because of
improved
finances.

Access may
improve
because of
improved
finances.

Access should
improve
because of
increased

oversight and
accountability.

Asset ownership

n.a.

Asset sales
increase
private
ownership,
concentration
depends on
design
details.

n.a.

Fiscal flows

Subsidies to the
sector may be
reduced.

Subsidies to the
sector should
be reduced,
sale revenues
may be large,
and tax
revenues
may follow
thereafter.

Subsidies to the
sector should
be reduced as
tariffs con-
verge to cost-
reflective
levels.

Entry conditions

n.a.

n.a.

Regulatory
decisions
may affect
terms of
competition
between
providers.

(continued)
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TABLE 3.3 Summary of Expected Impacts of Different Types of Utility Reform (Continued)

Employment
and wages
Sector Ambiguous
restructuring effects on
employment.

Market
liberalization

Employment may
rise because
of sector
growth, but
wages may
fall because of
competition.

Price of service

n.a.

Prices shouldfall
because of
competitive
pressures.

Quality of
service

n.a.

Quality should
improve as a
result of com-
petition.

Access to
service

n.a.

Access should
improve
because of
entry of new
providers,
and wider
consumer
choice.

Asset ownership

Decentralization
transfers
assets to
subnational
governments.

Private
ownership
increases
because of
entry of new
operators.

Fiscal flows

Entry fees may

Entry conditions

Responsibility n.a.

for subsidiza-

tion may shift

to subnational

government.

Liberalization

generate rev- should open

enues, and up market for
tax revenues entry of new
should players.
increase.

Source: Authors.

Note: n.a.=not applicable.

a may indicates possible impact.

b should indicates probable impact.
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The first distinction that must be made within the customer category
is between current consumers and potential consumers who are not yet
served by the utility. It is also relevant to distinguish what is often an
important third category of customers, namely, those who receive serv-
ice through clandestine connections.

Potential. Potential customers are those who do not yet receive utility
service, but are located in areas where expansion may be possible in the
medium term. Most of the poorest members of society tend to fall into
this stakeholder group, and they may often lack the political organiza-
tion to make their voices heard. This group will not be immediately con-
cerned with how any reform affects the price and quality of current
utility services. In many cases, these customers depend on alternative
supplies that can sometimes be more costly than those provided by the
utility, and offer a much less convenient and reliable service. From their
perspective, the key element of the reform will be the potential to accel-
erate service expansion, which can have a major impact on the house-
hold welfare of beneficiaries. They may also be concerned about reforms
that affect the cost, quality, and availability of the alternative services on
which they often have to rely. Within this group, a further distinction
might be drawn between urban and rural customers. Only the former
typically have anything to gain from utilities reform, because this seldom
affects service availability in rural areas, unless very specific policy mech-
anisms are included for this purpose. However, there is a danger that
rural services will be overlooked in the drive to improve urban service
provision.

Current (legitimate). The utility’s current customers will be concerned
primarily about changes in the price and quality of utility services and the
extent to which these will be subject to adequate regulatory protection.
In utilities that provide low cost but highly deficient service, existing cus-
tomers may well be willing to pay a somewhat higher price for real serv-
ice improvement. However, because of prevailing skepticism about the
utility, this willingness to pay may often materialize only after the service
quality improvement has actually been brought about, raising delicate
issues regarding the timing of tariff increases. In cases where utilities pro-
vide relatively good services at a cheap price, existing consumers may feel
that they can only lose out from any proposed reform to the sector. Never-
theless, because any given utility service only represents a small share
of the household budget, the impact of price increases on overall house-
hold welfare may not be large.
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Current (clandestine). Most reform processes tend to strengthen incen-
tives for commercial management of utilities. Therefore, one of the most
immediate impacts of reform is a crackdown on clandestine connections,
as well as a stricter enforcement of payment obligations and service dis-
connection for legitimate customers who have fallen behind with their
payments. For these clandestine customers, who are often paying an
effective tariff close to zero, the tariff increase resulting from reform is
even larger than for legitimate customers. Nevertheless, clandestine cus-
tomers do stand to gain from being formally incorporated into the util-
ity’s cadastre. First, service quality may improve more for clandestine
than for legitimate customers, because the technical deficiencies of illegal
connections often jeopardize service quality. Second, in some cases, clan-
destine customers pay substantial sums to intermediaries to secure access.
Thus, the effective tariff increase they experience may not be as large as
appears at first sight. Finally, acquiring formal status as a utility customer
can confer a broader range of benefits, in particular facilitating applica-
tions for bank accounts, identity cards, and legal tenure documents.
Notwithstanding these offsetting benefits, this is undoubtedly a delicate
issue that must be handled carefully to promote the formation of a pay-
ment culture without major recriminations.

A second critical distinction that can be made within the category of
current customers is between residential and nonresidential (that is, com-
mercial and industrial) users.

Residential. In addition to the general customer resistance to tariff
increases described above, residential customers may also be concerned
that they will be adversely affected by the removal of cross-subsidies that
may have favored them at the expense of nonresidential customers.
Within the class of residential customers, there will also be conflicts of
interest between small and large consumers, because changes to tariff
structures that affect the size of monthly fixed charges, or the step struc-
ture of block tariffs, can significantly affect the distribution of welfare
between these two groups.

Nonresidential. Nonresidential customers may take a more favorable
view toward reform than residential customers. As mentioned above, they
potentially stand to benefit from the removal of cross-subsidies that have
traditionally penalized them and, in some cases, forced them to seek alter-
natives to utility supply. Furthermore, nonresidential customers poten-
tially have the most to gain from market liberalization.



Utility Reforms

Workers

Employees tend to be one of the best organized and most vocal stake-
holder groups, because of the relatively high degree of unionization typ-
ically found in utility workforces. Unions tend to be strong opponents of
reform from the outset, because of their concern about layoffs. Once
reform processes are under way, their interventions will focus on improv-
ing severance conditions for those laid off and ensuring that pay and con-
ditions of employment do not deteriorate for those who are retained. A
potential upside that arises in some privatization processes is the distri-
bution of utility shares among retained employees.

Finally, beyond the current utility workforce, reforms that lead to
market liberalization or increased reliance on subcontracting may create
new opportunities for workers in upstream supply industries or in com-
petitor companies. Furthermore, to the extent that the reform enhances
the dynamism of the sector, new job opportunities may be created. How-
ever, these potential beneficiaries are highly diffuse and disorganized, and
therefore they do not often form part of stakeholder discussions.

Competitors

Reforms that affect the extent and conditions of market liberalization will
also be of major concern to the utility’s potential competitors. In general,
competitors stand to gain from utility reforms. However, they will be con-
cerned to establish a level playing field for competition, given that the for-
mer state monopoly incumbent may continue to exercise a dominant
position and enjoy substantial competitive advantages.

In addition to traditional competitors, utilities may often also com-
pete with small informal providers of substitute services, particularly in
peri-urban areas where utility networks may be absent or deficient. These
providers may often be forced to operate in the shadow of illegality, and
reforms may either improve or, more typically, worsen this situation.

Owners

In reforms that involve transfer of asset ownership, the interests of cur-
rent and future owners need to be carefully considered.

In the case of PSP entailing full asset sale, the citizenry at large rightly
perceives itself as being the ultimate owner of the public utility assets. As
aresult, the general public may raise concerns about whether the family’s
assets are being sold at a fair price. There may also be considerable sensi-
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tivity to transferring ownership of such strategic assets to foreign com-
panies, or concentrating it in the hands of the local elite. In addition, the
public may be concerned that the transaction be carried out with ade-
quate transparency to avoid the proceeds from being diverted by corrup-
tion. At the same time, the potential new private sector owners will be
concerned to have the transaction structured in a way that is favorable to
them, pressuring for higher prices, laxer regulations, weaker competition,
and fewer investment obligations.

In cases of decentralization, where asset ownership is transferred
between different tiers of the state, different levels of the government will
have concerns about the fair allocation of assets, as well as associated his-
toric liabilities (both explicit and contingent). An additional concern is the
extent to which decentralization of responsibility for service provision will
be matched by the necessary increase in fiscal transfers to support the cost
of operating, maintaining, and expanding services, where relevant.

State

Aside from its role as owner of assets, the state usually holds the ultimate
constitutional responsibility for ensuring that utility services are ade-
quately provided in any particular country. In most reform settings, the
state is distancing itself from service provision, whether by delegating to
a corporate public entity or contracting with the private sector. As a
result, the state is in some sense reducing its direct responsibilities for
maintaining service provision, and greatly easing its financial burden.
However, by the same token, it is also reducing its degree of control over
a highly strategic and politically sensitive sector. This step can therefore
generate very ambivalent reactions from the public bureaucracy. The
Ministry of Finance may see it as a very positive step, while the Sector
Ministry may present a more ambiguous range of responses, depending
on whether it is primarily relieved to be rid of the responsibility, or feels
that its political influence is being threatened or reduced.

Summary of stakeholder impacts

Table 3.4 summarizes the extent to which each of the stakeholder groups
stands to gain or lose from impacts passing through each of the trans-
mission channels identified in the preceding section, namely, employ-
ment and wages, price of service, quality of service, access to service, asset
ownership, fiscal flows, and entry conditions. The table clearly identifies
that each stakeholder group is concerned about a specific subset of the
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Ex Ante Simulation of Winners and Losers from Reform

In most utility transactions, financial advisers use models to examine the viability of the util-
ity and the expected fiscal gains from the transaction. While important, this perspective
overlooks the issue of how benefits are distributed across different stakeholder groups, and
hence the ultimate equity and political acceptability of the reform. To address these con-
cerns, the World Bank developed a model to estimate the net benefits of reform to each
stakeholder group and the overall net social benefits of the transaction.

This model was applied to three water utilities based in some of the smaller Argentine
provinces that were developing a concession arrangement with the private sector. The draft
concession documents were used as the basis to simulate how the reform would affect each
of the stakeholder groups. In each case, the analysis indicated that the reforms would bene-
fit society with economic rates of return in the range of 24 to 54 percent, reflecting the gross
inefficiency of the existing utilities. However, in all cases, the proposed concession docu-
ments were found to lead to a highly inequitable distribution of benefits, with the govern-
ment generally being the major beneficiary at the expense of consumers. Indeed, in two of
the three utilities, it was found that consumers would actually lose out from the proposed
reforms, although they were beneficial for society as a whole. This was as a result of high
canon payments to the government, high connection costs for new customers, and tariff
structures that did not provide adequate incentives for service expansion.

After seeing the results of the simulations (summarized in red in the figure), local gov-
ernment officials were motivated to modify the design of the contract by reducing connec-
tion targets, using part of the transaction revenues to subsidize new connections, reforming
the tariff structures, and slowing the pace of new investments in sewage treatment. As a
result, the distribution of benefits became significantly more equitable (see green columns in
the figure), producing a more balanced and probably more robust contract.

Shareholders b gé:gre
Suiey —
Non—poor customers |::|

Poor customers |£

Customers | p—
|

Government |
1 1 1 1 1

-30 -20 =10 0 10 20 30 40
Present value of benefits (US$m)

]

Source:van den Berg, 2000.



TABLE 3.4 Summary of Key Concerns of Different Stakeholder Groups

Customers

Workers

Employment

n.a.

Stand to /ose from
layoffs or

Price of service

Current cus-
tomers stand
to lose from
tariff increases
or from paying
tariffs for the
first time.

Residential
customers
stand to /ose
from removal
of cross-
subsidies.

Nonresidential
customers
stand to gain
from removal
of cross-
subsidies
and arrival of
competition.

n.a.

Quality of service

Current cus-
tomers stand
to gain from
quality

improvements.

n.a.

Access to service

Potential
customers
stand to gain
from accelera-
tion in access,
stand to /ose
from restric-
tions to alterna-
tive suppliers.

n.a.

Asset ownership  Fiscal flows
n.a. n.a.
Stand to gain n.a.

from share

Entry conditions

n.a.

n.a.
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reduced pay
and conditions

of employment.

Competitors  n.a.

Owners Private owners
stand to gain
higher profits
from lower
wage bills.

State n.a.

n.a.

Private owners
stand to gain
higher profits
from price
increases

Sector Ministry
stands to gain
from reduced
responsibility
but to lose
direct political
control.

n.a.

n.a.

Sector Ministry
stands to gain
from reduced
responsibility
but to lose
direct political
control.

n.a.

n.a.

Sector Ministry
stands to gain
from reduced
responsibility
but to /Jose
direct political
contral.

ownership in
certain forms
of PSP.

n.a.

General public
stands to /ose
from sale of
public assets
or gainfrom
democratiza-
tion of
ownership.

n.a.

n.a. Stand to gain

from new
business

opportunities.
General public n.a.

stands to gain
from increased
public spend-
ing in other
sectors.

Ministry of n.a.

Finance
stands to gain
from improved
fiscal flows.

Source: Authors.

Note: n.a. = not applicable; PSP = private sector participation.
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impacts caused by utilities reform, and may be positively or negatively
affected depending on the direction of the change. Box 3.1 provides a
concrete example of how simulation techniques can be used to improve
the distribution of reform benefits across stakeholder groups.

MITIGATION OF REFORM IMPACTS AND RISKS

When errors are made in the design of a reform, the impacts described in
the preceding section can become large, unleashing political forces strong
enough to derail the entire process or even to reverse it once it has been
implemented. Labor unions can (and have) mobilized major strikes to pre-
vent the sale of the relevant public enterprise and associated redundancies
and changes in working conditions. Communities around the world can
(and often have) responded with organized (and sometimes violent) civil
disturbances to substantial tariff increases, mandatory connection charges,
formalization of clandestine customers, supply interruptions, and plans to
sell public enterprises to foreign investors.

These examples illustrate that utility reform is a risky process and
that significant attention should be paid to the incorporation of measures
to mitigate negative impacts on different stakeholder groups and ensure
that the positive impacts of reform are fairly distributed between them.

Indeed, it is important to understand that the distribution of bene-
fits among stakeholder groups is no accident, but a fairly predictable con-
sequence of the way in which the sector reforms are designed, and the
choices that are made regarding each of the key variables identified in the
section on the “Typical Direction, Magnitude, and Evolution of Impacts.”
It follows that the design of any utilities reform process should ideally
estimate the costs and benefits accruing to each stakeholder group, and
identify design changes that may make this distribution more equitable
and thereby secure broader political support for the reform.

Among these potential design changes are a range of mitigating
measures that help to attenuate the adverse impacts on any specific group.
Table 3.5 summarizes the main mitigating measures proposed for each
dimension of impact. These are discussed in further detail below. Estache,
Foster, and Wodon (2002) provide a more extensive discussion of the mit-
igating measures that help to safeguard access and affordability of serv-
ices by the poor in the wake of utilities reform.

It is essential to recognize the substantial tradeoffs that exist among
the interests of the different stakeholder groups and, hence, among the
application of the various mitigating measures identified in Table 3.5. For
example, the higher the sale price of the enterprise, the greater the fiscal



Utility Reforms

revenues will be to the government, but the lower the financial return to
investors. Similarly, the greater the efficiency gains, the lower the tariffs
offered to consumers will be, but the higher the number of redundancies
in the labor force. And again, the more ambitious the plans to expand
service coverage, the greater the benefits will be to the excluded poor, but
the lower the sale value of the enterprise will be to the state. The balanc-
ing of interests among these different stakeholder groups is ultimately a
political choice and depends critically on the design of the original trans-
action and how effectively it is subsequently regulated.

Employment and wages

Where major labor retrenchment is anticipated, careful consideration
should be given to the conditions under which this is done. Issues to be
considered are whether this should be done before or after a PSP trans-
action, whether voluntary or involuntary schemes need to be developed,
how much compensation workers will receive and how their pension
rights will be treated, whether special assistance needs to be provided to

Conflicts of Interest in Privatization Processes

Government
P =

Maximize [fiscal proceeds

Investors R Labor force

Protect jobs

- -
Reduce tariffs to Expand coverage to
existing households excluded households

Source: Authors.
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TABLE 3.5 Mitigating Measures for Each Dimension of Impact

Mitigating measures

Employment e (Generous severance package and retraining opportunities for laid-off workers

and wages

Price of service

Quality of service
Access to service

Asset ownership

Fiscal flows

Voluntary rather than compulsory redundancies

Distribution of utility shares among retained workforce

Reduce scale of investment program and delay its implementation

Reduce quality of service targets to reduce investment requirements
Reduce minimum sale price or canon payment requested for utility

Phase in tariff increases gradually over time

Synchronize tariff increases with quality of service improvements
Incorporate a social tariff mechanism to protect most vulnerable households
Improve balance of fixed and variable charges in the tariff structure

Provide more frequent payment options, such as prepayment meters
Provide the option of consumption-limiting devices

Incorporate strict quality of service regulation

Incorporate universal service obligation into regulatory framework

Define explicit connection targets for the utility

Provide connection subsidies for the utility

Reduce costs of connection through appropriate technology and labor contributions
Design transaction to permit participation of local firms

Incorporate mechanisms to broaden ownership of shares.

Substitute dividend payments with tax revenues.

Increase minimum sale price for enterprise.

Entry conditions e Develop an explicit policy and regulatory framework for alternative water suppliers

Source: Authors.

facilitate retraining and reemployment of those laid off. In all of these
areas, compliance with national and international regulations on labor
standards will help to ensure that workers are fairly treated.

Price of service

Where a utility reform process looks likely to result in substantial tariff
increases, which appear to be unaffordable for the most vulnerable con-
sumers or that (while strictly speaking of affordable increase) are likely to
result in a major political backlash, steps should be taken to reduce the
necessary price increases or soften their social and political impact.

The price level for the utility service is highly sensitive to the projected
investment program, which in turn reflects the expansion and quality obli-
gations imposed on the utility. Because these obligations are largely a pub-
lic policy decision, price increases can be reduced by adopting a less
ambitious set of expansion and quality targets, or by introducing govern-
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ment cofinancing for part of the investment obligations. In cases of PSP,
another variable with an important impact on the price level is the mini-
mum sale price determined for an asset sale or minimum canon payment
determined for a concession. Once again, this is almost entirely a public
policy decision and can be modified if necessary to improve the distribu-
tion of benefits between taxpayers (who benefit from a high sale price) and
consumers (who benefit from a lower sale price).

Where the resistance to price increases stems from political opposi-
tion, as opposed to genuine affordability concerns, it may be relevant to
think about the timing and presentation of the tariff increases. It may
make a difference, for example, whether price increases are adopted in
one sudden adjustment or as part of a lengthy process of convergence.
There is no a priori reason to think that one strategy would work better
than another, but local considerations may provide reasons for preferring
a particular strategy. Gradually phasing in higher tariffs, as opposed to
doubling tariffs overnight, may make the adjustment process less painful
for customers. Furthermore, the timing of tariff increases to coincide
with the advent of improved levels of service will also help to improve the
acceptability of this reform.

In situations where the bulk of the population is able to accommo-
date higher tariffs, but a more vulnerable minority faces genuine afford-
ability problems, it will be important to accompany reform efforts with
the introduction of an appropriate social tariff or other safety net scheme.
Doing so will cushion this group from the effects of the tariff increase on
the cost of meeting their most basic needs. A wide range of direct subsidy
and cross-subsidy instruments exist, such as lifeline tariffs, zonal subsi-
dies in low-income neighborhoods, or subsidies to individuals who qual-
ify for other welfare benefits. Each of these instruments has advantages
and disadvantages, which need to be carefully evaluated against any par-
ticular country setting. The basic principle, however, is that instruments
of social protection need to be found in cases in which reforms raise tar-
iffs beyond the reach of vulnerable social groups.

Beyond subsidies, other measures can be used to improve the afford-
ability of utilities services to the poor, most of which are linked to changes
in the utilities’ commercial policy. Where utility tariff structures present high
fixed charges, shifting costs toward variable components of the tariff struc-
ture in a revenue neutral manner gives low-income households greater
control over their utility bills by ensuring that economy measures taken
within the household yield payoffs in terms of lower bills. In some cases,
payment difficulties have more to do with cash-flow problems than with
affordability problems. Thus, providing an option for more frequent pay-
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ment of bills can make it easier for households with limited cash reserves
to budget the cost of utility services. An extreme example of this is devices
such as prepayment meters that allow households greater control over the
timing of their expenditures. In some context, consumption-limiting
devices can be used to restrict the volume of service that can be drawn from
the public network, which can sometimes keep utility expenditure within
affordable limits, while ensuring that the most basic needs can be met.

Quality of service

While quality of service could be expected to improve as a result of reform,
this cannot be taken for granted; thus, an adequate quality of service regu-
latory framework is needed to provide the necessary incentives and obliga-
tions. This framework should include well-defined service targets, as well
as an adequate system for monitoring the achievement of those targets,
combined with appropriate sanctions to operators and compensations to
consumers.

ACCESS TO SERVICE

Utility reform typically strengthens commercial incentives to expand into
new markets. However, many of the unserved markets in developing
countries—including low-income peri-urban and rural areas—are not
commercially attractive to serve. To compensate for the lack of commer-
cial incentives, and to ensure that the benefits of reform reach these key
disadvantaged groups, it is typically necessary to incorporate within the
design of the reform a package of policy instruments aimed at promot-
ing access. These instruments can be regulatory measures to require util-
ities to serve these markets, financial incentives to make these markets
more commercially attractive, or measures aimed at reducing the cost
faced by new customers in connecting to the network.

The most commonly used regulatory measure is the universal service
obligation, requiring utilities to provide services to all customers request-
ing them within a specified service area. While desirable, this provision has
limited relevance when major network expansions are required to reach
new communities, or where low-income households may desire service but
be unable to pay for it. Therefore, it may be preferable to use mandatory
connection targets that are referenced to specific (low-income) neighbor-
hoods over a specific time horizon.

However, regulatory instruments will not be effective if there is a real
economic barrier in customers covering the up front capital costs associated
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with connecting to the network. One alternative, in these cases, is the use
of connection subsidies to reduce the economic barriers faced by customers
and to improve the overall return of the investment to the operator. These
may either be publicly funded grants or cross-subsidy funds raised within
the sector (for example, through some kind of universal access surcharge).
Where connection subsidies are not financially viable, alternative instru-
ments can be used to reduce the cost of extending services to low-income
areas. These may include the adoption of alternative technologies or the
contribution of community labor to the construction of new networks.

Asset ownership

A concern often raised by utility reforms, particularly where asset sales are
involved, is the concentration of asset ownership in the hands of a relatively
small (often multinational) group of commercial interests. A number of
measures can be taken to reduce the probability of this outcome. One
approach is to break up large transactions into smaller packages that may
be more manageable to local investors, often entailing horizontal restruc-
turing measures before the reform. Another alternative is to introduce legal
restrictions that prevent a single firm from acquiring assets in different seg-
ments of the market or that require international investors to partner with
local firms. Finally, ownership democratization measures can be consid-
ered, such as giving or selling shares to employees, pension funds, or the
general public.

Fiscal flows

As noted above, utilities reform (and in particular PSP) tends to have a pos-
itive impact on the public finances, not only through sale revenues but also
as a result of subsequent tariff increases. Situations sometimes arise, how-
ever, in which well-run public utilities are significant fiscal contributors
through the dividend payments they make to the state. The potential loss
of these dividends may therefore become a concern, and in some cases
even an obstacle, to reform. One way to compensate for the loss of such
dividends is to create a tax regime for the privatized utility that compen-
sates, at least to some degree, for the loss of fiscal revenues.

Entry conditions

Utilities reform usually leads to greater liberalization, which leads to mar-
ket entry, intensified competitions, and improved choice for consumers.
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The exception to this rule is the water sector, in which concession con-
tracts often incorporate exclusivity provisions that outlaw alternative
suppliers within the concession zone. In areas where significant coverage
deficits remain, this kind of provision has the undesirable effect of stifling
the only medium-term alternatives that may be available to lower-income
customers. Consequently, it is desirable for water utility reform processes
to incorporate an explicit analysis and policy framework for improving
services in this segment of the market. This may include a framework that
obliges the formal utility to provide certain alternative forms of service in
unserved neighborhoods and measures to regulate and improve the func-
tioning of alternative supplies, and facilitates partnership between the
formal utility and the alternative suppliers (for example via bulk supply
of potable quality water).

TOOLS FOR MEASURING SOCIAL AND
DISTRIBUTIONAL IMPACTS

The following section discusses data availability, as well as simple and
more complex, quantitative, and qualitative techniques for evaluating
utilities reform. The tools are discussed separately, but a combination of
several techniques may be used. Each tool provides a unique perspective
but may also have specific drawbacks. Using them in combination pro-
vides a rich source of information on diverse aspects of the poverty and
social impact of utility reforms. However, data limitations may well be a
binding constraint in many cases.

Data availability

Data availability can often be a significant limitation in assessing the
impact of reforms to the utilities sector. The typical data sources that exist
are listed and briefly described below, and a comparative summary is pro-
vided in Table 3.6. With the exception of utility data and international
benchmarks, the best overall source for most of the data identified is the
National Statistics Office.

Utility data. A lot of important information can be obtained directly
from the utility, including the tariff structure, the costs of service provi-
sion, the quality of service provision, and broader enterprise performance
indicators, as well as the consumption and payment record of customers.
A key drawback of utility data, however, is that it does not usually identify
the socioeconomic conditions of the household. Furthermore, it only doc-



Utility Reforms

uments the formal segment of the market and thus does not provide much
information on the consumption patterns of households that have illegal
connections or rely on alternative forms of water and energy services.

Census. The census is often a good source of comprehensive information
on basic access data as well as physical housing characteristics. However,
it seldom incorporates more sophisticated variables and never measures
income directly. Moreover, because it is conducted at most once per
decade, it is often too out of date to be useful for the purposes at hand.
Nevertheless, there are techniques available for combining household sur-
vey and census data to produce relatively reliable poverty maps (Elbers,
Lanjouw, and Lanjouw 2003). This is typically done by developing regres-
sion models with household survey data that predict income based on
housing variables common to both the census and the household survey.

National household surveys. An increasing number of countries con-
duct regular national surveys that include some relevant information
about utilities in combination with socioeconomic data for households.

B Labor Force Surveys (LFS)—The most frequently available surveys
tend to be LFS, which are conducted at least once each year, but may
only report on access to utilities (if that).

B Household Expenditure Surveys (HES)—Many countries conduct HES
every few years to update the weights in the consumer price index.
Such surveys can often contain interesting information on household
expenditure.

B Living Standards Measurement Surveys (LSMS)—An increasing number
of countries are conducting LSMS on an occasional basis. To varying
degrees, many of these draw on the standardized international format
developed by the World Bank. LSMS typically have the richest source
of information on utilities, because they combine data on household
socioeconomic circumstances with data on access to utilities, character-
istics and quality of service, use of utilities, expenditure on utilities, and
quality variables. However, they can also present a number of limita-
tions. First, the timing of the surveys may not always be well synchro-
nized with utility reform processes, so the data is not necessarily
available for the key time periods of interest (that is, immediately before
and some time after the reform). Second, availability and definitions of
key impact variables may vary over time, making it difficult to perform
the analysis even when surveys exist for the relevant points in time.
Third, they are usually representative only at the national and regional
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level, and (with the exception of large metropolitan areas) not at the city
level, which is often the relevant geographic unit of analysis for utilities
reform. Moreover, rural coverage is sometimes limited.

Ad hoc household surveys. Occasionally, smaller city-level or utility-
level surveys are conducted for specific purposes or may be funded in the
context of a PSIA. These offer the best opportunity to tailor information-
gathering to analytical needs, although they are costly (approximately
US$50,000) and time-consuming (4—8 months). In addition, they are not
always capable of measuring household income and poverty with the
same precision as the national household surveys, given the complexity
of this task and the desirability, for example, of requiring households to
keep expenditure diaries over extended periods.

National statistics. The Sector Ministry often has helpful national sta-
tistics on the utility sectors, while the Social Development Ministry
should be able to provide information on poverty lines, poverty rates, and
any national poverty databases or welfare-targeting systems, such as
poverty maps.

International statistics. For the purposes of comparing the situation of
a specific utility with respect to other countries, it can be useful to have
benchmarking parameters from other countries that have a similar geo-
graphic and socioeconomic environment. A number of international
databases exist for benchmarking enterprise performance across utilities.
In addition, country case studies (such as those cited in the annexes) can
provide a useful point of reference.

This review makes it clear that there is no single perfect source of data
to support analyses of the social impact of utilities reforms. The central
challenge is to combine information about utility consumption patterns
with information about socioeconomic conditions at the level of specific
individual households. A good starting point is to gather as many data
sources as are readily available and then evaluate the desirability and fea-
sibility of conducting an ad hoc survey. In most cases, a considerable
degree of ingenuity and sleuthing is needed to splice data from different
sources and draw appropriate inferences.

One of the most important and difficult data collection challenges
is to obtain joint readings on physical utility consumption and socio-
economic characteristics at the level of individual households. Table 3.6
discusses some of the methodological options available, highlighting the
particular drawbacks that arise in each case.



TABLE 3.6 Comparative Summary of Data Sources

Utility data
National census

National household
surveys

e |FS

e HES

e LSMS

Ad hoc household
surveys
National statistics

International
statistics

Variables

Tariffs, costs, quality, payment, and
consumption records
Access, housing characteristics

n.a.

Access

Access, expenditure

Access, expenditure, consumption
patterns, socioeconomic
characteristics

Access, expenditure, consumption,
income, socioeconomic variables

Sector: aggregate data on coverage,

consumption, prices, and quality
Sacial: poverty lines, poverty rates,
poverty maps, poverty databases
Benchmark parameters on utility
performance, as well as access,
expenditure, and consumption

Strengths

Detailed time series on pay-
ment and consumption
Comprehensive

n.a.

Frequent, readily available

Sometimes readily available

Sometimes readily available,
broad coverage of
variables

Extremely flexible, represen-
tative of target population

Often readily available

Useful point of
comparison

Weaknesses

Only covers formal market; no
socioeconomic information

Often out of date; no data on income
or consumption

n.a.

Limited coverage of relevant variables

Excludes some relevant variables

May not be well-timed or representa-
tive, may omit some variables

Costly, time-consuming, may not
measure poverty very precisely

Often too aggregated to be very
useful

May not cover countries and vari-
ables of interest

Source

Utility

National Statistics Office
National Statistics Office
National Statistics Office

National Statistics Office
National Statistics Office

National Statistics Office

Sector Ministry and
Social Ministry

Academic and policy
literature

Water: WB-IBNET

Electricity: IEA

Telecom: ITU

Source: Authors.

Note: n.a. = not applicable; LFS = Labor Force Survey; HES = Household Expenditure Surveys; LSMS = Living Standards Measurement Surveys; WB-IBNET = World Bank-International

Benchmarking Network; IEA = International Energy Agency; ITU = International Telecommunication Union.
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The Challenge of Measuring Physical Consumption

There are a number of strategies available for trying to measure the physical consumption of
utility services.

Direct measurement. The ideal approach to obtaining joint readings of physical con-
sumption and socioeconomic characteristics would be to conduct an ad hoc household sur-
vey that takes the utility's customer cadastre as a sample reference frame, thereby
permitting socioeconomic data to be matched up against the household's complete con-
sumption and payment history. Confidentiality considerations may make this almost impossi-
ble to do in practice. Moreover, even if it can be done, it does not resolve the issue of
measuring consumption of unmeasured or clandestine utility customers, or those who obtain
services from alternative providers.

Field measurement. For households that lack meters, or for whom utility data cannot
be accessed, there is the possibility of measuring consumption directly in the field. This can
be done by making engineering estimates based on household appliances and reported use
patterns, requiring households to keep detailed consumption diaries, or installing temporary
measurement devices purely for observation purposes. In practice, the field measurement
approach, although probably the least accurate, may be the only practical and cost-effective
option.

Reading from bill. Where an ad hoc household survey is conducted, it may be possible
to ask households to show the interviewer their latest utility bill, allowing consumption to
be read directly from the bill. However, many households may never actually receive a utility
bill (for example, tenants), while many others may be unable or unwilling to present the doc-
ument. Even when the hill is available, careful interviewer training will be required to ensure
that it is adequately interpreted. Experience with this approach indicates success rates of
not much more than around 25 percent, leading to potential selectivity biases.

Expenditure inference. Given the difficulties identified with these methods, often the
only way of estimating the physical volume of consumption is to infer it from reported utility
expenditure, using the prevailing tariff structure to “back out” the level of consumption.
Although relatively straightforward, this approach also presents serious limitations. In
particular, it may not always be easy to identify which tariff structure a given consumer is
paying under or whether the consumer is being effectively metered. Furthermore, it is not
possible to ascertain whether the last month’s expenditure relates solely to the last month's
consumption, or also includes payment of arrears.

Source: Authors.

Simple diagnostics

Even when time and data availability are extremely limited, there are
some very simple diagnostic indicators that can be quite easily put
together from the sources described above and that shed light on the
likely severity of each of the impacts on the most affected stakeholder
groups. Table 3.7 identifies the key diagnostic indicators for each dimen-
sion of impact. These are discussed in further detail below.
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TABLE 3.7 Diagnostic Indicators for Each Dimension of Impact

Employment and wages

Price of service

Quality of service

Access to service

Asset ownership

Fiscal flows

Entry conditions

Diagnostic indicators

Utility workforce as a percentage of total national and local workforce
Estimate of potential redundancies in the utility labor force

Potential redundancies as percentage utility workforce

Potential redundancies as percentage of local and national workforce
Age and skill profile of potential redundancies

Current rate of unemployment in the national and local labor market.
Unionization rate of utility workforce

Current average price of service

Estimated percentage increase in price needed to reach efficient cost-
recovery level

Cost of subsistence level of consumption as percentage of poor family
monthly income

Actual expenditure on utility service as percentage of poor family
monthly income

Current quality of service indicators

Estimate of potential improvements in quality of service

Estimate of coping costs incurred because of current quality deficiencies
Current coverage rate of service

Socioeconomic profile of customers currently lacking access

Average price of alternative services used by households without access
Connection charge for services

Connection charge as percentage of poor family monthly income
Monthly installment of connection charge as percentage of poor family
monthly income

Extent of foreign enterprise ownership and investment in the economy
Extent of concentration of local enterprise ownership and investment in
the economy

Potential sale value of utility

Present value of fiscal transfers to utility

Present value of tax revenues paid by the utility to the state

Present value of dividends paid by the utility to the state

Present value of debt service on historic debts retained by the state
Explicit and implicit entry costs imposed on new market players
Welfare cost of delaying transition to a competitive market

Source: Authors.

Employment and wages. To assess the severity of potential impacts on
employment and wages, it is relevant to first try and estimate how large
the scope of redundancies might be, both in absolute terms and relative
to sectoral employment and overall employment in the economy. This
can be done by comparing current levels of labor productivity (employ-
ees per thousand connections) with those in benchmark utilities that
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have undergone reform, or by applying historic parameters on the poten-
tial percentage of layoffs following reform. These numbers should be
compared with local and national rates of unemployment. An assessment
of the buoyancy of the local labor market, as well as the age and skill pro-
file of the current workforce, can also be made to assess the probability of
reemployment for workers that could be laid off.

Price of service. To estimate the potential severity of social impacts aris-
ing from price increases, it is necessary to estimate the potential magnitude
of tariff increases that may take place as a result of the reform. Taking an
estimate of subsistence consumption, as well as a reference income level for
ahousehold living below the poverty line, it is then possible to estimate how
much the tariff increase is likely to affect the affordability of the service.

Quality of service. To assess the extent to which quality of service
improvements may help to compensate consumers for tariff increases, it is
relevant to compare the utility’s current quality levels with those that might
be expected following reform, based on international benchmarks. It is also
relevant to explore how severely the population is affected by current qual-
ity of service deficiencies, for example, by incurring coping costs to com-
pensate for deficient service (such as back-up generators or water tanks).

Access to service. To evaluate the potential upside of reform in terms of
expanding access to services, it is helpful to look at current coverage rates
and past coverage trends to see whether adequate progress has been made
toward universal access. It is also important to have a reasonable charac-
terization of the population without access, including their geographic
location, socioeconomic status, and the cost and quality of the substitute
services on which they depend. All of these help to gauge the likely ben-
efits of access expansion, as well as the potential socioeconomic obstacles.
In this sense, it is relevant to compare connection costs with the typical
income level of the unconnected population to determine the extent to
which connection subsidies or other social policies aimed at connection
may be needed as part of the reform package.

Asset ownership. To gauge the potential sensitivity of asset ownership
issues in a reform process, it will be relevant to look at the current pat-
terns of participation of foreign investors in the country. Statistics on for-
eign investment and foreign ownership of assets are relevant points of
reference. Where possible, it also is relevant to look at the concentration
of market power in the hands of powerful local business interests.
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Fiscal flows. To estimate the changes in fiscal flows likely to result from
utility reform, it is necessary (where relevant) to estimate the sale value
of the utility. In addition, the dynamic fiscal effects need to be considered
by quantifying the present value of future fiscal flows, whether positive or
negative. On the positive side, there is the present value of avoided subsi-
dies and increased tax revenues. On the negative side, there is the present
value of foregone dividends and debt service payment on historic debts
absorbed by the state.

Entry conditions. To gauge the impact of the reform on entry condi-
tions for competitors, it is important to calculate the explicit or implicit
entry costs that are imposed by the regulatory framework. These include
any license payments and required investments (for example, to provide
nationwide service presence), as well as costs associated with bureaucracy
and red tape. Where the reform process creates exclusivity periods, it is
relevant to estimate the welfare loss to consumers from the delayed tran-
sition to a competitive market. This is done by comparing the differing
pace of market expansion and price reduction in competitive versus
monopoly markets in other countries.

Quantitative techniques

When time, data availability, and resources permit, more sophisticated
methodological tools can be used to either predict the impact of reform
ex ante or measure the impact ex post. These tools become complex in
technical terms, because they depend on assumptions about household
behavior and about the links between markets and households. They are
also much more demanding in terms of data requirements. The avail-
ability of suitable household survey data becomes absolutely essential,
complemented where possible by data on physical volumes of utility con-
sumption, as discussed above.

When performing ex post analysis, the minimal requirement is for
repeated surveys before and after the reform. However, for strong con-
clusions to be reached, it is critical to have panel data, constructed by vis-
iting the same households before and after the reform process. With
repeated surveys, it is necessary to make (sometimes dubious) assump-
tions about how comparable different groups are over time. For example,
if reform has strong distributional effects, it is not possible to assume that,
say, the bottom 20 percent of the population is composed of the same
type of households before and after a given reform. Panel data overcomes
these difficulties.
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Based on a review of the literature summarized in the annexes to this
chapter, the main methodological approaches commonly used are identi-
fied and briefly described below. Most of the techniques covered focus on
the problem of measuring changes in consumer welfare as a result of
changes in service price, quality, and access, because this is by far the most
methodologically challenging aspect of the problem. Impacts on employ-
ees, owners, and the state are usually quite straightforward to measure in
terms of net present value of earnings or returns. In addition, benefit inci-
dence analysis focuses on analyzing the distribution of benefits as opposed
to their absolute value. Finally, counterfactual analysis and computable
general equilibrium (CGE) models are two techniques for integrating the
different impacts of reform into a single methodological framework.

Impact on budget shares

Several elements of reform, including changes in tariffs, increased
enforcement of utility contracts, and legalization of illegal connections,
result in changes in the utility expenditures of the poor. Such changes can
be simulated by first estimating a demand for the service and then simu-
lating how household demand would react to the new prices. This type
of simulation can be useful ex ante in the identification of the need for
subsidy schemes (for example, when expenditure shares exceed generally
accepted international norms, such as the World Health Organization’s
recommendation of 5 percent for water), as well as in political economy
analyses highlighting groups that are likely to be particularly hurt by and,
hence, oppose the reform.

Ex post analysis can be used to observe how the expenditure pattern
of various groups has evolved over time and can present these changes for
different groups of the income distribution (in a way analogous to the
benefit incidence analysis discussed below). This type of analysis does not
fully capture the impact of changes on the welfare of the poor, which
depends on the quantities consumed rather than on expenditure levels.
However, it can provide a useful approximation of the direction and mag-
nitude of welfare changes.

Welfare impact measurement via consumer surplus

As mentioned above, utility reforms may have a complex array of wel-
fare impacts on consumers, operating through changes in prices, qual-
ity of service, and access conditions. The key instrument for analyzing
this complex outcome is provided by the estimation of changes in con-
sumer surplus, which, under reasonable assumptions, approximates to
changes in consumer welfare. However, the use of consumer surplus
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measures is premised on the assumption of zero income effects. There-
fore, the methodology may not be very reliable in situations in which
price changes are large in relation to existing expenditure levels.

There are different ways of approximating the consumer surplus. The
simplest one is to assume that changes in welfare are proportional to the
quantity initially consumed. However, more complex formulae also take
into account how demand reacts to changes in utility prices. This type of
calculation can also be extended to groups that do not initially have access
to a utility service by imputing virtual prices (that is, the lowest price at
which households do not consume a service even if they have access),
allowing an overall evaluation of the benefits. An advantage of this type
of calculation is that it provides a monetary metric for the changes in wel-
fare that households experience. This allows their costs and benefits to be
directly compared with those of other stakeholders, such as investors,
employees, or the state.

Welfare impact measurement via willingness to pay

In addition to the consumer surplus methods described above, welfare
impacts can be measured directly or indirectly through a variety of other
techniques. Many of these techniques have been developed in environ-
mental economics literature in response to the problem of valuing goods
that are not openly or explicitly traded in the market place. This problem
makes it impossible to directly observe the demand function and calcu-
late consumer surplus using the standard techniques described above.
This broad set of methodologies, reviewed in detail elsewhere (Devicienti,
Klytchnikova, Paternostro 2004), aims at gauging households’ willingness
to pay for specific services or service characteristics.

One family of methods relies on obtaining households’ willingness
to pay, which is estimated directly from ad hoc surveys, by asking how
much households would be willing to pay for something they do not have
(Contingent Valuation) or by asking households to rank different price
and quality bundles for specific services (Contingent Ranking). The cen-
tral challenge of these methodologies is how to ensure that responses to
hypothetical questions accurately reflect real valuations.

Another family of methods relies on inferring willingness to pay
from household behavior in markets for goods and services that are com-
plements or substitutes for the good or service of interest. Examples
might include estimating savings on candles and kerosene lamps when
evaluating the benefits of rural electrification, or savings in time of water
collection when evaluating the benefits of a household tap. In the case of
industrial customers, it may be possible to value the economic losses that
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they suffer from supply interruptions or from maintaining their own gen-
erator or borehole to compensate for deficiencies in public supply.

One salient example of these methodologies is the hedonic regres-
sion, which explains the value of housing or rents paid on the basis of the
physical characteristics of the house, the type and quality of services to
which it has access, and the general characteristics of the neighborhood.
This makes it possible to isolate house price premiums associated with
access to particular types of services or different levels of service quality.
For this method to work, there must be significant variation in service
characteristics across the area under study. Moreover, information about
service characteristics must be widely available, otherwise they will not
be adequately reflected in house prices or rents.

Impact on nonmonetary dimensions of poverty

Utility reform processes can also have important impacts on many proxi-
mate determinants of some key nonmonetary dimensions of well-being.
Thus, access to (good quality) utility service is often significantly correlated
with improved nutrition, sanitation, lower child and infant mortality, and
so on. Although these benefits are not directly amenable to monetary quan-
tification, any improvements in these variables evidently represent key
(potential) impacts of reform. A simple approach to the measurement of
this type of effect is to consider the incidence of these nonmonetary dep-
rivations by income groups, and cross-tabulate them against access to util-
ity services. Such cross-tabulations can be easily constructed from
comprehensive household surveys following the LSMS model.

Ex post valuations can focus on changes in these nonmonetary indi-
cators among groups that, for example, have benefited from connection
to services they previously did not have. Monetary measures of the
impact of access to services on nonmonetary deprivations can be
obtained by first estimating reduced form models of nonmonetary dep-
rivation and then using the coefficients to calculate by how much the
income or consumption of poor groups would need to be increased to
provide the same effect as a connection to one of these services. This
method provides ballpark estimates of the impact of access to utilities,
although concerns can be raised on the robustness of the results to model
specification and, in particular, omitted variable bias.

Benefit incidence analysis

Where the objective is to measure the distribution of benefits, rather than
to measure the welfare impact of the reform, benefit incidence analysis
may be a useful analytical tool. A benefit incidence analysis calculates the
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monetary value of the benefits accruing to different members of the pop-
ulation; for example, as a result of a change in the tariff or subsidy policy
of a utility.

If the subsidy (or other benefit delivered) is constant across benefici-
aries, a simple analysis of errors of inclusion and exclusion—by group
(poor-nonpoor) and by decile of the income distribution—can highlight
how well it is reaching its intended beneficiaries.

If the subsidy (or other benefit delivered) has a complex distributional
pattern, a fuller incidence analysis needs to be undertaken. A powerful way
to summarize this type of analysis, and possibly compare alternative sub-
sidy schemes, is through distribution curves, where the x axis shows the
cumulative distribution of the households or individuals when ranked in
increasing order, and the y axis shows the percentage of benefits and sub-
sidy received. If the subsidy is progressive (or regressive), the resulting
curve lies above (or below) the 45 degrees line.

An important caveat in interpreting these results is that they might
differ from results of other methodologies that estimate the welfare
impact of utility provision, because this type of analysis focuses on the
costs for the provider of the utility rather than the welfare benefits. These
studies, however, can provide useful estimates of the resources that can
be targeted in a pro-poor fashion as well as how their distribution can
be improved.

Finally, to obtain a full picture of distributional incidence, it is
important to consider the entire population of poor and not simply those
directly connected to an existing utility network.

Counterfactual analysis

One of the most difficult issues in evaluating the impact of utilities
reform is to establish an appropriate counterfactual against which to
compare the results of the reform. This question is relevant under all
methodological approaches and can be answered to varying degrees of
sophistication. The simplest approach is to compare the situation before
and after the reform. However, a more accurate methodology is to extrap-
olate historic trends observable in the years before reform and compare
them with the new trends observed in years after the reform. The impact
of reform should show up as a change in the long-term trend of the dif-
ferent variables under consideration. Clearly, the key methodological
problem with this approach is having a sufficiently solid basis on which
to predict the counterfactual, given that prereform data are often very
scarce or may only be available for one or two years, making it difficult to
establish the historic trend.
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Computable general equilibrium models

CGE models form a class of models in which production activities, fac-
tors, and institutions and their internal links within the economy, are fully
specified. These require both national accounts and survey data. The data
are compiled into a single information (or social accounting) matrix in
which the links among activities, factors, and institutions are organized.
These models are attractive because they allow the impact of reforms to
be fully traced through the entire economy, as opposed to focusing on
first-order, first-round effects. Because they are technically demanding
and data-intensive, however, they have rarely been used to examine the
impact of utility reforms.

The conclusions of this review of quantitative methodologies for
measuring the impact of utilities reform are summarized in Table 3.8,
which identifies key examples of case studies that have applied each of the
techniques described.

Qualitative techniques

In addition to the quantitative techniques described above, a number of
qualitative approaches are also effective in shedding light on the design
and impact of reforms.

Focus groups. These are structured discussions with small (and not
necessarily representative) groups of people drawn from specific stake-
holder perspectives. These groups make it possible to explore issues and
concerns in a more open-ended way than normally would be possible
through a questionnaire-based survey. It is also possible to brainstorm
about potential mitigating measures. This approach is being used by
Guasch to understand the negative perception of utility reform in Peru
through in-depth discussions with utility customers, customers receiv-
ing first-time connections following the reform, and employees laid off
as a result of the reform.

Stakeholder analysis. This particular tool uses qualitative data to describe
the interests and level of influence of selected groups with respect to policy
reforms, thereby clarifying the political economy dynamics. This is a qual-
itative version of the analysis of winners and losers described above. This
method is used to examine the potential for building consensus across
competing interest groups. Walker, Velasquez, Ordofez, and Rodriguez
(1999) performed an interesting application of this technique to the prob-
lem of water sector reform in Honduras.



TABLE 3.8 Summary Overview of Quantitative Techniques
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Impact on budget
shares of poor

Benefit incidence
analysis

Welfare impact
measures through
consumer surplus

Welfare impact
measures through
willingness to pay

Impact on non-
monetary dimen-
sions of poverty

Counterfactual
analysis

Computable general
equilibrium models

Purpose

To gauge nature of
impact of price
changes on
consumers

To determine equity
characteristics of
a price or subsidy
policy on consumers

To measure welfare
impact of price
changes (and
access) on
consumers

To measure welfare
impact of changes
in service price,
quality, and access
on consumers

To measure impact of
access on broader
quality of life of
consumers

To compare situations
of all stakeholders
before and after
reform

To gauge the first and
second order
impacts of reform
on the entire
economy

Method

Measure changes in
expenditure on utilities
as a result of price
changes

Measure how benefits are
distributed across a
particular target
population

Measure changes in
consumer surplus via
approximations to the
demand function

Direct methods
Ascertain willingness to
pay directly through
survey questions
Indirect methods
Infer willingness to pay
through observed
demand for comple-
ments or substitutes

Cross-tabulate nonmone-
tary dimensions against
access to service by
income level before and
after reform; value
changes in nonmonetary
dimensions

Project all relevant vari-
ables under a nonre-
form scenario to
compare with reform
outcomes

Construct model-capturing
links between inputs
and outputs within the
reformed sector and
across the rest of the
gconomy.

Examples

Wallich and Freund
1995

Gomez-Lobo and
Contreras 2003

McKenzie and
Mookherjee 2003

Direct methods
Whittington, Lauria,
and Mu 1991

Indirect methods

Foster and Araujo
2004

Korman 2002

Lampietti and
Meyer 2002

Foster and Araujo
2004

Ruggeri Laderchi
1999

Galal, Jones,
Tandon, and
Vogelsang 1994

Chisari, Estache,
and Romero 1999

Source: Author's creation.
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ANNEX 1: Summary of Selected Country Studies on the Impact of Utility Reforms

Country Analysis Sector Reform Reform date Source
Argentina EP M P 1990s Ennis and Pinto 2003
EP M P 1990s Benitez, Chisari, and
Estache 2003
EP M P R1,R2 1989-93 Chisari, Estache, and
Romero 1999
EA W P R1 Ongoing van den Berg and
Katakura 2004
EP M P 1990s Foster and Araujo 2004
Armenia EP E2 T 1999 Lampietti, Kolb, Gulyani, and
Avenesyan 2001
Chile EP E2 P 1986 Galal et al. 1994




Annex 1: Summary of Selected Country Studies on the Impact of Utility Reforms

Method

B, BI, CS

Impact

Summary

Access increased, relative prices of services
decreased, and employment fell but has since
recovered.

CGE, EV

Significant gains from improvements in qual-
ity, access, and productivity, especially among
the poor. But gains are not enough to offset
credit shocks. Fiscal gains are larger under
bad regulatory environment.

CGE

General increase in employment; gains (price
decrease or improvement in quality) from
privatization accrue mainly to rich; while gains
from regulation of privatized firms accrue to
low-income classes.

BI, CS, NM

Society as a whole benefits. The government is
the big winner while consumers, particularly
the poor, stand to lose from the proposed
reform. The projected outcome for investors is
mixed.

B, Bl

Social policy measures adopted at time of
sector reform are poorly targeted toward low-
income households. Targeting performance
can be substantially improved by subsidizing
connection rather than consumption.

B, DB

Electricity consumption fell by 17 percent
while consumption of substitutes increased.
Collection rates fell 9 percentage points, and
arrears increased four-fold. Compared with
the nonpoor, the poor cut consumption more,
the share of households with arrears was
higher, and the average size of arrears
increased more.

CF.CS

Overall welfare gain, but the government and
previously nonpaying customers are worse off.
Large gains for both domestic and foreign
shareholders as well as employees in their
capacity as shareholders.

(continued )
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ANNEX 1: Summary of Selected Country Studies on the Impact of Utility Reforms

(Continued)
Country Analysis Sector Reform Reform date Source
Chile EP T P 1986 Galal etal. 1994
EP W T 1990 G6mez-Lobo and
Contreras 2003
EP M P 1989 Paredes 2003
Chile (Santiago) EP WS R1 1989 Shirley, Xu, and
Zuluaga 2002
Colombia EP W T 1994 G6émez-Lobo and
Contreras 2003
EP M T 1994 World Bank 2004
Cote d'lvoire EP T M, P 1990s Laffont and N'Guessan 2002




Annex 1: Summary of Selected Country Studies on the Impact of Utility Reforms

Method

CF.CS

Impact

Summary

Overall welfare gain, with consumers gaining
the most mainly through expanded services
and unchanged tariffs, although with some
deterioration in quality.

DB

More than 60 percent of subsidies go to
households that are above the third decile of
the income distribution. Domestic and foreign
shareholders, competitors, and the govern-
ment are better off.

DB

Significant increases in coverage, especially
among the poor. No clear trend in prices.

CECS.D

Overall welfare gains with large gains for the
government. Consumers gained with price
increases offset by increased connection.
Employees gained from higher wages. Private
shareholders gained.

BI

All poor households receive some benefit from
water subsidy policy because the program is
overly generous and gives benefits to almost
all households.

B, B

Cross-subsidy system used to cushion poor
households from tariff increases associated
with reform is not effective in targeting
resources to the poor.

Expansion of access, but large regional imbal-
ances remain (for example, more new lines
installed in the capital than in the rest of the
country). Quality of services is reasonably
good but has not met the targets set by the
reform. The fall in basket prices is larger than
the required fall.

(continued)
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ANNEX 1: Summary of Selected Country Studies on the Impact of Utility Reforms

(Continued )

Country Analysis Sector Reform Reform date Source

Cote d'lvoire EP T P 1990 Plane 1999

Cote d'lvoire EP W R2 1988 Ménard and Clarke 2000

(Abidjan)

Egypt EA T P.M,R1 — Galal 1999

Georgia EP E1 PT 1998 Lampietti, Gonzalez, Wilson,
Hamilton, and Vashakmadze
2003

Ghana EP T P 1996 Haggarty, Shirley, and
Wallsten, 2003

Guatemala EP M P, R2 1996 Foster and Tré 2003
Foster and Araujo 2004




Annex 1: Summary of Selected Country Studies on the Impact of Utility Reforms

Method

CS

Impact

Summary

Consumers have been the major beneficiaries
of reduced prices. Also reported expansion of
services and improvement in quality. Workers
reportedly the main losers, with labor force
contraction and wage deterioration.

Coverage maintained at a high level despite
rapid population growth; water and service
quality have been good and prices have
declined in real terms.

CF.CS

Consumers gain from reduced prices and
expanded provision of services. Workers gain,
assuming laid-off workers are compensated,
and workers who stay receive shares at a dis-
count. Both foreign and domestic buyers gain.
Government breaks even.

B, B

Improved service quality and the increased
supply of clean and subsidized natural gas
have offset the potentially negative impact of
higher electricity prices.

Landline telephone penetration and mobile
subscription increased dramatically, but the
network did not reach the levels the govern-
ment hoped.

B, BI, WTP,
NM

New connections to water, electricity, and
sanitation services increased significantly.
Most dramatic change in the telecommunica-
tion sector. The poor, rural, and indigenous
households have doubled their probability of
receiving services but in absolute terms are
still least likely to receive services.

(continued )
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ANNEX 1: Summary of Selected Country Studies on the Impact of Utility Reforms

(Continued)

Country Analysis Sector Reform Reform date Source

Guinea EP W P 1989 Ménard and Clarke 2000

(Conakry)

Indonesia EP W R1 1990 Crane 1994

(Jakarta)

Iran EA E1 T 2000 Jensen and Tarr 2003

Malawi EP T P 1993 Clarke, Gebreab, and
Mgombelo 2003

Mexico EP W P 1990s Haggarty, Brook, and

(Mexico City) Zuluaga 2002

Mexico EP T P 1989 Galal etal. 1994




Annex 1: Summary of Selected Country Studies on the Impact of Utility Reforms

Method

CF.CS

Impact

Summary

Both consumers and the government gained
from reform. Although the increase in the
number of connections has been slow, it has
increased faster than it would have under con-
tinued public ownership. Prices have
increased, but the quality of both water and
service have improved considerably.

The 1990 deregulation allowing homes with
water connection to resell municipal water has
led to money saving and increased consump-
tion by former vendor and standpipe customers.

B, BI, CGE

The analysis assumes that revenues gener-
ated by removing subsidies is distributed back
to households. Energy pricing reform (removal
of subsidies) is estimated to produce large
gains in consumer welfare.

Cellular penetration and Internet use
expanded dramatically following reform, but
prices increased, especially for cellular calls,
and fixed-line penetration remains low by
regional standards.

Mixed effect on quality. With the introduction
of metering, the number of low-income con-
sumers receiving a water hill rose, while
water bills for high-income consumers fell or
stayed the same. Mixed outcome for middle-
income consumers.

CF.CS

Overall welfare gains, but consumers lose
from rising prices. High proportion of foreign
ownership also suggests that benefits have
leaked abroad.

(continued )
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ANNEX 1: Summary of Selected Country Studies on the Impact of Utility Reforms

(Continued)

Country Analysis Sector Reform Reform date Source

New Zealand EP T R1,P 1987, 1990 Boles de Boer and
Evans 1996

Nicaragua EP E2 E2 1998 Freije and Rivas 2002

Panama EA W P 1998 Foster, Gémez-Lobo, and
Halpern 2000

Peru EP T P 1994 Térero, Schroth, and
Pasco-Font 2003

Peru (Lima) EA, EP WS P 1990s Alcézar, Xu, and
Zuluaga 2002

Peru EP M P R1 1990-98 Térero and Pascd-Font 2001




Annex 1: Summary of Selected Country Studies on the Impact of Utility Reforms

Method

CS.D

Impact

Summary

Large welfare gains for consumers stemming
from price reductions. These reductions trans-
ferred producer surplus to consumer surplus.
Also reported improvement in quality and
reduction in labor force.

CS

The increase in the price of electricity
reduced welfare at all expenditure deciles,
with larger losses at the top of the distribu-
tion. Households that obtained access during
the reform period experienced substantial
gains in welfare, with larger gains among
poorer households.

BI

Simulation of alternative subsidy designs to
mitigate tariff impacts of proposed concession
on the poor.

CS, WTP

Privatization brought dramatic improvements
in coverage, quality, and technology. Privatiza-
tion improved total consumer welfare, mainly
by increasing access to the service. But price
increase negatively affected low- and, espe-
cially, very-low-income households.

CF.CS

Overall welfare gains, but workers lose from
forced early retirements. Consumers gain from
expanded connections net of higher prices.
Welfare gains would have been higher with
full reform, analyzed as a counterfactual to
actual partial reform.

BI, CS

Improvement in access for all sectors. But
water is still of low quality, electricity reform
has led to tariff increase (and consumer sur-
plus has decreased), and prices of phone calls
have increased (and consumer surplus has
fallen).

(continued)
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ANNEX 1: Summary of Selected Country Studies on the Impact of Utility Reforms

(Continued )

Country Analysis Sector Reform Reform date Source

Philippines EP E2 M 1990-93 Toba 2003

Poland EA E1 T 1993 Wallich and Freund 1995

Senegal EP T P 1997 Azam, Dia, and
N'Guessan 2002

South Asia EP W T 2002 Foster, Pattanayak, and

(Bangalore, Prokopy 2003

Kathmandu)

South Korea EA E1 P M 2002 Lee, Lee, and Kim 2004

Spain EA, EP M T 1996-2000 | Arocena 2003

Sweden EA E2 R1 1996 Andersson and
Bergman 1995




Annex 1: Summary of Selected Country Studies on the Impact of Utility Reforms

Method

CF.CS

Impact

Summary

Reforms produced net benefit. Consumers and
investors are net gainers (most of whom are
foreigners), but government loses. Large bene-
fits of avoided costs during power crisis and
efficiency gains in generation.

CS.B

Increases in electricity prices hurt the poor
more than increases of other energy prices.
But the rich consumer absolutely uses more
energy than the poor, so raising prices has a
progressive effect.

Both fixed-line and mobile telephone penetra-
tion grew significantly.

BI

Current rising block tariffs in the water sector
fail to deliver subsidies to the poor. Targeting
would improve somewhat by use of individual
or zonal criteria for subsidization. However,
ultimately subsidizing connection may be a
better strategy.

CS

Divestiture focusing on competition would
result in overall welfare loss. With respect to
welfare distribution, profits would increase
dramatically, along with the substantial
decrease in residential and commercial con-
sumers’ surplus. To protect consumers,
options to increase demand elasticities should
be implemented before divestiture.

Bl

The poorest households lose from rebalancing
in telecom (adverse effect from increase in
line rentals, despite falling call prices). Further
rebalancing would result in larger welfare
losses for the poor.

CS

Deregulation is not a sufficient condition for
lower prices. To lower prices, the deregulated
market must consist of at least five firms of
equal size.

(continued)
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ANNEX 1: Summary of Selected Country Studies on the Impact of Utility Reforms

(Continued )
Country Analysis Sector Reform Reform date Source
Uganda EP T M 1997-98 Shirley, Tusubira, Gebreab,
and Haggarty 2002
Ukraine EA E2 T Ongoing Dodonov, Opitz, and
Pfaffenberger 2004
United Kingdom EP T P 1984 Galal et al. 1994
EP M PT 1990s Waddams Price and
Hancock 1998
EP E2 P.R2 1990 Newbery and Pollitt 1997

Source: Authors.

Note: — =not available

Analysis: EA (ex ante); EP (ex post)

Sector: E1 (energy); E2 (electricity); M (multisectoral); T (telecom); W (water and sanitation)

Reform. P (privatization); R1 (regulatory reform); R2 (restructuring); T (tariff reform)



Annex 1: Summary of Selected Country Studies on the Impact of Utility Reforms

Impact

Method E| W| P a| A S| D Summary

D Access has expanded, service has improved,
and tariffs have fallen.

CV,EV Electricity tariff increases up to the level that
would cover officially measured costs, as
defined by the Ukrainian authorities, would
not cause severe social problems. However,
further increases up to a level comparable to
the average Organisation for Economic Co-
operation and Development level lead to sig-
nificant welfare losses.

CF,CS Overall welfare gain, although British Tele-
com’s competitors lose. Consumers have the
largest absolute gain, while domestic and for-
eign buyers as well as the government also are
better off. Substantial layoffs, but severance
pay made redundancy voluntary. Employees
also bought a substantial number of shares.

CS Mixed outcome, with adverse impacts on
some household groups, such as pensioners.

CF Large increase in profits and small decline in
real final prices. Shareholders benefit dispro-
portionately more than consumers.

Method: B (budget shares); Bl (benefit incidence); CF (counterfactual analysis); CGE (computable general
equilibrium); CS (consumer surplus); D (descriptive); EV (equivalent variation); NM (nonmonetary dimensions);
WTP (willingness to pay)

Impact: E (employment); W (wages); P (price); Q (quality); A (access); S (assets); D (distribution, includes disaggre-
gated analysis by quintiles, stakeholders, or winner and loser)
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ANNEX 2: Summary of Cross-Country Studies on the Impact of Utility Reform

Country Analysis Sector Reform Reform date Source
23 Organisation EP T PM 1991-97 Boylaud and Nicoletti 2000
for Economic
Co-operation and
Development
countries
21 Developing EP M P 1990s Clarke and Wallsten 2002
and transition
countries
17 Countries EP T P 1981-94 D'Souza and
Megginson 1999
21 Industrial EP T P 1984-97 D'Souza, Bortolotti, Fantini,
and developing and Megginson 2000
countries
86 Developing EP T P R1, M 1985-99 Fink, Mattoo, and

countries

Rathindran 2003




Annex 2: Summary of Cross-Country Studies on the Impact of Utility Reform

Impact

Method E| W| P a| A S| D Summary

F Insignificant reduction in employment.

D Privatization and competition lead to signifi-
cant improvements in mainline penetration.
But a comprehensive reform program, involv-
ing bath policies and the support of an inde-
pendent regulator, produced the largest gains.
The sequence of reform matters: mainline
penetration is lower if competition is intro-
duced after privatization, rather than at the
same time.

R Expanded retail access is likely to lower the
industrial price and increase the price differ-
ential between industrial customers and
household customers. The unbundling of gen-
eration and the introduction of a wholesale
spot market did not necessarily lower the
price and may possibly have resulted ina
higher price.

R Sound regulatory governance has a positive
impact on network expansion and efficiency.
Openness of markets to competition and
divestment of former state-owned operators
also contributed positively to better perform-
ance. Competition and privatization have
greater impact for lower-income countries
than for higher-income ones, but regulatory
reforms have a smaller impact on lower-
income countries.

R Both reforms improve access, but there is no
consistent impact on quality. Deregulation
associated with lower prices and employment
increase; privatization with higher prices and
employment decrease.

(continued)
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ANNEX 2: Summary of Cross-Country Studies on the Impact of Utility Reform

(Continued)
Country Analysis Sector Reform Reform date Source
10 OECD EP E2 R1 1987-99 Hattori and Tsutsui 2004
countries
22 Latin EP T R1,P 1980-97 Gutiérrez 2003
American
countries
Latin American EP M P 1990s Nellis 2003
survey
26 Developing EP T R1,P 1994 Petrazzini and Clark 1996
countries
130 Countries EP T P M 1986-95 Ros 1999
30 African and EP T PR1,M 1984-97 Wallsten 2000

Latin American
countries




Annex 2: Summary of Cross-Country Studies on the Impact of Utility Reform

Method

Impact

Summary

Expanded retail access is likely to lower the
industrial price and increase the price differen-
tial between industrial customers and house-
hold customers. The unbundling of generation
and the introduction of a wholesale spot mar-
ket did not necessarily lower the price and may
possibly have resulted in a higher price.

Sound regulatory governance has a positive
impact on network expansion and efficiency.
Openness of markets to competition and divest-
ment of former state-owned operators also
contributed positively to better performance.
Competition and privatization have greater
impact for lower-income countries than for
higher-income ones, but regulatory reforms have
a smaller impact on lower-income countries.

Recent studies conclude that privatization has
contributed only slightly to rising unemploy-
ment and inequality, and either reduces poverty
or has no effect on it. However, the benefits of
privatization are spread widely in the medium
term, while the costs are large and immediate.

Both reforms improve access, but there is no
consistent impact on quality. Deregulation
associated with lower prices and employment
increase; privatization with higher prices and
employment decrease.

Privatization associated with network expan-
sion (except in lower-income countries) and
efficiency. Competition associated with
greater efficiency but not network expansion.
No discernible impact on quality.

Increased competition associated with
increase in access and decrease in cost.
Privatization not helpful unless coupled with
effective regulation.

(continued)
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ANNEX 2: Summary of Cross-Country Studies on the Impact of Utility Reform

(Continued )
Country Analysis Sector Reform Reform date Source
51 Developing EP E2 PR1,M 1985-2000 | Zhang, Parker, and
countries Kirkpatrick 2002
Global survey EP M P 1990s Birdsall and Nellis 2002

Source: Authors.

Note: OECD = Organisation for Economic Co-operation and Development.

Analysis: EA (ex ante); EP (ex post)

Sector: E1 (energy); E2 (electricity); M (multisectoral); T (telecom); W (water and sanitation)
Reform: P (privatization); R1 (regulatory reform); R2 (restructuring); T (tariff reform)



Annex 2: Summary of Cross-Country Studies on the Impact of Utility Reform

Impact

Method E| W| P a| A S| D Summary

R Competition associated with higher service
penetration and lower prices for industrial
users (no significant effect on residential
users), among others. On their own, privatiza-
tion and regulation have insignificant effects.
Together, they lead to greater electricity
availability, generation capacity, and labor
productivity.

D Most privatization programs appear to have
worsened the distribution of assets and
income in the short run. This is more evident
in transition economies than in Latin America,
and less clear for utilities (such as electricity
and telecom), where the poor have benefited
from greater access, than for banks, oil com-
panies, and other natural resource producers.

Method: B (budget shares); B (benefit incidence); CF (counterfactual analysis); CGE (computable general equilib-
rium); CS (consumer surplus); D (descriptive); EV (equivalent variation); NM (nonmonetary dimensions); WTP (willing-
ness to pay)

Impact: E (employment); W (wages); P (price); Q (quality); A (access); S (assets); D (distribution, includes disaggre-
gated analysis by quintiles, stakeholders, or winner and loser)






Agricultural Market
Reforms

Mattias Lundberg

he purpose of this chapter is to provide guidelines for the examina-

tion of the impact of agricultural market reforms on poverty and wel-
fare. This is part of a larger program to elucidate and standardize the
methods for conducting Poverty and Social Impact Analysis (PSIA)
within the Bank.! PSIAs evaluate the distributional impact of policy
reforms on the well-being of different stakeholder groups, with particu-
lar focus on the poor and vulnerable. They also address issues of the sus-
tainability of reforms and the risks to successful implementation arising
from the social impacts of policy changes.

A PSIA is not the same as impact evaluation. While it contains an ele-
ment of evaluation, it is intended to give policy makers an idea of the
potential impact of reforms—what is likely to happen, and what are the
consequences relative to a counterfactual outcome—before the imple-
mentation of reforms. In other words, it is begun ex ante, whereas impact
evaluation is generally conducted after the reforms. However, successful
reforms must include some core capacity for monitoring and evaluation
that is built into the program at its inception. This would enable policy
makers to see whether the policies were implemented as planned,
whether the results correspond to expectations, what must be changed
during implementation, and what might be learned from experience.

Mattias Lundberg is a consultant with the Development Economics Research Group
and Poverty Reduction and Economic Management. He can be reached at mlundberg@
worldbank.org.
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The focus of these guidelines is primarily on the reform of market-
ing boards and other parastatal or quasi-governmental organizations that
intervene directly in agriculture. However, the concerns raised by paras-
tatal reform are inextricably linked to broader issues of reform in the sec-
tor. For example, the parastatal organization may be the mechanism by
which the government maintains price controls. Thus, the withdrawal of
state participation in marketing will have an impact on the prices facing
consumers and producers. The tools required to understand the impact
of price changes caused by parastatal reform are not different from those
used to understand the impact of price changes caused by other factors.
This document includes some discussion of agricultural sector reforms
and some generally applicable topics of agricultural policy analysis.

These guidelines do not take a position on the tired and misleading
debate concerning the relative roles of the state and market in agriculture.
Happily, that debate seems to have run out of steam, and we can now turn
our attention to more important questions: What kind of institutions
lead to efficient and inclusive markets, and how can we create an envi-
ronment that fosters the development of these institutions and markets
for sustained and equitable growth?

These guidelines do take the view that state intervention in agricultural
markets has often been clumsy and heavy-handed, has provided means and
opportunities for rent-seeking and capture, and has often been unable to
achieve even the limited goals it established for itself. Under these circum-
stances, reform has been and remains essential.

SECTORAL BACKGROUND

Governments have intervened in agriculture for centuries, especially in
output markets.? Government intervention in agricultural markets was
intended to improve sector coordination and efficiency, to affect the dis-
tribution of the gains from trade, and to ensure food security.

Reasons for intervention in agricultural markets

International volatility and declining prices. Prebisch (1950) and
Singer (1950) argued that prices for primary commodity exports would
fall relative to manufactured imports. Consequently, the terms of trade
for commodity-producing developing countries would decline. Groups
of producing countries created commodity-specific organizations on
sugar, tin, coffee, cocoa, and rubber to manage international trade and
prices. Similarly, governments wanted to minimize the volatility of prices
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and supplies in world markets, which was believed to depress investment
and incomes in the sector. Small farmers cope with variability through
diversification, sacrificing the potential benefits obtained through spe-
cialization (Dehn 2000).

Thin and volatile domestic markets. Agricultural supply is seasonal, and
many farm households produce primarily for their own consumption, sup-
plying to the market only that share of production that is surplus to their
requirements. Small variations in yields because of weather and other
sources of instability, in the aggregate, may have significant effects on total
marketed supply. In addition, small fluctuations in prices could have major
effects on farm household incomes and welfare. Intervention was justified
by the need to ensure sufficient and consistent domestic food supplies and
reduce volatility in domestic prices.

Noncompetitive and predatory marketing practices by private
traders. It was commonly believed that rural smallholders were prey to
extortion by oligopsonistic behavior among traders and processors who
colluded to keep prices low (see Timmer, Falcon, and Pearson 1983). Thin
and unstable supply could not support the development of competitive
markets among purchasers, so intervention was needed to ensure that pro-
ducers received fair prices.

Risk aversion among farm households. Farm incomes are highly vari-
able, and farmers face significant risks of catastrophic loss. This reduces
the incentive to invest for future productivity, and the risks have impor-
tant spillover effects on rural employment, merchants, and processors.
The impact of catastrophic events is exacerbated by the covariance prob-
lem, whereby many households are affected simultaneously, thus reduc-
ing the ability to spread risks across households.

Maintaining farm incomes. One major reason for intervention was to
support and raise the incomes of small farmers. Rural farm households
are generally the poorest in any country. Government intervention could
guarantee demand for smallholder production, at a fixed price, reducing
the uncertainty facing smallholders and raising their income.

Agriculture as a source of government revenue. Although intervention
was ostensibly intended to raise the income of farm households, it often
taxed farm income rather than supported it (Knudsen and Nash 1990).?
Many studies, most famously Krueger, Schiff, and Valdés (1991), have
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documented the implicit and explicit taxation of the sector. Export crop
marketing (for example, coffee, cocoa, and cotton) has proved an espe-
cially effective means to tax agriculture by simply setting producer prices
below world prices.

Subsidizing food for urban consumers. Food performs two economic
functions: it provides income to farm households, and it is a wage good,
that is, it is a large component of urban consumption and, as such, it
determines the real incomes of urban workers. Any increase in food prices
necessitates an increase in urban wages, thereby increasing labor costs and
reducing the returns to industrial development. It was thought important
to intervene in food markets to keep consumer prices low to encourage
investment in modern and urban industries.

Ensuring food security. The Roman price controls noted above were
intended to ensure access to food among urban consumers. In ancient
China and elsewhere, feudal lords stockpiled grain to combat famine
(King 1911). Widespread famine and poverty resulted from the poor har-
vests and policies introduced following the Napoleonic Wars in Europe.
Governments responded by restricting trade, controlling prices, and
establishing public works programs, to mixed effect (Webb 2002). More
recent times are replete with examples of interventions by governments
and international and nongovernmental agencies to ensure food security
and alleviate famines (see Barrett and Maxwell forthcoming). Most
famous is the scheme introduced by the British in India in 1939 as a
wartime rationing measure.

Other externalities. All the above factors are external in the sense that
they affect more than simply the farm households or food consumers at
the heart of the intervention. In addition, issues such as pollution from
chemical runoff, erosion, and deforestation have external costs that can-
not be charged directly to the individual who causes them. These factors
require some larger coordinating system that can internalize and assign
these costs more effectively.

Types of interventions

To some extent, nearly all countries intervene in agriculture by providing
essential public services such as the legal enforcement of contracts and
agricultural research or, indirectly, by restricting prices or quantities.
Many countries have intervened directly by establishing formal market-
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ing systems, with prices set by fiat. Here, we briefly describe some of the
instruments used to intervene in agriculture markets. These guidelines do
not cover restrictions on international trade in agriculture, which are
addressed elsewhere.*

Price restrictions. Governments have often tried to minimize or elimi-
nate fluctuations in prices, or to ensure uniform prices, by legally restrict-
ing prices nationwide. Administered prices may be fixed, or they may be
allowed to fluctuate within a band, or they may be restricted by floor or
ceiling levels. These administered prices are also generally uniform
throughout a country and fixed across seasons, that is, they are panterri-
torial and panseasonal.

The price restrictions may be maintained by fiat or legal mandate:
Prices are not permitted to move outside the bounds set by a government
ruling. This type of restriction is almost impossible to maintain for any
extended period. The administrative costs and opportunities for avoid-
ance are too great. More commonly, prices are maintained through par-
ticipation in the market. Governments often keep stocks, ostensibly for
food security reasons but also to provide “vent for surplus” (Myint 1971),
that is, they purchase products when the supply is great and prices begin
to move below some predetermined floor; conversely, they liquidate
stocks when the supply is low and prices start to rise.

Governments also influence prices indirectly by providing subsidies
on commodities to consumers or on inputs to producers. These interven-
tions are common throughout the world. Input subsidies can be direct, or
they can take the form of exemptions from indirect taxes, concessionary
credit, special insurance, free or subsidized extension services, subsidized
water, and so on. In relative terms, output price supports predominate.
Among countries of the Organisation for Economic Co-operation and
Development (OECD), output price supports compose 60 to 70 percent
of the total assistance provided to agriculture (OECD 2003). Fewer coun-
tries subsidize consumer prices, notably Brazil, Pakistan, and countries of
the former Soviet Union and of North Africa.®

Quantity restrictions. While many countries have imposed quantity
restrictions on imports and exports, a few—notably formerly socialist
countries such as Ethiopia, Guinea, and Mozambique, as well as the coun-
tries of the former Soviet Union—maintained quotas on domestic sup-
ply. The government decreed the amount that each producer must supply
to the market or, more likely, to a public sector facility charged with
assembly and processing.
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Demand-side quantity restrictions have been much more popular.
This is the outcome of a situation in which domestic demand exceeds
supply and imports are restricted. In this case, commodities must be dis-
tributed by a nonprice mechanism, such as ration cards. Some countries
(most famously Sri Lanka) have implemented food stamp programs.®

Direct intervention in markets. Government participation in domestic
markets can be benign or even beneficial. Governments can, for instance,
provide the public goods necessary for competitive markets to function
properly, such as market information, quality regulation, the assignment
and maintenance of property rights, and the monitoring and prevention
of anticompetitive behavior. These actions must be scrutinized so that,
for example, rights are not assigned with bias toward one or another
group, especially during periods of reform. But the fact that governments
play a role in markets is not prima facie cause for structural adjustment.

Here, we are concerned with direct marketing activities conducted by
the state or its surrogates, such as parastatal marketing boards. These may
be small (price-taking) agents in relatively free markets with many par-
ticipants. Many governments have assigned monopoly and monopsony
power, however, restricting or even prohibiting private trade, and using
parastatal agencies to assemble, transport, and market commodities.
These agencies have been involved in input supply, as well as product
markets. Nine of the 10 African countries surveyed by Kherallah and oth-
ers (2002) had created parastatal marketing boards with some degree of
monopsonistic or monopolistic power. These parastatals ranged from rel-
atively small and weak ones, as in Benin and Ghana, to strictly national-
ized industries, as in Ethiopia and Madagascar, where private trade was
banned altogether.

History and experience of interventions

Intervention in commodity markets was widespread following the Great
Depression and the Second World War, and it continues today. The United
States and the European Union intervene heavily, and many countries
maintain marketing boards. In 2002, the countries of the OECD provided
the total equivalent of US$318 billion to agriculture (OECD 2003). The
International Monetary Fund, as well as bilateral donors, offered compen-
satory financing to countries suffering from the volatility of international
commodity prices. Governments began to introduce domestic stabilization
programs, such as buffer-stock schemes (in Bangladesh, India, Indonesia,
Mexico, the Philippines, and South Korea), buffer funds (in Céte d’Ivoire
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and Papua New Guinea), and monopolistic marketing boards (most of
Sub-Saharan Africa) (Varangis, Larson, and Anderson 2002).

The most heavy-handed marketing boards were involved in all phases
of agricultural marketing. They provided inputs, such as fertilizer and
credit; found a ready buyer for output; owned processing centers such as
cotton gins and sugar mills; managed exports and imports; and adminis-
tered domestic prices that were normally panseasonal, panterritorial, and
detached from international prices. Table 4.1 lists the characteristics of
selected country marketing boards.

Rationale for reforms

Since the 1970s and 1980s, evidence has mounted that many interventions
put in place to facilitate growth have instead become an impediment to
growth (World Bank 1983). In many cases, the marketing boards did not
achieve their own intended goals, sometimes because they were unsustain-
able, but also because they were simply ineffective. Bulog (Badan Urusan
Logistic Nasional, or National Logistics Agency) in Indonesia failed to sta-
bilize rice prices during the 1987—88 and 1994-95 droughts. By the 1990s,
the costs of stabilization had grown, partly because of rising corruption, and
the benefits had declined (Bappenas et al. 2003). This is not to ignore the
remarkable success of Bulog and other agencies in making the country self-
sufficient in rice production. Timmer (1993, 1996) argues that government
intervention in input, credit, and output markets caused economic growth
to be more rapid than what would have been achieved in the absence of
intervention. But this success was unsustainable, and Bulog’s mismanage-
ment and corruption had become infamous by the 1980s (Timmer 1996).

Many marketing boards were similarly inefficient, wasteful, and fis-
cally unsustainable, drawing enormous resources that might have been
better employed elsewhere. In Zambia in 1990, nearly 14 percent of the
government budget went to subsidize food prices for urban consumers
and inputs for farmers (McCulloch, Baulch, and Cherel-Robson 2000).
The Food Corporation of India has also come under attack on the grounds
that it is too costly and inefficient. Of the total food subsidy of the central
government in 2001, for example, 57 percent represented the costs of hold-
ing stock (Swaminathan 2002).

The impossibility of pursuing simultaneously the goals of supporting
farmers and providing cheap food to urban populations is now widely
acknowledged. Similarly, policies designed to promote food self-sufficiency
conflict with policies promoting export crops. In practice, many govern-
ments taxed producers directly or indirectly to keep food prices low and
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TABLE 4.1 Selected Description of Country Marketing Boards

Region Country Description of marketing board
Africa Benin Monopoly parastatal, Office National des Céréals.
Ethiopia Grain trade strictly controlled: distorted prices, ban on private trading,
producer quotas.
Ghana Small parastatal, with only a fraction of the market; “Cookbook” still
controls cocoa market (Gilbert and ter Wengel 2001).
Kenya Marketing board controlled trade until the 1980s.
Madagascar ~ Assembly, processing, transport, marketing nationalized in 1976.
Malawi ADMARC established with monopsony control at panterritorial and
panseasonal prices.
Mali Monopoly parastatal, Office Malien des Produits Agricoles, for coarse
grain until early 1980s, for rice until 1987.
Tanzania Monopolistic parastatal, National Milling Corporation for maize;

Tanzania Coffee Marketing Board completely controlled coffee
marketing, provided credit and extension.

Zambia Monopolistic parastatal, National Marketing Board, purchased grain
at panterritorial and panseasonal prices.

Zimbabwe Parastatal Grain Marketing Board expanded to provide credit and
extension.

Asia India Food Corporation of India is not a monopoly purchaser in the domestic

market, but has monopoly control over cereal imports based on food
security concerns (Pearce and Morrison 2002).

Indonesia National agency (Bulog) stabilized prices for “strategic” foods (rice and
sugar, cooking oil, chili peppers, and other items) and also defended a
floor price for rice by direct intervention (Bappenas et al. 2003).

Philippines National Food Authority ensures food security through rice and maize
buffer stock, purchases on domestic market to stabilize prices, has
monopoly on rice imports (Pearce and Morrison 2002).

South Korea  Similar to Philippines (Pearce and Morrison 2002).

Vietnam Restricted internal trade as late as 1995 (Minot and Goletti 2000).
Latin America  Mexico Parastatal (Conasupo) maintained panterritorial producer prices, sub-
sidized inputs and consumer prices; parastatal eliminated in 1995.
Colombia Federacion controls coffee marketing.
Guyana Sugar produced by state-owned, privately managed enterprise, Guysuco.
Former Soviet Union Producer and consumer subsidies lifted in the early 1990s, reintroduced

soon after; “procurement agencies” manipulate prices for consumer pro-
tection; quantity controls on sugar and milk (Hartell and Swinnen 1997).

Developed market economies  Introduced state trading monopolies, marketing boards, food corpora-
tions, and other interventions in the 1920s and 1930s (Hartell and
Swinnen 1997). Some remain, for example, in cotton and sugar.

Source: Kherallah et al. 2002, unless otherwise noted.
Note: ADMARC = Agricultural Development and Marketing Corporation.
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favor urban interests (Krueger, Schiff, and Valdés 1991; Mundlak, Cavallo,
and Domenech 1989).” In Albania, the government tried to maintain both
low bread prices and high wheat prices, while allowing bakers and millers
to make a profit. By mid-1996, international wheat prices had risen to
record levels, making public imports of wheat fiscally unsustainable
(Kodderitzsch 1999). Bates (1981) argues that governments chose inter-
vention precisely because vested interests benefited from the rents created
by distortions in markets.

Governments attempted to reduce the budgetary burden by lowering
producer prices, thereby adversely affecting production and further under-
mining the programs. Illegal or parallel markets emerged, and official
monopolies could not be maintained. Similar problems prompted market
reforms in many coffee- and cocoa-producing countries. In several coun-
tries in Sub-Saharan Africa (Cameroon, Cote d’Ivoire, Madagascar, and
Uganda), reforms were also motivated by the collapse of the quota scheme
of the International Coffee Agreement. Cotton parastatals in Uganda and
Zimbabwe were insolvent by the early 1990s largely because of poor man-
agement, but also because of producer price supports in countries of the
OECD (OECD 2001). They could no longer carry out their responsibilities
regarding trade and producer financing, and their capacity to invest in or
maintain publicly financed gins was severely limited (Akiyama et al. 2001).
Government marketing agencies in Tanzania, such as the Lint Marketing
Board, the Coffee Marketing Board, and the Produce Marketing Board,
were inefficient and corrupt, and they were bankrupt by the early 1990s
(Bazaara 2001).

TYPES OF REFORMS

Most countries in Sub-Saharan Africa began implementing structural
adjustment programs in the late 1970s, and, by the 1980s, the implemen-
tation of reforms had become a condition to receive loans from the World
Bank and bilateral donors (for example, see Akiyama et al. 2003, Table 1;
Meerman 1997; Mosley 1987; World Bank 1994a).® Agricultural market
reforms were designed to reduce or eliminate distortions in the sector and
introduce market forces in agriculture. In principle, reforms would allow
agriculture to receive world prices for commodities and would eliminate
the transfer of rents to urban populations.

Focus, orientation of reforms

The types of reforms undertaken in the first wave of structural adjustment
were generally large scale, including the removal of trade restrictions, the



Analyzing the Distributional Impact of Reforms

devolution or dissolution of parastatal agencies, and so on. These reforms
can be classified according to the three main areas of intervention in the
sector:

B Prices: liberalizing prices for inputs and outputs, eliminating subsidies,
allowing domestic prices to reflect world prices, eliminating panterri-
torial or panseasonal prices, and reducing exchange rate overvaluation;

B Quantities: removing regulatory controls and other quantity restric-
tions in input and product markets, allowing the private sector to par-
ticipate, removing restrictions on movement of goods (for example,
export bans), and relaxing quotas and licensing arrangements; and

® [nstitutions: restructuring public enterprises and eliminating market-
ing boards or restricting the role of marketing boards to the provision
of information or the maintenance of strategic stocks.

By 1992, 17 countries in Sub-Saharan Africa had removed subsidies,
and 23 had liberalized food markets. As of 2002, parastatals continue to
dominate food markets in francophone West Africa and to some extent
in southern Africa. The Agricultural Development and Marketing Cor-
poration (ADMARC) in Malawi, the Food Reserve Agency in Zambia,
and the Grain Marketing Board in Zimbabwe are still heavily involved in
domestic food markets. In some countries (Benin, Ethiopia, Ghana), the
marketing board has been transformed into a buffer-stock agency. In
Benin and Mali, the parastatals also have responsibility for extension
services. In Tanzania, the parastatal is focusing on more remote areas; this
is also the intention of ADMARC in Malawi.

Kherallah and others (2002) examine food markets in ten Sub-
Saharan African countries that have implemented marketing reforms.
Nine of these countries still maintain marketing boards for their main
food crops, and eight still restrict domestic markets or require traders to
be licensed, although few explicitly restrict prices. For export crops, the
degree of market reform has differed significantly. Markets for coffee and
cocoa have been almost completely liberalized. Coffee marketing boards
have been reoriented to focus on the provision of public goods such as reg-
ulation and standards, and there has been a considerable supply response
(Akiyama et al. 2001). For cotton, policy differs significantly between west-
ern and eastern Africa. In Tanzania, Uganda, and Zimbabwe, all controls
have been lifted, whereas most of West Africa is still dominated by state
purchasing monopolies. For sugar, where industries had grown depend-
ent on government interventions, domestic privatization has been uneven,
and trade interventions remain common (Akiyama et al. 2003).
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In a few cases, marketing boards have retained some of the public good
functions of commodity agencies, such as regulatory and licensing services
(for example, the National Cocoa and Coffee Board in Cameroon and the
Uganda Coffee Development Authority). To date, governments have been
less successful in establishing new institutions to respond to the needs of
the private sector, such as market information systems. In some countries
(for example, Cote d’Ivoire and Uganda), cooperatives were expected to
assume a greater role in markets for inputs, credit, and sales after the
reforms, but cooperatives have generally not been successful in taking on
greater roles (Akiyama et al. 2001, 2003).

The reforms swept away many of the ineffective institutions designed
to stabilize domestic markets.” However, they did not address two key
remaining problems related to commodity risks: (1) the inability of some
governments to manage volatile revenue and expenditures prudently,
and (2) the high cost paid by vulnerable rural households to limit their
exposure to risks and the consequences of risks (Varangis, Larson, and
Anderson 2002).

The second wave of reforms focuses on issues of governance and per-
formance, that is, on deregulation, support for the private sector, and risk
management through insurance rather than direct intervention. Coun-
tries are limited by the World Trade Organization (WTO) in the tools they
can use to influence agricultural markets and farm incomes. The Uruguay
Round Agreement on Agriculture allows production-neutral policies to
support rural incomes and welfare, but it does not allow policies designed
to affect the production of specific commodities (Josling 1998).

Sequence and pace of reforms

The sequence of reforms can be important, but, to date, there is more anec-
dote than evidence of the impact of different approaches to market reforms
in agriculture.'® Intuitively, establishing property rights and institutions for
contract enforcement will have a significant influence on the ability of pri-
vate actors to enter commodity markets. Conversely, some reforms will be
ineffective if they are not accompanied or preceded by others. This is the
classic second-best argument: removing some constraints, while retaining
others that may have little impact. For instance, opening markets to private
traders will be unsuccessful if restrictions still exist on cross-regional move-
ments of goods and factors. In the case of land reforms, redistribution
should precede liberalization. A recent study of agricultural reforms in
Chile argues that, if the economic reforms occurred before land reform, the
huge increase in the value of land that occurred as a result of opening the
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economy to new technologies would have accrued to traditional landown-
ers (Jarvis, Cancino, and Vera-Toscano 2004).

Policy makers have not always been careful about planning the suc-
cession of reforms, for example, how key public goods will be provided
for after the parastatal is eliminated. This approach seems to be most typ-
ical of countries in which pressing financial crises prompted abrupt
changes in policies and contemporaneously made it difficult to fund pub-
lic goods (Akiyama et al. 2003).

Similarly, the pace of reforms—whether gradual or “big bang”
(Kherallah et al. 2002)—can affect the outcome of reforms. Although
financial crises necessitated the swift withdrawal of many governments
from direct intervention, the speed with which they withdrew varies
considerably. In some cases, reforms are part of the long-term transition
to a market economy. In Mali, the parastatal Agricultural Products Office
withdrew gradually, while private traders entered or expanded their
operations. The liberalization of Vietnamese agriculture has proceeded
in a series of small steps in response to poor agricultural performance
and reduced assistance from the countries of the former Soviet Union.
Reforms began in 1980 with the introduction of the contract system,
accelerated in 1988 with the devolution of decision making to farm
households, and were complemented by liberalization in other sectors
in the early 1990s (Minot and Goletti 2000). Conversely, Rozelle and
Swinnen (2000) argued that reforms are never exclusively radical or
gradual. Their evidence suggests that the road to a successful transition
is more subtle and that successful transitions in Asia and Europe have
elements of both these characteristics.

Slow and incomplete reforms may be regarded as evidence of insuffi-
cient political will among policy makers and poor coordination among
donors and will be perceived as opportunities for obtaining rents. Quasi-
privatization, involving the transfer of monopoly rights to private actors, is
not likely to improve performance within the sector (World Bank 2003a).
However, the experience of China illustrates the fact that gradual or partial
reforms can be managed successfully.

IMPLEMENTATION MECHANISMS

Policy formation

Although sectoral adjustment was often imposed by donors, there was
considerable demand for reforms from within as well. However, adjust-
ment policies were primarily designed by donors. Donors occasionally col-
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laborated with national governments but rarely consulted with local stake-
holders. According to an appraisal conducted for the Structural Adjust-
ment Participatory Review Initiative (SAPRIN), the lack of participation
in policy design by the people most affected by the policy was an issue of
concern from the start. The appraisal concluded that policy design has
been the preserve of technical experts and that stakeholders have had no
input (see SAPRIN 2004).

Although the inclusion of stakeholders is seen as a necessary prerequi-
site for effective reforms, there is some evidence that transparency and con-
sultation in policy making are a consequence of successful reforms rather
than an antecedent to them. Akiyama and others (2001) reported that,
when reforms were successful, they resulted in a more open and consulta-
tive policy-making environment, as well as a more competitive market.

It is now common to include representatives of private sector
stakeholders—farmers, processors, traders, and exporters—in policy-
formulating and -implementing bodies, as well as in the parastatals
themselves. Private sector representatives play a key role in the Uganda
Coffee Development Authority and in the Coordination Committee in
Togo. Examples include the Uganda Coffee Development Authority’s
technical and financial assistance for nursery establishment by the pri-
vate sector and its collaboration with a private industry organization in
training, the use of quality control personnel, the promotion of Ugan-
dan coffee abroad, and the dissemination of market information to the
industry (Akiyama et al. 2003).

Policy implementation

Policy reforms were a major part, indeed, a major rationale for multi-
lateral lending during the 1980s and 1990s. Liberalization took place
under the auspices and with the funding and technical assistance of the
World Bank and other agencies and bilateral donors. These donors often
provided assistance to marketing boards during reforms or helped estab-
lish separate organizations to manage the reforms.

In Mali, for instance, the reform of cereal marketing occurred under
the multidonor-financed Cereals Market Restructuring Programme. The
program was intended to support reforms of the management of the
grain board; establish and manage a national emergency grain stock; pro-
vide market information to consumers, farmers, and others in the private
and public sectors; and develop tools such as the food crisis early warning
system (Dembélé and Staatz 1999).!! The high proportion of program
resources going to sector adjustment activities led some observers (for
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example, Humphreys 1986) to remark that it seemed ironic that a “market
reform” program devoted the bulk of its assistance to the state marketing
board. Yet, at least some of this assistance was necessary to build political
support for the private sector to play a greater role in the system. For exam-
ple, some of the former employees who had been affected by the reform
used their severance pay to finance their entry into private business and
thus became supporters of a more liberalized market (Dembélé and Staatz
1999). As the liberalization took hold, the focus of the program was shifted
to those who had been bypassed by the reforms (poor consumers) or those
at risk from the continued instability in the market. During the Cereals
Market Restructuring Programme IV and V (1994-99), the majority of
the budget went to food crisis and mitigation activities (Dembélé and
Staatz 1999).

There is a danger that the cure is no improvement on the disease. In
Zambia, the government initiated the Agricultural Sector Investment Pro-
gram with the assistance of donors. The program played a key role in the
economic liberalization of the 1990s, but it has become an entrenched and
inefficient bureaucracy. There are persistent complaints about late delivery
of fertilizer. Additionally, the mixed policy signals sent to the private sector
by continued government intervention raise concerns among various
stakeholders and discourage investment in the sector (World Bank 2001a).

There is renewed interest in the formation of farmers associations to
attract investment in production and marketing services and to overcome
the coordination problems of small and fragmented markets (for exam-
ple, see Mwanaumo 1999 for a discussion of the experience of Zambia).
In Colombia and Guatemala, producer associations provide research,
extension services, market information, and rural road maintenance,
among other services. These associations are financed by a small ad val-
orem tax on coffee exports. The Coffee Institute in Costa Rica, a public-
private sector partnership involved in research, extension, and market
information, is also financed by an ad valorem tax on coffee exports. Mau-
ritius has a long history of privately financed and publicly organized insti-
tutes that support sugar research. There is a danger that these associations
are intended to justify the tariffs, rather than the tariffs supporting the
associations. In Mozambique, support for the cashew farmers association
was cited as the primary reason for the continuation of high duties on raw
cashew exports. The major proponent of the export tariff and of the asso-
ciation was the domestic processing industry, which stood to benefit from
the wedge between the world price and the domestic price.

Smallholders remain loosely organized in Africa. This limits their
participation in policy making even when reforms encouraged their par-
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ticipation. For example, following reforms in Uganda, seats set aside for
farmers on the Uganda Coffee Development Authority were occupied by
legislators from coffee-intensive districts, because representative associa-
tions, which existed for traders and millers, did not exist for growers
(Akiyama et al. 2003).

Conversely, public goods can be publicly financed and privately deliv-
ered as well. In Togo, a private firm is providing various services, includ-
ing research, extension, and the supply of agricultural inputs, to the coffee
sector under a technical agreement with the government. Importers also
frequently employ private companies to guarantee quality when public
quality controls fail or are questioned (Akiyama et al. 2001, 2003).

Another option for reform is the establishment of joint ventures or
other forms of public-private collaboration. This has happened in the
provision of some public services, such as market information systems.
In this way, the government can crowd in rather than crowd out the pri-
vate sector by providing appropriate regulatory frameworks, infrastruc-
ture, and market information. This has been attempted in Mozambique,
albeit with limited success (Boughton et al. 2003).

STAKEHOLDERS

A central task in poverty and social impact assessment is the identifica-
tion of the people, groups, and organizations that may be affected by
reforms positively or negatively. The benefit of subsidies and the burden
of taxes are not necessarily progressively or even universally applied.
Some subset of producers, consumers, or other actors reaps the majority
of the benefit. This is true for input subsidies, consumer price subsidies,
and so on. One purpose of the PSIA is to understand how the costs and
benefits of the existing regime are distributed. Reforms will change rela-
tive prices, which will affect everyone, but some more than others. More
importantly, reforms may involve the withdrawal of economic rents, that
is, benefits accruing to a particular group over and above the surplus that
is generated from exchange in a well-functioning market. These may
include a price subsidy that permits a group to purchase goods below the
market price, or restricted, preferential access to inputs or even markets.
Removing these rents may be extremely difficult politically: rents may be
considered synonymous with rights.

In addition, the analyst must identify those people who may be
affected and who, in turn, are in positions to influence the implementa-
tion process. This will reveal some of the potential resistance to or sup-
port for reforms. These groups may be sufficiently powerful to alter or
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even derail the reforms. Every policy is replete with unintended conse-
quences, and some of these may be harmful to some groups. Although no
reform or policy can account for every eventuality, the implications for
implementation are minimized to the extent that the actors buy into or
feel ownership of the policy. The reforms must at least have the implicit
consent of those who are in a position to influence the outcome. In other
words, reformers must be confident that those stakeholders in a position
to influence the reforms adversely will refrain from doing so, because they
are committed to the outcome, or because they feel sufficiently compen-
sated for the costs incurred. A good policy that is badly implemented, that
fails to take note of these risks, is fundamentally a bad policy.

Who are they?

Table 4.2 summarizes the main groups of stakeholders and the channels
through which they will be affected. The main categories of stakehold-
ers are producers, traders, processors, consumers, and government and
parastatal workers. This list is clearly suggestive rather than exhaustive.
It lumps together trade and transport and does not include private sec-
tor workers (except as consumers) in other, unrelated industries.'? Per-
haps more importantly, it lumps together cash-crop and food-crop
producers. To some extent, this is a false dichotomy, because households
can produce both crops; but this observation itself begs the question that
there may be significant cross-price effects (for example, substitution)
across commodities.

Not all members of a group will be affected, and not all to the same
degree or even in the same direction. All else being equal, an increase in the
price of a commodity will benefit net producers and harm net consumers.
A price change in favor of tradable commodities (such as a reduction in
export duties) will benefit producers of tradables relative to producers of
nontradables. Note that these are short-term, partial-equilibrium effects
and may represent an outside bound to welfare changes. Producers respond
to price signals and market opportunities and change their production mix
accordingly; the long-term, general equilibrium effects are likely to be
much smaller. This phenomenon complicates the examination of trends if
farm households gain access to markets and shift into products from which
they were previously excluded: Historic price or consumption data may
not exist, requiring great care when constructing aggregate indexes for
comparison.

It is necessary to identify which subgroups will be affected by the
reforms. In the case of input market reforms that include a termination of
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the parastatal provision of inputs, those affected initially will be the farm
households using the inputs. For example, not all farms use fertilizer, and
not all farms receive inputs from the parastatal supplier. In general, fertil-
izer distribution and subsidies are not well targeted; fertilizer is applied by
only a small minority of farmers. There are some differences in fertilizer
use across rainfall and agroclimatic zones, but the main predictors are
household income and its correlates (that is, irrigation, good soil, labor,
improved seeds, animal traction). The poor, who are more likely to live in
low-potential areas, are less likely to use fertilizer (Kherallah et al. 2002).
Similarly, fertilizer is not applied on all crops, so the impact of price
changes is likely to differ by the crop mix in the household. Fertilizer is
used more often on cash crops than on food crops. There are strong
regional differences; cotton is heavily fertilized in West Africa, but not in
Tanzania. Roots and tubers do not respond well to fertilizer, and maize
responds marginally; however, maize receives the most fertilizer in total
because it is the largest crop in Sub-Saharan Africa (Kherallah et al. 2002).
Evidence from Brazil shows that reforms did not benefit smaller, low-
technology farmers (World Bank 2001b). Changes in policy and markets
reinforced the advantages of larger commercial producers. First, technical
assistance appears to have benefited larger farmers. Second, commercial
farmers were more likely to use purchased inputs. Third, larger farmers
were better able to adapt to new, higher-quality standards. Overall, per-
hectare returns were negative for small, low-technology subsistence farm-
ers, who used no modern purchased inputs and who experienced falling
output prices without seeing any compensation in terms of lower costs.
The impact of reforms on processors will also differ by location.
Farm households in areas better served by transport will benefit from lib-
eralization; households in more remote areas may suffer in at least two
ways. First, governments have often used panterritorial pricing schemes
that do not account for differences in transport costs; producer prices
became fixed and identical regardless of distance from the point of
assembly or processing. Allowing prices to vary will result in lower pro-
ducer prices in more remote areas. Second, the parastatal marketing
board is often the only purchaser in remote areas. It is not clear that the
private sector will be able to replace the parastatal if transport and other
transaction costs are too high, especially for low-value commodities.
Remote areas may revert to autarky after the marketing board is removed.
Using household data from Ethiopia and Tanzania, Dercon and Krishnan
(1996) concluded that location and credit could have overwhelming
effects on household choices, preventing some households from benefit-
ing from reforms. Similarly, Alwang, Siegel, and Jorgensen (1996) found
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TABLE 4.2 Summary of Stakeholders and Their Exposure to Impacts through Various
Transmission Channels

Stakeholders/
interest groups

Producers

—by size, wealth, other
assets

—net buyers/sellers of
commodities

—sex of household
head

—region, agroecologi-
cal zone

Farm input prices

All'input users are hurt
if subsidy is removed
but benefit if tax is
removed; impact also
depends on response
of private sector

Wealthier households
use mare inputs and
are more likely to cap-
ture subsidy

n.a.

Cash crops (more input
intensive) are often
considered men's
crops

Differences in input
responsiveness and
input use by agroeco-
logical zone

Commaodity prices

All producers benefit if
farmgate prices rise;
hurt if price supports
removed, and benefit if
tax removed; impact
also differs on trad-
ables versus nontrad-
ables, substitution in
production

Wealthier households
are more likely to sell
products, also more
likely to capture price
supports

In general, net buyers
hurt; net sellers bene-
fitif prices rise

Cash crops are often
considered men’s
crops

Differences in farming
systems and crop mix
by agroecological zone

Credit and
interest rates

All producers hurt if
subsidy removed;
impact depends on
response of private
sector; access likely to
fall if parastatals also
bear risks

Wealthier households
are more likely to have
access to credit, but
these households
often captured sub-
sidy; credit may be
tied to production

n.a.

Men may have better
access to credit, espe-
cially if there are sex
differences in
title/landholdings

n.a.
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Transmission channels

Employment and wages

Off-farm opportunities
may change, espe-
cially in linked indus-
tries; wage rates will
reflect changes in
labor demand

Wealthier households
are more likely to hire;
poorer households
more likely to supply
labor; differences in
off-farm activities and
opportunities, opportu-
nity cost of time, level
of human capital

n.a.

Employment opportu-
nities and wages may
differ by sex

Labor demand will
differ across regions;
wages may differ
across regions; may
respond differently to
changes in labor
demand

Market structure

All'households benefit
from lower marketing
margins, greater effi-
ciency, and competi-
tion

n.a.

n.a.

n.a.

Panterritorial prices
generally benefit more
remote households;
transport costs may be
too high for the private
sector to participate
profitably

Transfers and taxes

Will suffer from the
withdrawal of subsi-
dies and price sup-
ports; will benefit from
withdrawal of taxes

Wealthier farmers are
more likely to receive
subsidies and will suf-
fer if these are with-
drawn; wealthy
farmers may also be
more likely to produce
cash crops and benefit
if taxes are reduced

See above; net sellers
receive benefit of price
supports; net buyers
are less likely to benefit
from price ceilings

Female-headed house-
holds may lose if tar-
geted subsidies are
eliminated

n.a.

Public goods

Parastatals often pro-
vided price informa-
tion, research,
extension, control of
zoonoses, and so on; it
is not certain whether
the restructured
agency or the private
sector will do so

Wealthier farmers may
be better able to buy
these services; private
sector may not con-
duct research on crops
grown by the poor

n.a.

Private sector research
is likely to focus on
high-potential zones
and high-value crops,
not those grown by the
poor

(continued)
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TABLE 4.2 Summary of Stakeholders and Their Exposure to Impacts through Various
Transmission Channels (Continued)

Stakeholders/
interest groups

—location, urban/rural,

and distance from
roads and markets

—ethnic group

—by use of inputs

Traders

—location, urban/rural,

and distance from
roads and markets

—by size or wealth

Farm input prices

Differences in trans-
port costs; more
competition among
suppliers

Trader networks may
discriminate along
ethnic lines

Impact will be propor-
tional to the house-
hold's (marginal) use of
inputs

Input suppliers may
benefit from higher
prices; depends on
price demand elastic-
ity for inputs; commod-
ity traders may lose if
marketed output falls,
but the impact is likely
to be small

Urban traders not
likely to be involved in
input supply; differ-
ences in transport
costs

Larger traders more
able to bear fixed
costs to enter sector

Commaodity prices

Differences in trans-
port costs, more
competition among
buyers; panterritorial
pricing generally
benefits more remote
households

Trader networks may
discriminate along
ethnic lines

Differences in farming
systems and crop mix

Impact on traders
depends on changes to
marketed supply rela-
tive to prices; reforms
may involve elimina-
tion of price supports
to producers and sub-
sidies to consumers

Differences in trans-
port costs; greater
market depth

Larger traders more
able to bear fixed
costs to enter sector

Credit and
interest rates

Better-developed
credit markets in
towns

Private networks may
discriminate along
ethnic lines

Households that use
inputs may purchase
them on credit

Traders may rely on
credit to purchase sup-
plies and will lose if
subsidized credit with-
drawn

Private credit more
likely to be available in
towns

Wealthier traders
more likely to have
access to credit, but
these traders often
captured subsidy
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Transmission channels

Employment and wages

More remote areas
have fewer opportu-
nities, lower labor
demand; differences
in labor demand will
be reflected in wage
rates

Networks may discrim-
inate along ethnic
lines

n.a.

Liberalization of mar-
kets is likely to
increase opportunities
for trade and employ-
ment in private sector;
dissolution of paras-
tatals will involve job
losses; wages may or
may not be higher than
parastatal wages

Greater opportunities
and lower transport
costs with better com-
munication

n.a.

Market structure

Private actors may not
enter remote areas,
where transport costs
are too high, after
parastatal leaves

n.a.

n.a.

Traders benefit from
increased freedom to
transact; may lose if
greater competition
reduces profits

Reform will permit
transregional trade,
but private trade may
be slow to develop in
remote areas with
high transport costs

Larger traders may be
more able to take
advantage of public-
private partnerships
(joint ventures) and bid
for contracts with
public sector; larger

Transfers and taxes

n.a.

n.a.

Imported inputs more
expensive after
exchange rate reforms;
cheaper if import taxes
reduced

Reforms may reduce
burden of taxation on
traders; traders benefit
from reduction of trade
taxes

If taxes are fixed and
uniform (that is, “pan-
territorial”) rather than
according to income or
scale, remote traders
will suffer

Larger traders may
have advantage of
access to untargeted
(or badly targeted)
assistance or may be
able to negotiate spe-
cial tax breaks

Public goods

Information is easier
to find where commu-
nications are better

Networks may discrim-
inate along ethnic
lines

Private sector is likely
to focus on high-value
output, not low-input
food production

Parastatals provided
price information;
some authority must
exist to monitor mar-
ket behavior, enforce
contracts, and so on;
private sector may not
be able to do this

Information easier to
find where communica-
tions are better; where
there is little competi-
tion, government must
regulate monopolies

Wealthier traders may
be better able to buy
these services; the pri-
vate sector may not
provide services for
smaller/poorer traders

(continued)
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TABLE 4.2 Summary of Stakeholders and Their Exposure to Impacts through Various
Transmission Channels (Continued)

Stakeholders/
interest groups

—region, agroecologi-
cal zone

—ethnic group

—importer/exporter

Consumers

—location, urban/rural,

and distance from
roads and markets

—by size or wealth

Farm input prices

Demand for inputs will
differ across agroeco-
logical zones

Trader networks may
discriminate along
ethnic lines

Inputs often imported:;
liberalization reduces
tariffs and increases
opportunities, but it
may raise relative
prices of imports

Negligible impact;
food crops use little
fertilizer

n.a.

n.a.

Commaodity prices

Elimination of panterri-
torial pricing will allow
traders to pass on
transport costs, but
costs may be too high
in remote regions

Trader networks may
discriminate along
ethnic lines

Reforms will increase
opportunities for trade,
reduce export taxes,
and raise relative
prices of tradables, for
which domestic prices
will reflect interna-
tional prices

Consumer prices likely
to rise in short run;
households that
received subsidy will
suffer; depends on
demand elasticities,
substitution

Prices likely to rise
more in urban areas

Subsidy, intended for
poor, usually captured
by wealthy; impact
also depends on

Credit and
interest rates

n.a.

Private networks may
discriminate along eth-
nic lines

n.a.

Households that had
captured subsidy may
lose if subsidy with-
drawn

Private credit more
likely to be available in
towns

Wealthier households
more likely to have
access to private
credit, but these
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Transmission channels

Employment and wages

Remote areas may not
respond as quickly,
with fewer opportuni-
ties for employment

Networks may discrim-
inate along ethnic
lines

Private sector opportu-
nities for trade and
employment should
increase

Wages may rise
because of changes in
prices; this may affect
employment

Employment in nonag-
ricultural sectors may
change because of
other reforms

Activities and opportu-
nities differ by human
and physical capital

Market structure

traders may be able to
exert market power

n.a.

n.a.

Reforms will
permit/liberalize trade
and reduce licensing
requirements and
other restrictions

Liberalization may
remove restrictions on
transit and improve

supply

Marketing margins
likely to fall, reducing
prices and improving
supply; food prices will
rise, especially in
remote areas

n.a.

Transfers and taxes

n.a.

n.a.

Reduction in trade
duties will benefit both
importers and
exporters

Consumers lose value
of food price subsidy

Urban consumers most
likely to lose because
they were targets of
food price subsidy

Changes in targeting
and subsidy will affect
welfare; impact
depends on degree of
capture by wealthy

Public goods

n.a.

n.a.

Grades and standards
essential for export;
trade associations may
develop this and likely
will require public
sector assistance

Private sector may
respond more quickly
to demand; public
sector should provide
information, contract
enforcement, food
safety, and so on

Information is easier
to find where commu-
nications are better;
where there is little
competition, govern-
ment must regulate
monopolies

n.a.

(continued)
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TABLE 4.2 Summary of Stakeholders and Their Exposure to Impacts through Various
Transmission Channels (Continued)

Stakeholders/
interest groups

—region, agroecologi-
cal zone

Processors

—by size/wealth/
technology

Civil servants

—employees of priva-
tized/dissolved paras-
tatals

Farm input prices

n.a.

Impact depends on
input use to cash
Crops; processors may
also provide inputs as
part of contract with
farmers

n.a.

n.a.

n.a.

Commaodity prices

demand elasticities,
substitutes

Impact depends on rel-
ative demand elastici-
ties; substitution
among commodities

Significant impact if
processors now have
to pay world prices for
commodities

Larger processors may
be able to bear fixed
costs; less important if
technology divisible
(hand-operated mills
and so on)

See consumers; spe-
cial subsidy/marketing
programs targeted to
civil servants may be
withdrawn

See above; unem-
ployed may demand
compensation or tar-
geted social assis-
tance

Credit and
interest rates

households often are
captured subsidy

n.a.

Will be hurt to the
extent that rent in
form of subsidized
credit is withdrawn

Wealthier processors
more likely to have
access to private
credit, but these
groups often captured
subsidy

Households that had
captured subsidy may
lose if subsidy with-
drawn

Households that had
captured subsidy may
lose if subsidy is
withdrawn
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Transmission channels

Employment and wages

Employment in linked
industries may change;
impact may differ
across agroecological
zones

Higher costs may force
scaling-back of opera-
tions, reduction in
employment

If there are no
economies of scale,
liberalization may
encourage develop-
ment of and employ-
ment in small industry

Liberalization often
involves civil service
reforms, cutting back
staff, eliminating
ghostworkers, and so
on

Clear impact; may
require training, tar-
geted credit, and so on
as part of severance;
impact depends on
finding employment in
private sector, duration
of unemployment, and
wage in private sector

Market structure

Impact likely to differ
in surplus/deficit
regions; the latter is
likely to suffer

Greater competition
domestically and inter-
nationally; may benefit
from reduction in
tariffs

Liberalization may
remove barriers to
entry for small
processors

May involve internal
competition within
civil service, exposure
to competition with
private sector

May be instrumental
in establishing private
response to with-
drawal of state

Transfers and taxes

Impact may differ if
parastatal provided
special inputs or
extension services to
different regions

Reduced taxes, more
liberal environment;
also face higher
(world) prices for com-
modities

Larger processors
probably received
larger benefits from
subsidy or tax breaks;
reforms will reduce
rents

Will suffer from the
withdrawal of subsi-
dies; will benefit from
withdrawal of taxes

Will suffer from loss of
employment, wages,
and rents; will benefit
from redundancy pay-
ments and so on

Public goods

n.a.

Grades and standards;
trade associations may
develop this; likely
require public sector
assistance

Wealthier processors
may be better able to
buy these services

Reforms may change
the responsibilities of
agencies toward pro-
viding limited public
goods, such as infor-
mation

n.a.

(continued)
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TABLE 4.2 Summary of Stakeholders and Their Exposure to Impacts through Various
Transmission Channels (Continued)

Stakeholders/ Credit and
interest groups Farm input prices Commaodity prices interest rates
—employees of n.a. n.a. n.a.

implementing agencies

—employees of Requires monitoring of ~ Requires monitoring of ~ Requires monitoring of

regulatory agencies market performance; market performance; market performance;

(for example) temptation to seek temptation to seek temptation to seek
rents rents rents

Source: Author's creation.
Note: n.a.=not applicable.

that remoteness and weak input markets precluded gains from liberal-
ization for many rural poor in Zambia.

In general, traders and processors are winners from market reforms.
They are able to operate in a more liberal environment, with less inter-
vention from government authorities and, ideally, with simpler and more
transparent rules of conduct: one exchange rate, simpler tariff schedules,
and so on. This presumes that the government is committed to the
reforms; there are numerous examples of incomplete reform or reversals,
which discourage the private sector from entering the market (see below).

On the consumption side, it is equally important to understand who
consumes what and how significant a commodity is to the welfare and
food security of poor households. Poor families in Indonesia spend more
than two-thirds of their income on food and more than one-third of their
income on rice. An increase in the price of rice therefore has an immedi-
ate impact on poverty (Bappenas et al. 2003). Again, this is the short-term
effect. In the medium and long term, households may adjust consump-
tion in response to the changing relative prices of the contents of the food
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Transmission channels

Employment and wages Market structure Transfers and taxes Public goods
May increase employ- May involve collabora-  n.a. n.a.

ment temporarily if tion with private sec-

restructuring is short tor in the form of joint

term; process likely to ventures and so on

be drawn out without

sunset clauses (that is,

if the agencies manag-

ing the reforms are

created without consid-

ering a fixed end-date

for their existence)

May increase employ- ~ May involve collabora-  n.a. May expand responsi-

ment if state expands
regulatory and moni-
toring responsibilities

tion with private sec-
tor in the form of joint
ventures and so on

bilities of agencies to
provide public goods

basket (although nutrition may be affected in the short term). In addi-
tion, many households are producers of rice, so that a price increase will
lead to an increase in income as well.

Government and parastatal agencies may lose from reforms. They
may be liquidated or privatized, or the reform process may involve the cre-
ation of new agencies dedicated to implementing the reforms. The paras-
tatals may be strengthened and reoriented away from direct intervention
and toward the provision of public goods such as information and regu-
lation (for example, the Cereals Market Restructuring Programme in Malj;
see Dembélé and Staatz 1999).

Liberalization may also have different impacts across ethnic groups
and gender. Men and women cultivate different crops. Cash crops are often
referred to as “men’s crops.” Women are likely to have less-secure tenure
and property rights, and they may not be able to borrow money to make
the investments required to respond to a new price regime. Men and
women may have different levels of access to suppliers and purchasers,
extension services, and so on.
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How can they influence reforms?

Individuals and groups who feel their interests threatened or who see the
opportunity for gain may try to use their influence to intercede or change
the direction of reforms in their favor. Two distinctions should be made.
The first is between groups that are internal and groups that are external to
the process of policy formation and implementation. Internal groups are,
for instance, those charged with implementing the reforms, such as the
employees of the Ministry of Agriculture and other government or quasi-
government agencies. These groups may feel that their livelihoods or the
rents they receive are directly at risk. It may be necessary to directly com-
pensate those who are laid off by the dissolution or privatization of paras-
tatal agencies, even if the prospects for subsequent employment are good.

A distinction should also be made between stakeholders who iden-
tify themselves as an organized, cohesive group (for example, labor
unions) and those who do not (such as the poor). Although the poor may
be a distinct group, they are less able to mobilize behind a common pur-
pose. To the extent that groups are disorganized (for example, landless
peasants, smallholders, and small traders), they are less likely to play a sig-
nificant role in terms of support for or opposition to a policy. Olson
(1965) suggests that groups will cohere and exert influence when the
number of group members is small and the benefits or rents that accrue
to each member are easy to perceive and significant for each member.
This explains why the interests of disorganized groups, such as con-
sumers, are typically not influential. Many reforms are designed to reduce
or eliminate the rents accruing to small groups of privileged interests.
However, these are precisely the policies that are most likely to be fought
by the groups that have relatively more influence on the process.

TRANSMISSION CHANNELS

The impact of agricultural market reforms on the household will be felt
through consumption and production. The primary impact will be medi-
ated through changes in the prices of goods and services in the liberalized
markets. These prices affect the income and the consumption decisions
of households.* There is some evidence that the income effect usually
outweighs the consumption effect. In the seven household studies reviewed
by Singh, Squire, and Strauss (1986), the income effect dominated, but
in four of those studies, the consumption effect was large enough to
dampen the supply response for the commodity for which the prices rose.
It is important to examine the impact on both consumption and pro-
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duction. Price changes will induce changes in behavior, causing people to
adjust their consumption and production decisions. These changes, in
turn, will cause shifts in the prices of inputs into production and substi-
tutes in consumption.

Income effects confound consumption effects, and vice versa, and both
will confound the analysis. A producer-household’s supply response to a
price increase may be smaller than expected if the increase raises incomes
sufficiently to induce a rise in the consumption of leisure. The same effect
may be seen among consumer households. A price increase may have a sub-
stitution effect (raising the consumption of substitutes) and an income
effect (decreasing overall consumption). The direction of change and some
idea of relative magnitudes may be obtained by calculating systems of own-
and cross-price elasticities from household-level data. Note that these are
partial equilibrium, short-term measures of impact.

Table 4.2 shows the major channels through which the impact of
reforms will be manifest. These are again suggestive rather than exhaustive.
The main channels of influence are as follows: (1) input prices, (2) com-
modity prices, (3) credit and interest rates, (4) employment, (5) wages,
(6) market structure, (7) taxes and transfers, and (8) public goods. The text
below discusses a selection of these issues.

Input prices

Fertilizer and other purchased inputs are not employed by all households,
and they are not applied on all crops. In general, fertilizer use is limited
predominantly to cash crops. Using United Nations Food and Agriculture
Organization data, Kherallah and others (2002) estimate that median fer-
tilizer use on all crops in Sub-Saharan Africa is around 4 kilograms per
person per year. In that case, a 50 percent subsidy is the equivalent of
US$1.30 to US$2.60 per year, or less than 2 percent of income. The value
of the subsidy is likely to be even lower for poorer farm households, which
most likely apply no fertilizer at all.

Kherallah and others (2002) report that Senegal is the only country
in which the removal of the fertilizer subsidy was clearly associated with
a drop in the production of the two most heavily fertilized crops: ground-
nuts and cotton. However, it is difficult to attribute this entirely to the
removal of the subsidy because, at the time, there was also a collapse of
credit and a fall in world prices.

The total impact of fertilizer price changes depends not only on the
price elasticity of demand but also on the responsiveness of crops to fertil-
izer. There is little evidence, at least for Africa, that fertilizer has any impact
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on output, although this may be caused by insufficient fertilizer application
rates rather than the absence of a biological response (Kherallah et al.
2002). In addition, the net effect includes the response of farm households
to the price change. Households may switch production from input-using
crops to those that do not require inputs. Again, the response of households
may depend on such other factors as location. Howard and Mungoma
(1997) found that subsidy removal and other reforms in Zambia encour-
aged farmers with access to transport to switch to higher-value export
crops, while remote farmers reverted to subsistence crops.

Commodity prices

Consumers will feel the direct impact of the removal of subsidies, but it is
generally believed that consumer subsidies are captured by the middle and
wealthy classes, so that their removal will, if anything, improve income dis-
tribution. The mechanisms of transmission are similar to those on the
supply side: Price changes induce an income response and a substitution
response. If the price of a good changes, consumption of that good will
change, as will consumption of other goods that are substitutes or com-
plements of the good. The examination of the impact of price changes
must also account for any changes in the availability of commodities and
the extent to which commodities were rationed by the marketing board.
If the official consumer price was held artificially low, demand by defini-
tion would exceed supply. In that case, how was the right to purchase the
subsidized commodity allocated?

It is generally believed that the reduction or removal of commodity
price subsidies will hurt the urban poor the most. In Zambia, the paras-
tatal National Marketing Board was dissolved in 1990, and the urban
poor suffered from the price rises that occurred between 1991 and 1993.
Some of the inflation was the result of the removal of price subsidies, but
Zambia also suffered a severe drought in 1992 (McCulloch, Baulch, and
Cherel-Robson 2000).

In the short term, net buyers of a commodity will lose from a price
increase, and net sellers will gain. Even among rural households, a high
proportion are net food buyers. Weber and others (1988) found that 15
to 73 percent of farm households are net buyers, depending on the crop
and the country. Barrett and Dorosh (1996) estimate that net buyers of
rice account for 49 percent of the farmers in Madagascar, while Sahn
(1987) found that 84 percent of the rural households in Sri Lanka are net
buyers of rice. A study on Thailand found that net buyers of rice repre-
sented 58 percent of rural households and 25 percent of rice farmers
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(Trairatvorakul 1984). Poor families in Indonesia spend more than two-
thirds of their incomes on food and more than one-third of their incomes
on rice (Bappenas et al. 2003). An increase in rice prices therefore has an
immediate impact on poverty (Bappenas et al. 2003).

The removal of subsidies and the liberalization of marketing can
induce households to shift their production mix to better reflect their
comparative advantage and the new regime. Abdulai and Huffman
(2000) found that households make decisions regarding production and
the allocation of inputs in response to price changes (see also Meerman
1997)."5 The removal of input, credit, and mealie meal subsidies in
Zambia has shifted agricultural production away from maize and toward
other, higher-value and drought-resistant crops (McCulloch, Baulch, and
Cherel-Robson 2000). Conversely, Fafchamps (1992) showed that poorer,
more risk-averse households will allocate a greater share of their resources
toward food crops as a means to self-insure against uncertainty in both
price and production. These families will be less able to respond to a new
regime, even if the relative price of tradable crops increases.

The supply response may be hindered by other factors. Many poor
farmers are unable to exploit their agricultural potential because of fee-
ble rural infrastructure and poorly functioning private markets for com-
modities, inputs, and services. Weak market institutions and inadequate
physical infrastructure will limit the impact of liberalizing marketing
boards, price controls, or other binding constraints. As long as other
constraints exist, the supply response to prices will be low (Krueger,
Schiff, and Valdés 1991; Poulton, Kydd, and Harvey 1999). This echoes
Timmer’s (1991) argument that, in the absence of other institutional and
legal reforms, establishing accurate prices is not sufficient to guarantee
greater private investment. This seems to have happened in Madagascar
with coffee, in Mozambique with cashews, and in Nigeria with cocoa
(Akiyama et al. 2003).

Investment and supply will be affected not only by the price level but
also by the variance in prices. Domestic price variability is obviously
caused by fluctuations in world prices, but it is also caused by the weather
and other factors (for example, see Townsend 1999). In addition, pro-
duction decisions are affected by volatility in consumer prices, and vice
versa (Fafchamps 1992). Domestic market reforms are likely to result in
lower domestic price volatility. Removing restrictions on the domestic
movement of goods will improve spatial arbitrage and market integra-
tion. Improved temporal arbitrage to smooth out seasonal fluctuations
will require greater storage capacity and probably greater access to credit
(Badiane et al. 1997).
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Price stabilization is often cited as the justification for intervention
in domestic markets, but there is no guarantee that administered prices
will be any more stable than world prices, nor that instability will be
worse after the country’s liberalization. Under the country’s stabilization
program, interyear rice price variability in Ecuador was an estimated
10 times higher than the world price variability (Krueger, Schiff, and
Valdés 1988; Valdés 1996).

The supply response will be sensitive to the expectations of future
policies and prices. If farmers believe that reforms could be reversed,
they are unlikely to invest, and factor reallocation will be limited. The
supply response of tree crops, by their physical nature, is slow (Akiyama
et al. 2003). The aggregate agricultural supply response will be lower
than the response for any individual crop, reflecting intrasectoral shifts
in production.

This again suggests that the impact of reforms will differ across regions
or according to other conditions such as distance to markets. Evidence from
participatory research in Zambia suggests that reforms have had a negative
impact on farmers in more remote areas who had benefited from the
implicit subsidy in panterritorial prices. Conversely, farmers near rail or
major roads are likely to have benefited (McCulloch, Baulch, and Cherel-
Robson 2000).

Credit and interest rates

There is now considerable evidence showing that subsidized credit has
been ineffective (for example, see Adams, Graham, and von Pischke 1984).
The credit was captured mostly by elites; contracts were rarely enforced,
and the repayment rates for loans were dismal. In addition, interest rates
on publicly provided loans were often negative, which paved the way for
regressive nonprice rationing (cronyism, for instance). Agricultural
development banks rarely succeeded in targeting the poor. Eicher and
Kupfuma (1997) report that, at its peak, Zimbabwe’s Agricultural
Finance Corporation made loans to fewer than 10 percent of the country’s
small farmers.

However, parastatals were often the only source of credit for small-
holders, even if they performed this function at extremely high cost. There
is evidence to suggest that publicly provided credit had positive direct and
indirect benefits (Govereh, Jayne, and Nyoro 1999) and that its removal has
had negative consequences for productivity (Bazaara 2001, for Uganda;
Kherallah et al. 2002, for Madagascar and Mali). Access to credit also affects
the ability of producers and traders to smooth incomes and consump-
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tion. In Zambia, lack of consumption credit and storage forced small-
holders to sell at harvest rather than store it on farms (Govereh, Jayne,
and Nyoro 1999).

The collapse of credit markets may have significant impacts on pro-
ductivity investments and resource allocation. For example, during peak
periods of agricultural activity, smallholders in Malawi, who had access
to credit, had to take work as casual (Ganyu) labor for cash or food. The
cash obtained from wage employment was then used to purchase fertil-
izer and seed, often late in the planting season, delaying or preventing
crucial activities of the smallholders on their own land (Alwang and
Siegel 1999; Sen and Chinkunda 2002).

The public provision of credit was only partly supplanting credit
from the private sector, and the removal of parastatals was not leading
universally to increased private provision (Akiyama et al. 2003). Although
credit markets have improved somewhat in Sub-Saharan Africa (Kheral-
lah et al. 2002; Murshid n.d.), smallholders and traders in more remote
areas report increasing difficulty in obtaining access to credit (Francis
etal. 1997; McCulloch, Baulch, and Cherel-Robson 2000). To a large extent,
rural economies depend on informal credit arrangements, but these are
unlikely to provide credit on the scale necessary to fill the gap (World
Bank 2001¢).

Governments can design programs to encourage private financial
intermediation. In Zambia, the Agricultural Credit Management Pro-
gramme was launched in 1994 to provide credit for fertilizer and seed in
the short term and strengthen the capacity of private traders to act as finan-
cial intermediaries (Copestake 1998). Intervention may also be necessary
to mobilize local private savings, which will respond to positive real rates of
return and the development of credible financial institutions and contracts.
Many state-owned agricultural development banks have been successfully
restructured as private rural financial institutions, providing opportunities
for savings and lending. For example, the Unit Desa of the Bank Rakyat
Indonesia provides banking services to millions of low-income rural fam-
ilies in Indonesia, maintaining financial self-sustainability and excellent
outreach (Seibel 2001; Yaron and Charitenenko 1999).

To the extent that reforms impose increased market-based allocation
mechanisms, such as positive real prices, those who received subsidized
credit will suffer. However, experience argues against direct interest rate
subsidies. First, subsidized (especially negative) lending rates severely dis-
courage savings. Second, it is, arguably, more equitable to expand access to
credit rather than to provide cheap credit to a few. Finally, many studies
have shown that allocation is more efficient and credit is more productive
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when positive real interest rates are charged (and offered) (see Fry 1988;
King and Levine 1993).1¢

Employment and wages

Liberalization may involve changing the price of agriculture relative to
the outputs of other sectors and changing relative prices within agricul-
ture. This will have a direct impact on the allocation of labor within agri-
culture and across sectors. Raising the price of tradable commodities
relative to nontradables—a common element of reform programs—will
boost the demand for labor in the tradables sector, thereby pushing up
the wage and encouraging a shift in the allocation of labor. Increasing the
returns to agriculture, in general, may reduce the incentive for urban
migration and may even promote back-migration from urban areas. In
addition, agricultural market reforms will change the price of food and
other commodities in urban areas. This will alter the real wages of urban
dwellers and may lead to a reallocation of labor across urban sectors as
well. A rise in the price of food, which puts upward pressure on real urban
wages, may dissuade urban industrial investment.'”

Removing restrictions on trade will most likely increase domestic mar-
ket activity in domestically produced nontradable goods and in domesti-
cally produced or imported tradable goods through importation and
exportation. This increased activity will affect the demand for labor, but,
again, the impact will more likely be felt in areas with good communica-
tions. Remote regions, where the value of output is overwhelmed by trans-
port costs, will not necessarily see greater activity or employment in trade.

In Bangladesh, the withdrawal of parastatals from input provision
and commodity trade has had a significant effect on food security and
growth, especially in nonfarm activities. This has raised the demand for
labor (Murshid n.d.). At the same time, however, the parastatal food-for-
work program has been expanded to provide employment for poor
households. This suggests that the boost in employment did not occur
among the poorest, although poverty diminished over the period.

Market structure and institutions

Although parastatals often attempted to monopolize trade, parallel mar-
kets existed even when private trade was officially forbidden or discour-
aged. If there was quantity rationing, the official price was generally lower
than the free market price; as with credit markets, price constraints neces-
sitated nonprice rationing. In Zimbabwe, where the parastatal Grain
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Marketing Board reintroduced price controls in 1998, the board was sell-
ing maize for 20 to 35 percent below the price in the parallel market
(Jayne et al. 1999). Paradoxically, in Malawi, an active parallel market
existed for maize in the 1990s at prices 20 to 75 percent below the official
ADMARC price. Access to ADMARC maize was restricted, however, by
minimum purchase volumes, the distance to distribution centers, and
other factors, which limited purchases by the poor (Sahn, Dorosh, and
Younger 1998). Of course, if the parallel market is significantly larger than
the official market, removing the marketing board will have little impact
on prices or volumes.

The intention behind reforms, particularly those involving the with-
drawal of marketing boards and other parastatal agencies, is to create the
environment necessary to foster the development of private competitive
markets in agriculture and marketing. This has happened in the major-
ity of cases and to beneficial effect. One example is the deregulation of
maize milling in Zambia. This has encouraged the widespread emergence
of small, labor-intensive hammer mills, which has led to lower process-
ing and marketing costs and cheaper maize for consumers (Jayne et al.
1996; McCulloch, Baulch, and Cherel-Robson 2000; World Bank 1994b).
Small hammer mills now account for 60 to 70 percent of the milled maize
available in urban areas (Mwanaumo 1999).

The reform process must be monitored to ensure that artificial barri-
ers to entry are removed and to watch for the establishment of private
monopolies or oligopolies and anticompetitive behavior. For example,
after the coffee market reforms in Uganda, nearly 200 entrepreneurs
entered the new export sector. Within two years, three-quarters had exited,
and 80 percent of exports were being handled by 10 firms (Akiyama et al.
2003). These firms may be insufficient to create a competitive environ-
ment at the farmgate, particularly in remote areas.

Oligopsonistic or oligopolistic market power can persist even if bar-
riers to entry into the sector are removed and there is evidence of sub-
stantial entry into the sector. A study in Madagascar revealed that there
were distinct groups within rural food marketing channels, but that they
were separated by intra-industry mobility barriers that limited entry to a
few niches. Although there was free entry into the sector, the barriers pre-
vented movement within the sector from one niche to another. An indi-
vidual’s position within the sector was defined largely by social identity,
so the impact of market liberalization varied across socially distinct
groups, which differed in their access to working capital, market infor-
mation, bulk storage, transport, and reliable networks of customers and
suppliers (Barrett 1997).
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Minten and Kyle (2000) demonstrate that the transaction costs of
search and negotiating can dominate over the transformation costs of
assembly, processing, and transportation in agricultural markets. Smaller
traders and smallholders may have little experience of contracting, there-
fore, while assembly and transportation costs fall, the cost of negotiating
and enforcing contracts may rise (Temu and Winter-Nelson 2001). They
rely to a greater extent on personalized contacts and networks (Fafchamps
and Minten 1998) and thus miss the potential opportunities presented by
the liberalized marketplace.

Observation of persistent noncompetitive market arrangements raises
the obvious question of the manifest benefit of these arrangements to
participants on both the demand and supply sides. Not only are there
advantages to networks, but also the welfare and efficiency outcomes of
interlinked transactions for inputs, products, and credit can be superior
to those arising from atomistic spot markets (Nouve and Nyambane
2003). Additionally, there is increasing evidence that a greater number of
market participants does not always lead to superior outcomes (Poulton
etal. 2004). Agricultural markets are beset with vertical coordination fail-
ures, which impair the performance of input markets and output supply
chains (Kydd and Dorward 2003).

Recent experience indicates that there is a tradeoff between compe-
tition and coordination. In their examination of cotton markets in six
countries in Africa, Poulton and others (2004) found that, although the
consequences of liberalization had been positive on the whole, the three
systems in which market power was more concentrated had outper-
formed others. They found that the “concentrated, market-based” sectors
have been better able to overcome common coordination problems than
either the “local monopoly” or the “multiple small player” systems. In the
former systems, the private sector supplies local public goods and coor-
dinates inputs and ginning, while maintaining “reasonable” producer
prices. In the absence of large private participants, it is the responsibility
of the state to provide these public goods.

Private contract farming may be used to address some of these coor-
dination problems. In the Punjab, contracting has led to higher farm
incomes and expanded employment opportunities (Singh 2002). In
Mozambique, farmers receive technical assistance, inputs, and credit and
sell their products (cotton, tobacco, sunflowers) to joint venture compa-
nies or other private enterprises (Gemo and Rivera 2001). Relatively high
transaction costs have meant that these arrangements have been made
more often between processors and large farmers and less often with small
farmers, at least not on an individual basis (Hazell 2004). Mechanisms to
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reduce these transaction costs, such as voluntary producer organizations,
may help to link small producers with processors. In Senegal, the private
firm Novasen supplies credit and inputs to 32,000 large and small ground-
nut producers. Novasen uses local intermediaries to screen growers, mon-
itor production, and enforce loan repayments (Warning and Key 2002).

Transfers and taxes

As remarked throughout this chapter, subsidies generally accrue to
wealthier households in production and consumption. On the produc-
tion side, the impact on the poor of the removal of explicit subsidies will
be relatively small in general. However, if the marketing board provides
inputs to rural households not served by private suppliers, the cost of the
inefficient public provision of inputs to remote areas may be considered
an implicit subsidy. In that case, removing the subsidy (ceasing to provide
inputs) will entail a real welfare loss for the remote households. There-
fore, the impact on smallholders will be partly a consequence of struc-
tural constraints, such as distance to roads and markets. The same can be
said of panterritorial pricing schemes—these represent an implicit sub-
sidy in the form of transfers from underpriced farms in areas with good
communication to overpriced farms in more remote areas.

On the consumption side, poor households will be affected by the
withdrawal of subsidies in proportion to the level of the subsidies they
received before the withdrawal. The impact on welfare will be a function
of the price elasticity of their consumption of the subsidized commod-
ity; the cross-price elasticities with other commodities; and, for rural
households, the extent to which they are net buyers of the commodity.

There will also be an impact on government revenue and expendi-
ture. To the extent that the government obtained income from explicit
or implicit taxes on domestic transactions or trade, liberalization will
reduce revenue. If the government controlled markets through explicit
monopsonistic marketing boards, and if those boards received operat-
ing profits, revenue will fall. However, it is usually assumed that market-
ing boards require heavy subsidization from central government budgets;
thus, their elimination will improve the government’s budget balance in
the short term.

In the long term, a better fiscal stance and lower government expen-
diture are progressive. Revenue to fund government activities can come
from operating profits, tax revenues, or debt. All three forms of revenue
can lead to lower growth, and public sector debt may increase inflation;
all of these are implicit forms of taxation, which burdens those without
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the ability to shift assets, that is, the poor and middle classes. In addition,
the interest from government debt accrues to bondholders (usually the
wealthy) and is paid by taxpayers.

The elimination of marketing boards and other parastatal agencies
can be expensive. It may require the extensive retraining of employees and
other severance and retrenchment packages, such as compensation for the
laid-off workers, that can continue for years. In some countries—for
example, the case of Mali discussed by Dembélé and Staatz (1999)—
entirely new government agencies are created to manage the liberalization.

Liberalization may also require the payment of compensation to
others who lose from the reforms. The best-known example is Mexico,
which undertook sweeping reforms in the 1980s and 1990s. The Mexican
government established a range of agencies to manage the transition and
ensure food security. These efforts have had mixed success (see Box 4.1).

Finally, there are issues surrounding the method of disposal. If an
agency is to be sold, what will be the sale price, and who will be permit-

Compensatory and Transition Programs in Mexico

The Procampo program was intended to compensate agricultural producers for the loss of
revenue caused by the liberalization of agricultural trade and the removal of price supports
in the grain sector. It is supposed to be phased out by 2008. In 1999, the expenditures for
Procampo amounted to about US$1 billion (or 0.25 percent of gross domestic product) and
benefited some 3.2 million producers. It is estimated that Procampo contributed to about

8 percent of the incomes of gjidatario (collectivized system) households, although its contri-
bution may amount to 40 percent for low-income families.

The Alianza para el Campo (Alliance for the Countryside) was intended to promote
investments in sector productivity. Only 10 percent of ejido (collectivized) producers
accessed the program even though it was specifically targeted at them. Among ejidatarios,
those in relatively more developed communities with more land were more favored by par-
ticipation in the program. The ASERCA program, which was established in 1991, aimed at
developing and modernizing agricultural marketing channels in key grain markets. Until
recently, the program relied on subsidies as a means of overcoming the deficiencies faced by
producers in marketing their outputs. ASERCA's marketing subsidies covered the difference
between a reference price established during the previous year and the actual market price
for these grains.

There is no evidence that these programs are igniting the increase in investment
among smallholders that is essential for the reorientation of the sector. Recent studies of
major output markets (grains and perishables) show that these markets are still subject to
policy-induced distortions, are poorly integrated, and are characterized by high marketing
margins and pervasive monopolistic and oligopolistic practices.

Source: World Bank 2001d.



Agricultural Market Reforms

ted to bid? Although the valuation of a government agency is extremely
difficult, one can imagine a situation in which the parastatal is sold at
below-market price, the difference representing a transfer from the gov-
ernment to the purchasers.

Public goods

Marketing boards, in addition to performing marketing activities, were
often charged with the supply of certain important public services. In
some cases, the elimination of government marketing agencies also threat-
ened the provision of research, extension, infrastructure maintenance,
quality control services, data collection, and information services. Exam-
ples include the termination of rural road maintenance in Cameroon and
the demise of extension and research for coffee and cocoa in Togo. How-
ever, governments can arrange for the continued provision of these serv-
ices. In Peru, the government specifically addressed the transfer of schools
and health services from government-run plantations during sugar mar-
ket reform (Akiyama et al. 2001).

For commodity research, the funding problems that have often
prompted reforms have perhaps represented a greater difficulty than the
reform process itself. In some cases, donors have stepped in to fund
research; however, Rukuni, Blackie, and Eicher (1998) argued that donor
funding removed incentives for researchers to respond to smallholder
needs. Alston, Pardey, and Roseboom (1998) suggested that commodity
levies be used to fund research specific to export crops. This approach was
taken in Uganda to consolidate commodity-specific research programs
within a central research organization. In Uganda, the National Agricul-
tural Research Organization conducts basic research for several major
commodities, and this is funded through general revenues. In the case of
coffee, the Uganda Coffee Development Authority supplies additional
money to target research topics funded by a small tax on exports (Akiyama
et al. 2003).

Certain public services are necessary for markets to function, and
these were often within the scope of marketing board responsibilities.
They include infrastructure, market information, grades and standards,
property rights, contract enforcement, and so on. Provided that institu-
tions for functioning markets exist independently of the marketing board,
the parastatal’s dissolution will pose no threat to market performance or
to the poor.

Conversely, although these services have public benefits (which are
inexhaustible or unexcludable), they also entail private benefits for which
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private markets will most likely develop. In that case, these services will
be distributed according to ability to pay (or to borrow), and this likely
will exclude the poor. It is important that the poor not be priced out of
privatized markets for these public services.

METHODOLOGY

In this section, we discuss a variety of tools and indicators, that is, the
things to look for and the ways to look for them. The first step is to under-
stand the environment and the characteristics of the sector in a country:
the farming system, consumption patterns, regional disaggregation, and
the performance of private and public market institutions. As has been
emphasized repeatedly, the impact of policy changes will differ between
cash crops and food crops, between remote and well-connected areas, and
between fertile and poor agroecological zones.

For instance, Minot and Goletti (2000) report that poverty in Vietnam
is more widespread and more severe in rural areas than in urban areas
and that it is concentrated in the more remote, hilly regions of the coun-
try. These observations motivate their analysis, which finds that the rice-
surplus delta regions would gain from higher rice prices, while the other
five regions, which are rice-deficit areas, would lose.

In addition, the analyst must understand the history of agricultural
policy. How did the country get where it is? The characteristics and out-
comes of reforms depend, to a great extent, on initial conditions (Akiyama
etal. 2001). Rozelle and Swinnen (2000) found that the political environ-
ment, the “potential for agricultural growth,” and, more concretely, the
initial level of price distortions influence both the choice and the impact
of reform policies (see also Macours and Swinnen 2000). Swinnen and
Beerlandt (2003) argued that the different experiences of China and Rus-
sia were caused by the fact that agriculture in China is larger and more
labor intensive and that reforms proceeded more slowly there. In the for-
mer Soviet Union, by contrast, reforms were much more rapid and were
undertaken in the absence of new institutions to enforce contracts, dis-
tribute information, and provide credit.

Finally, the characteristics of the commodities themselves may affect
the design and impact of reforms. For instance, sugar cane is difficult to
store; the milling capacity is fixed, and the scheduling of deliveries requires
cooperative action. Similarly, grain storage losses in Sub-Saharan Africa are
on the order of 10 to 40 percent per season.'® Simulations conducted by
Arndt, Schiller, and Tarp (1998) suggest that, given the losses and transport
costs, improved local rural storage is preferable to central urban storage.
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Tools: functions, limitations, and data requirements

Under any circumstances, the best method for the examination of the
impact of reforms is a combination of economic theory and common
sense. There is no minimum standard for analysis. The scope and content
of the analysis should be driven by the issues and characteristics that are
important in each case. The analysis should always begin with a descrip-
tion of the sector to be affected and the sectors that interact with that sec-
tor in any significant way. How big are the sectors? Are the products traded
or nontraded? Do they provide tax revenue to the government, or are they
adrain on government resources? How and where does the state intervene
in the sector: on the supply side or the demand side? Does it restrict quan-
tities or prices? Does it tax or subsidize, or perhaps both? In addition, it is
necessary to understand the stakeholders. In the first instance, these are
the poor. Who and where are they? How do they connect with the sector?
Do they earn income from it? Does it supply food or other goods and serv-
ices to them? Who benefits from the current regime and in what way?
Understanding this requires some examination of the benefit incidence,
even casually, of current policies. What rents will be taken away and from
whom? What benefits are expected in the short run and in the long run?

Beyond this basic description, the scope of analysis is up to the ana-
lysts and the resources at their disposal. The list of tools presented here is
(somewhat) in the order of increasing complexity and cost (with the
exception of the qualitative methods). However, even if one has unlimited
resources available, the construction of a computable general equilibrium
(CGE) model is not recommended unless the circumstances and policy
changes require it. Household-level analysis requires detailed household
surveys, which, thankfully, now exist in many countries; sectoral analysis
requires aggregate data. There is less information available on firms and
traders, especially survey-based data.

Qualitative studies

Qualitative techniques often reveal more detailed and nuanced informa-
tion than that available through rigid quantitative surveys. Questions are
open ended to allow for spontaneous revelations in the discussion within
the broad limits set by the moderator. Qualitative techniques can con-
tribute to the analysis by suggesting a set of variables and relationships for
quantitative analysis, validating quantitative results and interpretations,
and providing case studies to illustrate the quantitative results. Qualitative
studies can be employed to improve the design and relevance of quantita-
tive surveys. It is not necessarily the case, however, that qualitative analysis
is only used as an input into quantitative research. Many variables and rela-



Analyzing the Distributional Impact of Reforms

tionships cannot be accurately obtained with formal survey methods. Sur-
vey methods are inherently limited, explicitly forbidding discussion or
case-specific selection of questions. Ideally, qualitative and quantitative
methods would be coordinated or integrated in the analysis.

Qualitative analysis has been used to great effect in the assessment of
policy reforms. The Structural Adjustment Participatory Review Initiative
relied quite heavily on participatory appraisal, focus groups, and other
qualitative methods to understand the impact of structural adjustment on
welfare. In Bangladesh, the Structural Adjustment Participatory Review
International Network combined qualitative and quantitative methods to
examine reforms in agricultural input markets. That study revealed sig-
nificant differences across agroecological zones, especially in the private
sector response, and it found that the government was incapable of deal-
ing with increasingly fraudulent business practices, especially in fertilizer
marketing (Rahman et al. 2000).

A mixed qualitative-institutional investigation was conducted to clar-
ify the impact of proposed reforms in the cotton markets in Chad (World
Bank 2003b). Fieldwork was conducted by teams of social scientists over
a period of 48 days. Individual teams spent five days in each of 27 villages.
Separate discussions were conducted with producers who owned cattle
and producers who did not own cattle. Separate focus groups were also
held with non-cotton producers, women, youth, delegates of village asso-
ciations, women’s associations, and local political and religious authori-
ties. Access to agricultural inputs (including credit), equipment, labor, and
animal traction are the main determinants of the efficiency and produc-
tivity of cotton farmers in Chad. In general, Cotontchad, the cotton paras-
tatal, is perceived as antagonistic and exploitative. In the relatively more
structured societies of the western and some central parts, shared respon-
sibility reinforces social cohesion. In these areas, the marché autogéré
(shared market management) system implemented by Cotontchad intro-
duced transparency and fairness in selling operations. In the relatively less-
structured societies of the central and eastern regions, shared responsibility
reinforces social fragmentation. The report highlights the areas in which
the reforms are likely to have an impact, the stakeholders who will be
affected, and the geographic differences in impact as a function of social
relations and farming systems.

In Malawi, as part of the PSIA work on the reform of ADMARC, the
interviewees were selected—in collaboration with local leaders and exten-
sion workers—and stratified with respect to social and economic situa-
tion, ethnic and livelihood diversity, and gender. The discussions focused
on perceptions of and trends in well-being over the last five years, liveli-
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hood strategies and cropping patterns, problem analysis, cause-effect dia-
grams, trend analysis, institutional analysis, and analysis of opportunities,
coping, and survival strategies (World Bank 2003c).

Murshid (n.d.) reported the results of a mixed-methods study in
Bangladesh, in which participatory (focus group) methods were combined
with microeconometric data analysis. The discussions highlighted issues
that the household surveys had missed, such as the importance of patron-
client relations, especially for input use, the incidence of tied credit, and
changes in land rents and shared tenancy arrangements over time.

Reduced-form econometric studies

Using household-level data is attractive for their relative simplicity. These
models are normally based, at least implicitly, on a system of supply and
demand equations, which are solved to derive an aggregate measure of wel-
fare. They can be employed to estimate parameters (elasticities, for exam-
ple) on the supply side, such as output and marketed surplus with respect
to prices or technology, or on the demand side, such as consumption with
respect to prices, income, or other characteristics. They generally require
household-level datasets, with sufficient information to estimate demand
systems and crop budgets. In general, these studies are limited to the exam-
ination of first-round effects only.

The parameter estimates may be used for simple ceteris paribus sim-
ulations, that is, simulations assuming that no structural changes arise
from a policy. The simulations are conducted by exogenously applying
new values of variables to estimated parameters. Dercon (2002) presented
econometric estimates of the impact of a variety of policies, including
producer price changes, on rural welfare in Ethiopia from 1989 to 1995.
Owens (2003) used cross-sectional and limited panel data to show that
the marketing board, ADMARC, was important to productivity and wel-
fare among smallholders in remote areas of Malawi. Similarly, Alwang,
Siegel, and Jorgensen (1996) found that remoteness and weak input mar-
kets precluded potential gains from market liberalization for many
among the rural poor in Zambia.

An analysis of the impact of interventions on the consumption side can
also be conducted as described in the preceding paragraph. The most com-
mon method is to compute partial equilibrium benefit incidence estimates,
that is, calculating estimates of the subsidy’s benefit by looking at average
or marginal expenditures across income classes and levels of the subsidy.
The impact of removing the subsidy is then simply the negative of the ben-
efit received by each group. However, this method is likely to overestimate
both the benefit of the subsidy and the cost of the removal of the subsidy.
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Econometric estimation is also required for the estimation of mar-
ginal benefit incidence. This is a measure of the welfare impact of the next
unit of public expenditure or subsidy (or tax).!” Analogous to incidence
ratios, the net benefit ratio is defined as the value of the net sales of a com-
modity as a proportion of income. The net benefit ratio for a commod-
ity can be interpreted as the “before-response” or the “impact” elasticity
of real income with respect to the price of that commodity. The ratio is a
very short-term measure in that it assumes no behavioral response from
households and no change in labor markets or nonfarm income that
might result from the price change (Barrett and Dorosh 1996; Budd 1993;
Deaton 1989; Kherallah et al. 2002).

Farm-household-level analysis

One can examine the impact of reforms at the farm level, computing farm
budgets for different classes of farms. The impact of changes in prices can
then be calculated using farm-level production (or profit) functions. This
is a strictly “nominal” analysis, because it looks only at the impact of changes
on the income side and does not allow for changes on the consumption side.
Similarly, examining only the impact of marketing policy on consumption
ignores concomitant changes in resource allocation on the income side.

Barnum and Squire (1979) and Singh, Squire, and Strauss (1986)
showed that market failures mean that the production and consumption
decisions of the farm household are not separable. Production depends
on consumption, and vice versa. This codependency implies that the
marketed output of the household depends on the household’s income.
Examining only the supply side tends to overestimate the response of
households and of aggregate supply to price changes. As noted above, price
rises increase the income of a net-supplier or net-seller household and
may induce it to consume more leisure. If it does consume more leisure,
then this will reduce the household’s labor input to production and the
household’s marketed surplus. To understand and model these effects
properly, one must use farm budgets in combination with household-level
consumption data to construct agricultural household models. These
models can be constructed econometrically or algebraically using, for
example, linear programming methods (see Singh, Squire, and Strauss
1986; Taylor and Adelman 2003).

The alternative to the household model is to estimate consumption
and production changes separately or iteratively. This is acceptable as
long as the decisions truly are separable. If there is market failure or if the
policy might induce the household to shift from net buyer to net seller
(or vice versa), or withdraw from the market altogether, then the house-
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hold approach is required to obtain an accurate picture of price and
income effects and reallocations in consumption and production.

Subsector analysis

At a more aggregate level, one can conduct an analysis on an entire sub-
sector, that is, tracing all factors and activities related to the production
of one particular good. This involves computing budgets and the value
added at each step, from the provision of seed and inputs to the final retail
marketing. This method also enables the calculation of the real subsidies
or taxes imposed at each stage of the process and the potential benefits
of liberalization. This is the method used by Salinger and Almeida-
Dominguez (1995) in their analysis of Mexican maize market reforms.
Their model contains only two goods (yellow and white maize), but dis-
aggregates consumption and production across regions.

Subsector analysis, which examines resource flows within (for exam-
ple) commodity markets, can inform the discussion of policy, as well as
guide more in-depth analysis. Figure 4.1 describes the flow of rice from
production within the Mekong river delta of Vietnam, through the vari-
ous marketing and processing channels, to final use. The figure shows that
less than half the rice produced in the region passes through state-owned
enterprises.

In many cases, subsector studies are perfectly adequate for examin-
ing the impact of market reforms. If the commodity in question is pri-
marily exported, the consequences for domestic consumers are probably
small. Conversely, the benefits of reform will include intrasectoral effects,
which will not be captured by a strictly subsectoral perspective. It is antic-
ipated that reforms will bring about long-term changes to investment and
production decisions, so the full impact occurs only over time, and com-
modity market reforms are closely tied to events in specific international
markets. In that case, a more comprehensive model should be used to dis-
aggregate the impact of reforms from that of other events. For example,
Dorosh and Lundberg (1996), using a CGE model, showed that the suc-
cess of groundnut market reforms in the Gambia owed as much to better
weather and donor inflows as to specific policy changes.

Aggregate sector studies. Analysis of agricultural market reforms has
often been conducted using partial equilibrium models that simply exam-
ine the aggregate supply response to prices over time (for example, see
Askari and Cummings 1977; Nerlove 1958). This is accomplished by sim-
ulating the impact of changes using parameter estimates obtained through
econometric estimation of historic aggregate data. This method is only a
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Rice Marketing Channels in the Mekong River Delta
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Source: Minot and Goletti 2000.

crude first approximation, ignoring (most importantly) the reallocation

of resources among outputs.

A more sophisticated method is that of Nicita, Olarreaga, and Soloaga
(2002), who simulated the impact of different reforms on welfare in Cam-
ts separately. They
showed that reduced transaction costs in rural rice markets will progres-

bodia and estimated consumption and income effec

sively increase incomes in both urban and rural areas.
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Multimarket models. A slightly more complex method is the joint exam-
ination of consumption and income effects using multimarket models to
account for interactions among exported, imported, and nontradable
goods. The models of Braverman and Hammer (1986) and others were
developed specifically to examine agricultural price, tax, and trade poli-
cies. In general, they found support for reducing export taxes and input
subsidies, although these policies may harm poor consumers in the short
term. More recently, Srinivasan and Jha (2001) showed that market liber-
alization in India would lead to greater price stability.

Minot and Goletti (2000) constructed a spatial equilibrium multi-
market model to examine rice market reforms in Vietnam. The model
allows for differences in impact across regions. They found that reforms
in rice markets would most likely lead to higher incomes for the major-
ity of farmers, but that the impact would differ significantly by region.
The rice-surplus delta regions would gain, but the more remote rice-
deficit regions would suffer.?

The Cornell Food and Nutrition Policy Program constructed a num-
ber of multimarket models to examine the impact of reforms in agricul-
ture markets. Notable among these are the approaches of Dorosh, del
Ninno, and Sahn (1996), who looked at the impact of food aid on food
security in Mozambique; and Arulpragasam and del Ninno (1996), who
looked at food markets in Guinea. More recently, Lundberg and Rich
(2002) and Stifel and Randrianarisoa (2004) have constructed two pro-
totypical multimarket models to look at agricultural market reforms in
Malawi and Madagascar, respectively. The latter study found that reduc-
ing transport costs and storage costs would significantly improve the wel-
fare of the rural poor. Liberalizing rice markets would also enhance rural
welfare, even among rice growers, as they shift into the production of
other commodities.

The study by Stifel and Randrianarisoa (2004) illustrated that multi-
market models are useful when policy changes are expected to affect more
than one subsector. Cross-price or broader sectoral effects, such as the
impact of rice price changes on the consumption of coarse grain rice, can-
not be examined through a model that looks only at the rice subsector.
The net effect of a policy will be manifest only after households have had
the chance to reallocate resources in response to the policy. So, while a
producer price increase for one commodity will encourage greater pro-
duction of that good, the increased output is obtained partly at the cost
of decreased production of other goods. For example, Braverman and
Hammer (1986) found that the removal of the fertilizer subsidy and an
increase in the price of cotton to export parity would lead to a 150 per-
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cent increase in cotton production, but a 15 to 30 percent drop in grain
production and no change in groundnuts.

Social accounting matrix/semi input-output (SAM-SIO) models. The
SAM is essentially an accounting tool. It permits the examination of links
among sectors in a table that contains expenditures (in columns) and
receipts (in rows). The SAM can track, for example, the link between the
activity “rice production” and the wages paid to workers. The workers
then “pay” their wages to their households, which consume goods and
services, which they buy from firms, and which, in turn, purchase inter-
mediate goods and services from other domestic sources and through
imports. The firms pay taxes to the government, which can consume,
save, or transfer the funds to firms or households in the form of subsidies,
and so on. A SAM can be constructed from disaggregated household
accounts representing different income classes, regions, or households
with income from various sources (because, for instance, households that
grow alluvial rice will differ from households that have tree crops as their
main income source).

The SAM is used as the database for multimarket and CGE modeling.
It can also be used by itself, as an SIO model, to examine policy changes.
The links from one account to others can be summarized through the cal-
culation of multipliers, that is, the total increase in activities and incomes
derived from an exogenous increase in that one account. For example, the
links could indicate how much income would accrue to different house-
hold classes if exports of cash crops exogenously increased by one unit, or
if rice production increased by one unit.

SAM-SIO models are an important development over partial equi-
librium models, because they permit the examination of cross-sectoral
effects, links among different sectors in production, links from produc-
tion to consumption, and vice versa. Partial equilibrium models, such as
simple reduced-form econometric analysis, assume that the only impact
is within the sector; multimarket models relax that assumption, but limit
the analysis to a few sectors. Models that ignore the links from consump-
tion will miss a significant portion of the impact of policy. Consumption
links account for 75 to 90 percent of the total multiplier in Africa and 50
to 60 percent of the total multiplier in Asia (Sadoulet and de Janvry 1995).

There are many examples of SAM multiplier analyses of agricultural
policy, ranging from technical change (Khan and Thorbecke 1988; Sub-
ramanian and Sadoulet 1990) to regional integration (Hazell, Ramasamy,
and Rajagopalan 1991). SAMs have been used extensively to look at income
distribution across regions and across household classes (see Thorbecke
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1985). The International Food Policy Research Institute has constructed
numerous SAM-SIO models to calculate agricultural multipliers in differ-
ent countries.

The most notable limitation is that SAM-SIO models assume that rel-
ative prices are fixed, so they cannot be used to examine changes in
exchange rates, wages, or the prices of other factors. They also assume fixed
proportions in production and consumption and restrict elasticities to
either 0 or 1.

CGEmodels. The relationship among prices, market structure, and wel-
fare may be sufficiently complex to require CGE modeling. This is espe-
cially true if relative prices change, or if policies engender significant
structural changes in an economy. In a sense, CGEs subsume all of the
quantitative methods presented by the above tools and models. CGEs are
used to conduct simulations based on data from a SAM, together with
econometrically derived parameters.

CGEs have been used to look at oligopolistic and monopolistic
behavior (Devarajan and Rodrik 1989) and the competition among agri-
cultural activities for common fixed factors, such as land (Sadoulet and
de Janvry 1992). The CGE simulations of food subsidies in five countries
presented in Sahn, Dorosh, and Younger (1998) showed that subsidies
caused overall income falls in three of the countries studied, but that the
rural poor benefited in four of the countries. However, it appears that, in
general, the impact of intervention on consumers is small, and the impact
of reforms—the removal of subsidies—will also be small. Robilliard,
Bourguignon, and Robinson (2001) constructed a powerful set of mod-
els that combine CGEs with household survey datasets. Instead of a few
representative households, these models can measure the impact of pol-
icy changes on each household in the sample. Households can be seen to
alter their resource allocation—land, labor, and other productive assets—
in response to changes in the environment.

These models are extremely time-consuming and data intensive to
construct because of the detail required to examine the specific policies
under consideration. Models may contain dozens of sectors and activities,
many household types, and so on, and can take a year or more to build.
The simple 1-2-3 model of Devarajan and others (2000), while quite rig-
orous, contains only two goods—one tradable and one nontradable—and
does not sufficiently disaggregate other accounts. There are also theoreti-
cal reasons not to use a CGE model. If the policies being examined do not
lead to significant structural changes, or do not have large intersectoral or
macroeconomic consequences, there is no reason to take the trouble.
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RISKS AND ASSUMPTIONS

Concerning the reform process

The reform of marketing boards and other market institutions is intended
to foster rational price signals to which actors can respond and make effi-
cient resource allocation decisions, which, in turn, lead to more rapid
growth and greater welfare. However, many poor farmers are unable to
exploit their agricultural potential because of other binding constraints,
such as poor infrastructure and thin or nonexistent markets. Poorly
implemented reforms can have severe short-term costs. For long-term
gains to be realized, investment in key public goods, including improve-
ments in rural marketing, extension, and infrastructure, are required
(McCulloch, Baulch, and Cherel-Robson 2000).

Akiyama and others (2001) present a list of conditions that must be
met for reforms to have a good chance of succeeding. These are classified
as initial conditions and have to do with the implementing process. These
conditions are familiar and intuitive, including consistent trade and
macropolicies, government commitment, and so on. In addition, there are
a few conditions that are essential to the welfare of the poor: the capacity
of voluntary organizations, such as farmer associations; strengthening
property rights and enforcement; and stakeholder participation in the
reform process, including the private sector, smallholders, government
(implementing agencies and privatized agencies), and donors.

Reforms are sometimes incompletely implemented (Kherallah et al.
2002). The government may be ambivalent about the reforms. More
accurately, the agencies that make and implement policy comprise diverse
and conflicting interests, which leads to inadequate commitment to the
process and an uncertain policy regime. Policies may sometimes be con-
tradictory, such as the reduction of fertilizer subsidies without lifting pro-
ducer price restrictions (Jayarajah and Branson 1995). Moreover, support
from donor agencies may be inconsistent and contradictory, reflecting
similar ambivalence across and within agencies. Because foreign financ-
ing is often required to implement reform programs, some coordination
among donors is required.

Decentralization may complicate the reform process. Without strong
central enforcement or a strong legal framework, the problems of imple-
mentation may be made more complex by the myriad state or local enti-
ties that possess any authority over markets. In Russia, in spite of reforms
at the federal level, the state monopoly has been replaced by the mono-
polistic behavior of local processing entities and the dictates of regional
officials. The regions have established a range of interventions to control
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food trade and prices that are expressly forbidden under WTO rules.
These include price controls, additional standards and certification
requirements, monopoly purchasing, uneven enforcement of customs
regulations, and other direct or indirect nontariff barriers to trade among
regions or with the outside world (Csaki et al. 2002).

The sale of cereals in many regions is controlled by oblast adminis-
trations through “commodity credits.” In the spring, they allocate finan-
cial resources from their local budgets for sowing purposes (in most
cases, providing in-kind inputs through barter deals); at harvest, they
demand debt repayment using cereals and ban free sales outside the
oblast. Regional (and, in fact, federal) food corporations that were set up
as a vehicle for market regulations have, in effect, turned into oblast
administration offices used for the signature of the contracts that create
“hard bargains” for peasants. There are attempts to revive the commod-
ity credit system at the federal level (Csaki et al. 2002).

If governments renege on their commitments or are unable to enforce
reforms, the private sector will not trust the government’s commitment
not to interfere in agricultural markets. Conversely, the government may
not trust the capacity of the private sector to meet market demand for
produce and inputs. Such mistrust and uncertainty have, in the past,
almost always led policy makers toward more controls. Mixed signals in
Zambian fertilizer marketing may have slowed the full participation of
the private sector (Mwanaumo 1999). Similarly, there was an initial surge
in private sector participation in Tanzania, followed by the reemergence
of crop boards as major actors. In theory, these boards are responsible for
regulation, licensing, ensuring competition, and quality control. In prac-
tice, the picture is much less clear. According to a bill passed in 2001, the
coffee board may “perform any commercial activity . . . associated with
the coffee industry” (Cooksey 2003).

Similarly, reforms of cashew marketing and trade in Mozambique
were implemented and then rescinded. A ban on raw cashew exports
enabled a small group of processors to purchase raw cashews at a price
lower than the world price. This was, in effect, a transfer from poor farm
households to the processors. Clear welfare and distributional gains were
expected from the removal of the export ban and the gradual reduction of
export tariffs so that farmers could receive the higher world price for their
outputs. The policy experienced two fatal problems: (1) Processors exerted
significant political influence to slow the reforms; and (2) The short-term
supply response was lower than expected. This was due to a combination
of falling world prices, large fixed costs in cashew production (the need to
replace aging trees), and distrust of government policies. The distrust
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proved correct. As Rodrik and McMillan (2002) put it, liberalization could
have reinvigorated the rural sector by reversing the collapse in cashew tree
planting, but the policy failed to establish a credible commitment to a new
pricing regime that would have made it worthwhile for farmers, entrepre-
neurs, and workers to undertake costly investments.

Reforms may be frustrated by other environmental characteristics,
which are ignored by reforms or not dealt with adequately. These include
transport; credit for trade, investment, and consumption; storage; mar-
ket information; and a functioning legal system that ensures rights and
contracts. In addition are other exogenous factors, such as drought, war,
and so on. In a study of cotton parastatal reforms in Mozambique and
Zambia, Boughton and others (2003) concluded that “a simple policy
choice between liberalization or regulated monopoly is not sufficient for
either cotton sector to achieve [the] desired performance in the absence
of rural input and credit markets.” Getting prices right in the agricultural
and marketing sectors is not enough; removing inappropriate policies
might be necessary but insufficient.

The impact of liberalization differs by region and location. Where
infrastructure is poor, farmers receive a much lower price than the price
farmers receive in more accessible areas. With liberalization, traders and
exporters tend to concentrate their purchases in more accessible areas,
where transport costs are lower. In the least accessible areas, there may be
little or no competition among purchasers. This will be reflected in the
share of the world price accruing to farmers. For example, coffee farmers in
remote areas in Madagascar receive around 40 to 50 percent of the free-on-
board price, while farmers in more accessible areas receive between 60 and
70 percent of this price (Akiyama et al. 2001). Liberalization will also tempt
the marketing board to remain or reinsert itself in marketing activities. Fol-
lowing reforms in Tanzania, cotton farmers in the eastern part of the coun-
try found themselves without buyers, prompting the Cotton Board to
intervene as the buyer of last resort (Baffes 2002). ADMARC in Malawi has
experienced similar problems even as there were calls for its removal from
marketing. Private traders have shown little interest in entering markets in
remote regions of northern Malawi (Sen and Chinkunda 2002).

Groups that are vulnerable—that are likely to lose from reforms—
may have ways to protect themselves against the worst vicissitudes of
market reforms (Akiyama et al. 2003), or they may resist any changes.
Some reforms are relatively painless and easy to conduct, while others are
much more difficult, mainly because of strong vested interests, lobbying,
and pressure groups, as well as political sensitivity. There may be relatively
less opposition to agricultural reforms because farmers, as a group, are
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not well organized and are less well equipped to resist policy changes
compared with state-owned enterprises and other organizations with
strong, vocal trade unions (Murshid n.d.). In Zambia during the mid-
1980s, resistance to reforms spread to urban elites, including government
workers; parastatal managers saw their rents threatened, and bureaucrats
withdrew support from reforms. The reformers did not develop the polit-
ical base necessary for reforms (Hawkins 1991).

Concerning the analysis

One major problem for predictive analysis is the fact that data are not yet
available to determine what has happened. Any empirical work must be
speculative in the sense that it is not based on actual records of events. As
noted by Akiyama and others (2003), common sense, experience, and
economic theory will drive the analysis, rather than direct observation;
the task is to make the analysis as robust as possible.

The use of “comparators,” while intuitive, is insufficient and may be
misleading. The choice of comparison countries is arbitrary, and com-
parisons should stress relevant differences in environment and initial
conditions. Much of what makes countries differ will be invisible to the
observer and can only be elicited with more careful analysis. Univariate
comparisons to similar countries are illustrative, not explanatory. Casual
comparisons cannot tell you how a country should or even could per-
form: some apparently obvious comparator countries are too similar (for
example, Belarus and Ukraine), and some are too different (for example,
Botswana and Zambia) to be of much use.

The analyst may be restricted in the time available for analysis. A
CGE model can take a year to build; multimarket models may take many
months. Simple regressions may take weeks, particularly if the analyst is
working from a raw dataset. While there are no shortcuts to the analysis,
the burden may be relieved by appealing to previous work. An existing
SAM may be used as the basis for multiplier, multimarket, or CGE mod-
eling. Previous poverty profiles or sector work may have calculated elas-
ticities or demand systems. It is a common fault of policy and analysis,
within the World Bank and elsewhere, to overlook both history and ear-
lier research. Not only does the later work fail to benefit from the specific
accumulated knowledge, it also wastes time and resources by dealing with
issues that have already been covered.

Because of its speculative nature, the analysis must rely to a large
degree on assumptions. These assumptions must be stated explicitly and
clearly. If an assumption cannot be tested against the data, it must be jus-
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tified by theory or experience with other situations. For example, say there
are no empirically derived estimates of supply elasticities: The hypothe-
sized impact of a price change must then be derived theoretically. In that
case, however, the outcomes must be tested against equally plausible alter-
natives. What would happen if the assumptions were wrong? What is the
worst-case scenario, and how likely are errors? In the example of Mozam-
bique’s cashew reforms (presented in the section on risks and assumptions
in the reform process), the analysis vastly (and implicitly) overestimated
the supply response to the policy change.

This leads to the issue of the counterfactual, that is, what is most
likely to happen in the absence of reforms. The status quo ante is one
alternative, but it is not the only, and maybe not even the best, one. An
insolvent marketing board will not continue to provide services and mar-
keting for very long. What will happen if the parastatal collapses sud-
denly, without having prepared the legal and institutional framework to
encourage competitive private sector activity?

Finally, the analyst must decide on the level of and criteria for dis-
aggregation in the analysis. Many of the studies cited above show that, in
general, intervention reduces welfare, while reforms improve it, but there
are differences across regions, classes, and other characteristics. Think of
the definitions of stakeholders given above. Does it make sense to con-
sider traders as a group? Clearly, the impact of reforms on importers is
different from that on rural wholesalers, or on women operating market
stalls in small towns. The correct unit of analysis is determined by the
data, or at least by knowledge of the environment. Who are the key stake-
holders, and how do they differ in ways that are analytically important?
Are the major distinctions regional, wealth based, or activity based?

MONITORING AND EVALUATION

Both monitoring and evaluation are important to an understanding of
the impact of reforms on the welfare of the poor. There is a distinction to
be made, as usual, between monitoring the indicators of policy imple-
mentation and evaluating the impact of reforms on welfare. In addition,
there is a distinction between indicators of successful implementation
and indicators of impact on the poor.

Indicators

The analysis must encompass an understanding of initial (prereform)
conditions: What is the nature of the intervention and how will it affect
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the economy and the welfare of households? Analysis of the consequences
of price distortions usually begins with the diagnostic calculation of the
rate of protection in the sector, that is, the difference between the prevail-
ing price and the price that would obtain in the absence of interventions.
These prices are often expressed in terms of the domestic resource cost or
the effective protection coefficients and are usually calculated with respect
to international prices.?! This assumes, of course, that the country is
“small,” that is, that its own production is too small to affect world prices.

Table 4.3 presents some of the indicators that might be examined to
understand the impact of the reforms on sector performance and on wel-
fare. The first set is “outcome” indicators. They are not process indicators
in the sense that they measure the process of implementation. Instead,
they measure the intended results of reforms within sector performance.

TABLE 4.3 Indicators of Impact of Agricultural Market Reforms

Outcome indicators, representing the course of implementation

1. Input market performance a. structure
b. prices
c. availability
d. production
2. Commodity supply a. aggregate
b. specific crops
3. Commodity market performance a. structure
i. number of traders
ii. barriers to entry
iii. integration
b. marketing margins
i. assembly
ii. transport
jii. processing
4. Commodity prices a. farmgate
b. consumer

Impact indicators, representing impact on welfare

5. Employment

6. Income a. total
b. by source
7. Consumption a. total

b. commodity-specific
8. Food security and nutrition

Source: Author.
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The second set is “impact” indicators in that they measure the conse-
quences of reforms on household welfare.

Markets are partly sources of information on demand and supply
mediated through prices. Prices act as signals, to which households and
firms respond; so it is important to monitor changes in price levels. In
addition, price volatility will reduce the willingness of risk-averse small-
holders to make irreversible investments, and this may exclude them from
many of the benefits of the new market environment. This means that it
is important to monitor the variability of prices over time and over space.
The impact of price changes on household welfare can be measured in
terms of employment and incomes or in terms of consumption and food
security. Clearly, the composition of these factors will change in response
to price signals; thus, it is important to look at total income, or total con-
sumption, as well as changes to specific subsectors.

Commodity markets and input markets can be evaluated in terms of
market structure, that is, how many actors are there? What are the barriers
to entry, and for whom? How well does information flow, and do all agents
have equal access to information? Few participants on one side or the other
may permit collusion, that is, monopolistic or monopsonistic behavior.
High marketing margins can reflect high real costs to the intermediary
(because of long distances and poor communications) or excess profits and
the existence of some barriers to competition. How do marketing margins
change following reforms? Are farm households receiving a larger share of
the world price, and how does this ratio vary across regions? A key per-
formance indicator of reforms is “the extent to which it pays farmers a com-
petitive share of the chain’s total value-added” (Boughton et al. 2003).

In efficient markets, prices reflect real fluctuations in supply and
demand, and a price change in one market encourages movements of
goods and services from other markets in response (Shively 1996). Thus,
one measure of market efficiency is the cointegration of prices across mar-
kets. How well does information travel? How quickly do agents respond to
price signals? Are some markets more isolated, and others more well inte-
grated? Continued public intervention may be justified to build roads to
improve communication and the flow of both goods and information.

Some evidence suggests that, when private actors move in, notably in
Asia, marketing margins are lower and price transmission is higher. Dor-
ward and Morrison (2000) found that price transmission was higher
when a marketing board was not in place than when the state maintained
arole in marketing output.

For farm households, the impact depends on the response of the pri-
vate sector and the extent to which the households are hampered by other
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constraints. For consumers, the impact depends on the extent to which they
received subsidies and what happens to prices and supply following
reforms. But PSIA requires more specific examination of the impact of
reforms because outcomes vary across groups. “Farmers” are not a homo-
geneous group, nor, for that matter, are “smallholders.” Many smallholders
are net buyers, so higher prices are detrimental in the short term, unless
marketing margins also come down. The elimination of panterritorial pric-
ing will hurt remote households, at least to the extent that they are con-
nected to markets.??

NOTES

1. Go to www.worldbank.org and select “Topics in Development.” Under “All
Topics: Choose a topic,” select “Poverty and Social Impact Analysis.”

2. For example, the Edict of Diocletian in the year 301 fixed maximum prices
for labor and a long list of commodities (see Garnsey 1998).

3. A notable exception was the former Soviet Union, in which agriculture was
supported through heavy subsidies (Swinnen and Beerlandt 2003). As a con-
sequence, liberalization caused real commodity prices to fall.

4. See Sadoulet and de Janvry (1995) for an excellent exposition of trade restric-
tions in agriculture.

5. See Gutner 1999; see also PovertyNet, at www.worldbank.org/poverty/safety/
inkind/inkind2.htm.

6. See Subbarao and others (1997) for a discussion of food security and safety
net programs.

7. Other distortions, such as trade barriers and overvalued exchange rates, elim-
inated many of the real benefits to producers that might have arisen from
state intervention. Krueger, Schiff, and Valdés (1991) argued that the anti-
agriculture bias during the prereform period was primarily caused by indi-
rect taxation in the form of exchange rate and industrial policies, not
commodity-specific agricultural policies.

8. World Bank Operational Directive OD 8.60 presented the rationale for sectoral
reforms and guided lending operations throughout the 1990s. It was replaced
by Operational Policies/Bank Procedures OP/BP 8.60 on August 9, 2004. For
information, search for “OD 8.60” or “OP 8.60” at www.worldbank.org.

9. The International Monetary Fund finally eliminated its Buffer Stock Financ-
ing Facility in February 2000.

10. There is some evidence of the importance of sequencing in other sectors,
notably public enterprise and utility reforms (see Lampietti 2004).

11. Dembélé and Staatz (1999) noted that absent from the program’s activities
were any steps aimed directly at improving farm-level food production.

12. The table does not include nongovernmental organizations and donor agen-
cies. These are important in that they can exert considerable influence on the
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reform process, but they are arguably not directly affected by the reforms. It
is similarly necessary to obtain at least implicit consent for policy changes
from the myriad agencies, because lack of coordination, whether intentional
or accidental, can easily scuttle the best reforms.

13. Thanks to Dirk Bezemer for sharing this observation.

14. Holding all else constant and under normal assumptions, a price increase for
one good will raise the income of the households that produce it and decrease
the real (consumption-denominated) income of the households that con-
sume it. This will encourage greater production and discourage consump-
tion. There will also be substitution effects on both sides, so that producing
households will shift resources away from other activities, and consuming
households will shift resources toward the consumption of other goods.

15. Estimates of short-term supply price elasticities range from 0.1 to 0.8, and, over
the long term, from 0.1 to 0.5 (Binswanger 1989; Bond 1983; Chhibber 1989).

16. There is an important, although theoretical, caveat to this conclusion.
Lenders respond to signals, such as the amount borrowers commit from their
own resources to a project. Thus, a poor project by a wealthy borrower might
receive more lender support than would a good project by a poor borrower
(see Bardhan, Bowles, and Gintis 1998).

17. This is known as Ricardo’s food bottleneck. It more properly assumes a closed
economy.

18. The United States National Academy of Sciences Bureau of Science and Tech-
nology estimates that 25 percent of cereals are lost or rendered unfit
(BOSTID 1996).

19. See van de Walle (1998) for an excellent explanation of benefit incidence.

20. Minot and Goletti (2000) hold labor demand and wages fixed, arguing that
labor markets are unimportant in Vietnam. This is in stark contrast to the
microsimulation models of Robilliard, Bourguignon, and Robinson (2001),
in which the income effects dominate and are determined primarily through
changes in wages and labor allocation.

21. See Sadoulet and de Janvry (1995) for a good discussion of these issues.

22. It could be argued that panterritorial pricing is necessary to improve the
welfare of remote households; that is, it is a transfer—a means of income
support—to remote households. However, it is easy to show that the income
support might be accomplished more effectively through other means.
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Land Policy Reforms

Klaus Deininger

his chapter is a source on key land policy issues for practitioners and

policy makers. It aims to provide information about the way Poverty
and Social Impact Analysis (PSIA) can be used to explore hypotheses to
address these issues properly. To be effective, PSIAs must explicitly take
into account the needs and priorities of stakeholders in an ongoing pol-
icy dialogue. The chapter therefore identifies the requirements so that
PSIAs can fit into an ongoing policy dialogue or, if there is no such dia-
logue, generate one on a topic of particular land policy relevance. The dis-
cussion of substantive and methodological subjects related to PSIAs is
brief as these are examined in more detail elsewhere (Bourguignon and
Pereira da Silva 2003; Deininger 2003).

The chapter focuses on two key land policy interventions: securing
land tenure and improving access to land. The section on securing land
tenure highlights ways to enhance tenure security and the impact of greater
tenure security on investment, conflicts over land, and land market partic-
ipation. The section on access to land covers the principles that affect the
functioning of land markets and discusses policies to expand land access,
particularly by the poor, by improving the functioning of markets or
through direct transfers.

Klaus Deininger is a lead economist at the Development Research Group. He can be
reached at kdeininger@worldbank.org and at the World Bank, 1818 H Street NW, MSN 3305,
Washington, DC 20433.
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PSIAs depend on quantitative information that is often not available
through standard household surveys. For this reason, the chapter con-
siders practical questions about sampling and questionnaire design so
that household and community surveys can make meaningful and quan-
tifiable contributions to the land policy dialogue.

BACKGROUND

The relevance of land policy

Inappropriate land policies constitute a serious constraint on economic
and social development in a number of respects that are significant to
developing countries. Insecure land tenure, outdated land laws, and slow
or dysfunctional institutions of land administration can restrict private
investment, undermine good governance, and reduce the ability of local
authorities to raise taxes. Highly skewed distributions of landownership
and patterns of land access that discriminate according to gender or eth-
nicity limit the ability of decentralized market mechanisms to put land to
its best uses; shrink economic opportunities among disadvantaged groups,
including the ability to use land as collateral; and foment social conflict and
violence.

While the importance of land tenure and access to land for agricultural
production and for shelter and housing has long been clear, recent research
surpasses this recognition by emphasizing the significance of secure prop-
erty rights over land as a precondition for sustainable pro-poor economic
growth. This perspective is based on several considerations.

Investment climate

Nontransparent, corrupt, or inefficient systems of land administration
and allocation add substantial costs to the efforts of small entrepreneurs
to transform good ideas into viable enterprises. Indeed, in investment cli-
mate surveys conducted by the World Bank, poor access to land was iden-
tified as the main obstacle to business by 25 percent of enterprises in Kenya
as well as Tanzania, 35 percent in Bangladesh, and 57 percent in Ethiopia.

Credit market access. Well-functioning land institutions and markets
and the opportunities they create to use easily transferable land titles as
collateral can help reduce the cost of acquiring credit, thus contributing
to the development of enterprises and financial systems.

Local government revenues. Greater demand for land, together with
public investment in roads and other infrastructure, tends to boost land
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values. In many cases, inadequate mechanisms for taxing land mean that
the opportunity for local governments and local residents to benefit from
such increases in value is constrained. Instead, the gains fuel speculation
or end up as bribes.

Accountability and transparency. In most developing countries, more
than half the wealth of households is in land and real estate. If the system
to administer such a significant portion of national wealth is perceived to
be corrupt, inefficient, and untrustworthy, it is difficult to maintain con-
fidence in the rule of law and in the competence of the state.

Social peace. The importance of land for economic growth does not
reduce its relevance for poverty reduction. Even access to small plots of
land can improve household welfare and act as a safety net. In situations
where land has been expropriated during a colonial past, land reforms are
generally economically and socially desirable.

Longitudinal analysis of standard indicators of human development
in countries exhibiting similar conditions, but showing stark differences in
land institutions, illustrate the social and economic costs of inappropriate
land institutions. Comparing Colombia and Costa Rica with El Salvador
and Guatemala provides an example. Although these countries share a
common colonial history, language, religion, climate, topography, factor
endowment, and technology, they reacted in very different ways to the cof-
fee boom of the nineteenth century.

In El Salvador and Guatemala, large landowners depended on a repres-
sive labor regime to remain economically viable, and the boom led to land
expropriation and the massive concentration of land in the possession of a
few, to the detriment especially of indigenous communities. Landlords held
a monopsony on power in the labor market, which allowed them to pay
their workers the bare subsistence minimum, thereby eliminating any
incentives for human capital accumulation.

By contrast, in Colombia and Costa Rica, which are characterized by
small landholdings, elites depended on trade rather than the revenue
from large agricultural plantations, and the coffee boom led to the emer-
gence of a smallholder coffee economy. As a consequence of these distinct
reactions to the boom, literacy rates, as well as other indicators of socio-
economic development, have differed sharply between the two sets of
countries since the late nineteenth century (Table 5.1). Perhaps most
revealing, the establishment of democracy occurred about 40 years later
in the two countries where large landlords exercised such dominance.

To complement this evidence with a cross-country perspective, Fig-
ure 5.1 illustrates the impact of unequal landownership distribution in the
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TABLE 5.1 The Impact of Landownership Distribution in Four Latin American Countries

Indicators

Colombia Costa Rica Guatemala El Salvador

Structural characteristics

Land privatization 1870-80 1820-40 1870s 1870s
Coffee farms smaller than 10 hectares (%) 61.0 422 13.1 135
Coffee farms larger than 50 hectares (%) 14.0 375 795 57.1
Coffee in exports (%)

1900 49 76 56 83
1929 55 58 77 93

Social and economic development
GDP per capita (PPP US$, 1995) 6,130 5,850 3,340 2,610
Adult literacy (%)

1900 34 36 12 26
1910 40 50 13 26
1930 52 67 18 27
1980 85 91 54 64
Human Development Index (rank) 51 33 17 112
Democracy since 1958 1948 1996 1992

Source: Nugent and Robinson 2002.
Note: GDP = gross domestic product; PPP = purchasing power parity.

1960s on economic growth during the subsequent four decades in a large
number of developing countries. Countries characterized by more unequal
initial land distribution tended to show lower rates of economic growth.

It appears that the unequal access to economic and social opportu-
nities that underlies this unequal asset distribution is inimical to sustain-
able long-term development. Although the data do not contain sufficient
structure to allow inferences on the channels through which such an
impact would come about, they suggest that, in the process of economic
development, policies to improve access to assets and overcome structural
inequalities may play an important role.! In fact, this is consistent with
the revival of interest in land by developing country governments, as well
as bilateral and multilateral organizations, after the issue had virtually
disappeared from the development agenda in the 1970s.

Applying PSIAs to land policy issues

Major areas of land reform that should be considered and evaluated
through PSIAs include improving the security of land tenure and facili-
tating broadbased access to land. Regarding improved security of tenure,
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Initial Land Distribution and Economic Growth, Selected Countries
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key issues focus on measures to establish legal foundations that are less
ambiguous and reduce conflicts over land, the introduction of efficient
land registration procedures, and the creation of effective institutions
that allow registration of land, as well as the transfer of land across users
at low cost. Regarding access to land, ways to enhance the functioning of
land rental and sales markets, as well as direct interventions to render land
use more productive, such as reforms involving land redistribution, may
also be examined.

Because of differences in the historic development and current pat-
terns of land use and landownership among countries, the nature of land
rights and the related institutions tends to vary significantly across coun-
tries and even across regions within individual countries. This suggests that
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land policy reform and the related institutional reform should entail
actions that are based on a careful analysis of local conditions rather than
an attempt to realize abstract principles. These actions should be sequenced
to address objective needs, as well as concerns about political acceptability,
and they should be supplied with sufficient financial support for the estab-
lishment of the required infrastructure. These steps increase the duration
and complexity of the course of reform and, because land is often an
important issue for vested interests, generally makes land policy reform
politically controversial.

PSIAs can assist in linking the general justification for land policy
reform and the specific interventions that would be required to bring about
changes on the issues. The availability of a method to assess the effects of
policy reform based on a review of experiences with specific measures and
demonstrated impacts in other countries makes it easier to take advan-
tage of windows of political opportunity even if the policy must then be
adjusted along the way. To achieve this outcome, the PSIA methodology
will have to be rigorous, however, and it will have to be implemented in a
transparent manner so that the results can be communicated and debated
widely among all stakeholders. This approach will allow the PSIA to
become a practical tool to guide policy makers during the design, imple-
mentation, and evaluation of land policy interventions.

The great deal of time often required before land policy interventions
show their effectiveness means that, in some situations, a PSIA may already
be useful at early stages of the policy dialogue. Thus, before the implemen-
tation of a policy, a thorough analysis can highlight the existing demand
among target groups for specific measures, the feasible policy alternatives,
the implications in terms of cost recovery and institutional design, the ben-
efits that may be expected, and the way these benefits might be distributed
among the population.

This can contribute to the generation of a consensus on the best path
forward. Examples from Zambia (Jorgensen and Loudjeva 2004) and else-
where demonstrate the possibility for employing PSIAs to evaluate the
position of various stakeholders toward reform options, identify policy
interventions for the benefit of the poor, determine the most appropriate
sequence of initiatives, and reduce the potential for capture of the benefits
by elites during full policy rollout.

In ongoing interventions, a PSIA evaluation conducted in a participa-
tory manner can be used to assess the effect of pilot policy applications,
make the case for the expansion of a particular model, fine-tune sequenc-
ing, make adjustments in implementation, improve the institutional design
based on the innovations developed by beneficiaries, learn from differences
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in performance across regions or other units of analysis to establish bench-
marks for performance, and identify winners and losers to determine fresh
options for dialogue and application.

After a policy reform has been fully implemented, it will be possible to
draw out broader lessons through, for example, assessments of the extent
to which the expected impacts on the poor have materialized, as well as
scrupulous quantitative evaluations of costs and benefits. These lessons
then can be incorporated into the design of interventions in other settings
or regular government programs, for example, to ensure the permanence
of the land titles that have been assigned during a systematic program of
land distribution.

LAND TENURE SECURITY

The importance of the security of land tenure is widely recognized. The
public provision of a framework that allows households or individuals to
obtain and possess secure rights to the land they use or occupy has obvious
benefits. These benefits include enhanced investment incentives, reduced
potential for conflict, the use of land as collateral, and improved equity
through increased bargaining power among social groups that have been
traditionally marginalized. The establishment of such a framework requires
legal recognition of land tenure rights; the social legitimacy of those rights;
land institutions that are accessible, efficient, and responsive to clients; and
incentives and structures to manage conflicts over land.

Principles

Land rights are complex multidimensional constructs that determine how
the benefits of land use are distributed among various claimants. Access to
and ownership of land historically have been marks of both economic and
social status in communities. Indeed, discriminatory land policies have
been a crucial element in attempts by colonists and others to impose their
economic will and exclude parts of a country’s population from economic
opportunities. Countries such as Brazil, Guatemala, the Philippines, South
Africa, and Zimbabwe have been saddled with inequitable landownership
regimes. Another consequence has been the monopoly of the power of
the bureaucracy over land rights in a much larger number of countries,
where legal procedures are not transparent and there is little local
accountability.

In addition to the economic dimensions, land access often performs
an essential role as a social safety net. In this case, access to land is fre-
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quently mediated through such social structures as tribes or clans, and the
ability to access land forms an important part of the social and cultural
identity of community members, making land much more than merely a
commodity.

The control over land rights often resides with the community or
with individual household members rather than with the household. The
way in which this control over land (and other assets) is regulated within
the household or the extended family affects the bargaining power and
long-term security of other household or family members and, thus, their
ability to manage and use resources. Numerous studies show that, within
the household and the family, greater bargaining power among women
normally translates into higher spending on nutrition, education, and
children’s welfare. Additionally, women who know they will be allowed to
inherit ownership rights over the land belonging to the household upon
the death of a husband are more likely to engage in independent eco-
nomic activity and, thus, to support their families as equal partners. This
is particularly relevant in Africa, where customary institutions act as bar-
riers to the independent control over land by women despite the rampant
spread of HIV/AIDS, which has decimated adult family members and led
to a rise in the frequency of inheritance cases.

Land rights that provide tenure security for a period of time suffi-
ciently long that landowners can reap benefits from their rights represent
an important incentive for households to invest in the productive capac-
ity of their land. Studies show that a shift from insecure to more secure
forms of tenure can raise returns on land investments by more than
50 percent and boost land values by between 30 and 80 percent. Secure
tenure, including the knowledge that tenants will not be able to claim the
land, is required so that owners can temporarily or permanently transfer
their land to outsiders who may be able to make better use of it and sub-
sequently pursue activities, such as migration or local self-employment,
that offer greater immediate economic benefits. In fact, sufficiently high
levels of tenure security are required even for transfers (at no cost) to rel-
atives or friends.

Because it is immovable and nearly indestructible over the short term,
land represents an ideal type of collateral. The ability to draw on a formal
registry to verify landownership can dramatically reduce the cost of pro-
viding credit relative to, say, microlending schemes, which rely on social
pressure or other more costly sorts of collateral to ensure repayment. If
there is a latent demand for credit-financed investment, the availability of
formal land title can improve the operation of financial markets and
enhance the access of producers to credit. At the same time, although eco-
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nomic development is generally associated with a decline in the impor-
tance of land as an input into (agricultural) production, the importance
of land as collateral for financial markets tends to rise with economic
development. In advanced economies such as the United States, more than
two thirds of small business loans are secured against land (Ibbotson,
Siegel, and Love 1985). The ease with which the ownership of land can be
verified and the reasonableness of the cost at which it can be transferred
can have a major impact on the price of credit and, thus, the business envi-
ronment for small and medium enterprises even in relatively advanced
economies.

Public guarantees for property rights and land titles to ensure the
security of tenure are justified because the public sector alone can read-
ily and willingly bear the high fixed cost of the infrastructure needed to
establish and enforce property rights. In this case, the abstract concepts
of, for example, private ownership or full marketability are less important
than the issue of whether, in a specific context, the rights provided to
households offer an adequate level of tenure security at a realistic cost.
This implies that the most appropriate land tenure system is likely to vary
with time and location, that is, no single approach will always be relevant
irrespective of specific needs and conditions.

In developing countries, the rapid growth of populations and the
nonagricultural demand for land increase the potential for conflicts over
land, which are unproductive and risk favoring inequitable solutions.
The existence of sound, well-recognized arrangements for dealing with
such conflicts quickly and decisively offer several advantages. First,
conflict—and the prospect of losing land through the arbitrary pathways
conflict implies—undermines the guarantees that encourage investment
by users and outsiders in land, particularly the most productive tracts,
thus depriving the economy of part of its resources for growth. Second,
if people cannot trust the state to enforce their property rights or resolve
conflicts over land, they will take measures to do so themselves, often in
ways that are inefficient, drawing resources from more productive activ-
ities (for example, building walls and fences instead of planting peren-
nials and establishing irrigation), and perpetuating the vicious circle of
violence. Third, conflict tends to favor the powerful and wealthy, who
normally have better access to the information and resources needed to
sustain and resolve conflict. Finally, given that conflicts over access to
land are frequently linked closely to issues of race, ethnicity, gender, or
class, they can easily escalate into larger clashes (Colombia, Cote d’Ivoire,
and Zimbabwe, for example), with damaging and far-reaching social and
economic consequences.
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Specific interventions

Interventions that can improve tenure security clearly provide significant
and tangible benefits. However, the context-specific nature of land rights
implies that merely transferring approaches among countries, especially if
there are vast differences in culture or economic development, rarely will
be appropriate. Indeed, unless they are adapted to local realities, interven-
tions designed to enhance tenure security may well prove costly, bypass
the poor, or, by countering local customs that work reasonably well, even
increase insecurity.

A PSIA can draw attention to methods for establishing a proper legal
framework in a specific situation, suggest ways that land administration
institutions might implement needed measures in an efficient manner,
and highlight mechanisms to resolve conflicts quickly and cost effectively.
A PSIA demonstrates the potential or actual costs and benefits of these
initiatives, making an important contribution to the policy dialogue.

Legal interventions to improve land tenure security

For guaranteeing property rights, several options are available that are
easy to apply and enforce, facilitate the transfer of ownership, and offer a
sufficient time horizon to represent an investment incentive. It is critical,
however, that legal provisions be consistent with one another, be un-
ambiguous, supply a menu of possible approaches depending on cir-
cumstances, and define the procedures for the transitions between
different arrangements (for example, between customary rights and pri-
vate property rights). In all parts of the world, ambiguous land legislation
is a major source of conflict and inequality. The fact that individuals with
sufficient means to hire lawyers may win, perhaps merely to settle per-
sonal vendettas, undermines the security of property rights and private
investments. Although households and entrepreneurs are normally will-
ing to spend scarce resources to fend off unjustified property claims,
doing so is often socially wasteful, eats up capital, and detracts from more
productive pursuits.

In many developing countries, the reach of the state is limited, and
the allocation of land is governed by traditional institutions. This can
result in gaps between formal and informal land systems. In such situa-
tions, the poor are often restricted to the informal system and deprived
of the ability to use their assets as capital (de Soto 2000). For example, in
Africa, titles to only 2 to 10 percent of the total land area are recognized
formally, and the majority of urban and peri-urban settlements are in the
informal system (Osterberg 2002).
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This should not be interpreted as an indication that there is no
demand for more secure tenure. Nonetheless, it does demonstrate that, in
some places, responding to the need for more secure tenure rapidly and at
low cost may require a flexible approach consisting of several alternatives.
Some of these alternatives may not involve full title, but rather offer the
advantage of being easily and quickly implemented and expanded later to
more formal systems. The challenge then would be to combine legal recog-
nition with social legitimacy following, for instance, awareness campaigns
and legal aid initiatives.

Regarding customary systems, the legal recognition of existing rights
and institutions may be more effective as a first step rather than attempt-
ing to establish formal structures. Based on eligibility according to com-
munity membership and the creation or codification of internal rules and
mechanisms for conflict resolution, the legal recognition of customary
systems can significantly enhance the rights of the occupants of the land.
The demarcation of community lands can remove threats of encroach-
ment by outsiders. In this way, although private ownership rights might
not be recognized, lease terms can be extended and leases can be inher-
ited. The admission of oral evidence in customary proceedings can help
open these processes to the participation of illiterate people and allow
access to vacant land by outsiders (as in Mozambique). Recordkeeping on
public customary transactions, even if they are informal, can remove a
major source of uncertainty over contract terms later. Conflicts often
erupt in connection with land transfers, particularly to outsiders. Where
such transfers occur and are accepted, the terms of the transfers can be
written down to avoid the ambiguity that may subsequently lead to con-
flicts over land (Lavigne Delville et al. 2002).

In many developing countries, a surprisingly large amount of good
land remains the property of the state, which generally does not ade-
quately exploit the land for productive purposes. Occupants of this land
sometimes have undertaken efforts to increase the security of their tenure,
in some cases through significant investments, but frequently remain vul-
nerable to the threat of eviction. Because of their limited rights, they may
not be able to make full use of the land.

Giving these people the means to regulate their possession of parcels
of land sufficient to support their families, but not large enough to
encourage widespread corruption, can have substantial advantages. It can
increase the welfare of these households and allow them to obtain serv-
ices or undertake other investments. The importance of this principle,
which rests on the assumption that land must be improved, is illustrated
by the fact that most of the colonization of the western part of the United
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States occurred in this fashion. Interventions to enhance tenure security
are appropriate where informality or extralegality is substantial, such as
in peri-urban areas of Asia and Africa where 40 percent or more of the
population live under precarious informal arrangements.

Political and legal considerations may preclude the award of full pri-
vate property rights. Nonetheless, bona fide long-term peaceful occupa-
tion of the land might be recognized, and the occupants might be assigned
transferable, long-term leases, with provisions for automatic renewal, that
would permit the realization of most, if not all, the benefits of ownership
(Baker 2001). However, the privatization of ownership may be required if
state institutions at the central or the local level cannot credibly commit
to honoring lease contracts or are unwilling to enforce them.?

Traditional tenure regimes often fail to recognize women’s rights. Spe-
cific attention to these rights can be paid in at least two ways. One low-cost
approach that can greatly enhance the welfare of women is the provision of
a secure legal basis for the joint ownership of land by spouses or, at least,
the prevention of the disposition of a household’s land assets by husbands
without the consent of their wives. The second approach would involve the
establishment of legal instruments so that women can maintain their rights
to land upon the death of their spouses. Because many of the values repre-
sented by the traditional rules governing land use and land allocation are
deeply engrained in society, the equality of women’s rights to land cannot
easily be legislated by the state or imposed by the stroke of a government
official’s pen. Instead, awareness must be raised and assistance should be
supplied where needed until a legal space can be created for the equality of
rights by, for example, constitutional recognition.

Enhancing the efficiency of land administration

Inefficiencies in the public institutions that administer land and are
responsible for the demarcation of boundaries, land registration, record-
keeping, the adjudication of rights, conflict management, and dispute
resolution can forestall the realization of many of the benefits of secure
land tenure. In most developing countries, the institutions responsible for
administering rights to land are poorly coordinated and often have a rep-
utation for being overstaffed, ineffective, and rife with corruption. If these
institutions are not functioning properly, the related transaction costs will
increase, and the poor will be excluded from the services they offer.
Overlapping or ill-defined institutional responsibilities; infighting
among institutions; and the potential for arbitrary behavior, which arises
if there are no clear boundaries in the role of bureaucracies, undermine
confidence in the institutional framework and the value and authority
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of titles and other certificates of ownership. Thus, in many countries,
governments expropriate land without adequate compensation; govern-
ment institutions establish incompatible claims or enforce contradictory
regulations over the same pieces of land; and, because of unclear respon-
sibilities, conflicts over land linger and litigious people search for insti-
tutions likely to be favorable to their cause or pursue several claims in
parallel.

In such situations, institutional reform, including better coordina-
tion within the government and with the private sector, is required before
institutions can effectively deliver property rights. Circumscribing the
state’s ability to intervene haphazardly and clarifying the responsibility of
the various institutions are critical. The efficiency of land administration
institutions can be significantly improved by drawing on the private sec-
tor, for example, in surveying.

Reducing conflict and the potential for conflict

A surprising number of conflicts over land involve members of single
households. Disputes related to inheritance or the disposition of family
land inundate land courts, which typically lack the resources, enforcement
capacity, or consistent law with which to settle them. Moreover, land dis-
putes often constitute a majority share of the civil caseload of an already
overloaded judiciary. Consequently, judicial systems may achieve more by
putting their weight behind mediation among the parties in disputes and
encouraging negotiation based on compromise, mutual interest, and for-
mal recognition of the results.

To deal with conflicts appropriately no matter the forum, three ele-
ments appear to be crucial: (1) the development of an incentive structure
that rewards the settlement of conflicts and requires informal resolution
as a first step; (2) the ability to confer legal validity on agreements reached
as aresult of these informal settlements; and (3) a system of conflict mon-
itoring and information distribution to establish norms of acceptable
behavior to assist individuals in resolving conflicts on their own.

Because land has been an important element in these conflicts, atten-
tion to land issues is critical in any postconflict reconciliation. Thus, atten-
tion must be paid to those whose control over land has been compromised
by a conflict, particularly orphans, widows, and women who head house-
holds. In the context of the resolution of far-reaching strife over land, it
may be necessary to address needs created by breakdowns in traditional
social structures and the associated systems of informal secondary land
and resource rights; the needs of refugees and other people who have been
driven from their homes and whose documents have been destroyed or
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lost; the livelihood needs of demobilized soldiers; and the needs caused by
ongoing military operations or the presence of landmines.

Impacts of improved land tenure security

The economic and social advantages of improving the security of land
tenure, making institutions more accessible, and reducing the incidence
and impact of conflict have been demonstrated in numerous studies.

An early-1980s project in Thailand awarded land titles in areas where
there was significant demand for credit that could only be satisfied through
informal channels. The project helped increase land values, investment,
and access to credit (Feder, Tongroj, and Tejaswi 1986). A large number
of subsequent studies indicated that greater security in land tenure can
double investment and boost land values by between 30 and 80 percent
(Feder 2002).

The literature since the 1980s illustrates that availability of full title
is not always necessary to raise tenure security. For example, in Ethiopia,
it was the perception of more secure tenure, rather than formal titles, that
was associated with productivity-enhancing investments (in terraces)
(Deininger et al. 2003b). These and other cases demonstrate that such
investments translate into higher levels of productivity and that households
are willing to expend their own resources to improve tenure security, as was
the case in Zambia (Deininger and Olinto 2000). This does not imply, how-
ever, that titles are irrelevant. In Nicaragua, for example, in an environment
characterized by substantial tenure insecurity and pervasive conflict over
land, the availability of registered land titles significantly augmented the
propensity of households to undertake productivity-enhancing invest-
ments, and land values rose (Deininger and Chamorro 2004).

There is growing evidence in the literature that the control of greater
shares of household assets, including land, acquired by women upon mar-
riage influences household consumption patterns, especially in terms of
food, education, and other welfare expenditures on children (Doss 1996;
Fafchamps and Quisumbing 2002; Haddad 1997; Leroy de la Briere 1996).
In Honduras and Nicaragua, the amount of land women own has a signif-
icant and positive impact on food expenditure, as well as on children’s edu-
cational attainment (Katz and Chamorro 2002). The specific measures to
give women greater tenure security are often quite simple technically, for
example, as in Vietnam (World Bank 2004). They may rely more on effec-
tive awareness and capacity building.

The availability of a formal title registry to verify landownership may
greatly reduce the cost of providing credit. Likewise, formal land titles
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that are transferable at low cost can improve the access of producers to
credit (Brits, Grant, and Burns 2002; Feder 1988). However, because the
impact is likely to be differentiated by land size, distributional aspects, as
emphasized in a PSIA, need to be taken into account (Carter and Olinto
2003). The effect of more efficient means of transferring land titles on the
ability to access institutional credit in urban and peri-urban areas has
been impressively demonstrated in transition countries. In the Kyrgyz
Republic, for example, mortgage lending, which is confined to urban
areas, has caught on quickly since the implementation of land titling in
2001. Although the latter initiative is still ongoing, land-backed mort-
gages already account for US$4 million, or 3 percent of gross domestic
product (Cook 2004).

One factor that was overlooked in earlier literature on land issues is
the contribution of even moderate improvements in land rights. The
computerization of 20 million land records in Karnataka, India, nar-
rowed the scope for petty corruption and also raised the confidence rural
dwellers felt in the government, although the records do not represent
unambiguous legal certification and do not include precise boundary
information (Bhatnagar and Chawla 2004). The modest fees charged for
the delivery of certified copies of records allow the government to make
a net profit through the computerized system. The privately run com-
puter site used for the retrieval of the land records also acts as a center for
a host of other services in rural areas. That such services to secure tenure
and facilitate land transactions can be remunerative is illustrated as well
in El Salvador, where the land register generates significant revenue.

Adequate tenure security reduces the need of a household to estab-
lish its land rights and fend off claimants. In Peru, the enhanced security
of informal land rights increased participation in the formal labor mar-
ket by up to 50 percent and contributed to a sharp drop in household
enterprises. This increased participation was due to the fact that house-
hold members were no longer obliged to stay home as a precaution against
squatters (Field 2002). Evidence on Uganda shows that conflicts over land
often impose high costs in terms of foregone productivity among land
users and that, similar to other African countries, legal and institutional
innovations to reduce the potential for new conflicts and make it easier
to resolve existing ones can have a large payoft, especially among women
and widows, who are more likely to be affected (Berry 1997; Deininger
and Castagnini 2004).

In Mexico, the creation of an accessible nationwide network of 42 spe-
cial agrarian courts to deal with land conflicts, along with strong emphasis
on formal and informal mechanisms to foster peaceful conflict resolution,
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has reduced the enormous number of conflicts and the danger that these
conflicts would cause more widespread social and political unrest among
communities. The court system accepts only cases in which prior, non-
judicial attempts to reach a settlement have failed. As part of the far-
reaching legal changes, the government has launched an intensive program
to provide legal assistance and make people aware of their rights. Despite
the reduction in the number of cases, the judiciary has spent more than
four years dealing with the accumulated backlog (Zepeda 2000). Nonethe-
less, the ability to limit the scope of arbitrary interference by village officials
reportedly has been a key benefit of the improvements in land registration
and in addressing conflicts over land (World Bank 2002).

In Mozambique, the government could quickly achieve the resettle-
ment of about 5 million people following the peace agreement in that
country because, instead of drawing up elaborate national plans, it relied
on local institutional mechanisms to resolve related land conflicts as they
emerged. Once the resettlements had been completed, the right to occu-
pancy on the land by rural families, as well as the strong role for local
institutions, was enshrined in a new land law, which was the subject of
extensive public debate involving approximately 200 nongovernmental
organizations and 50,000 individuals (Negrao 2002). Local people and
outsiders recognize that the new law has contributed greatly to social and
economic stability (Tanner 2002). Similarly, in Ethiopia, the ability to
redistribute land quickly has played an important role in the rapid re-
integration of demobilized soldiers into the economy (Ayalew, Dercon,
and Krishnan 2000). The reliance on land rights granted through occupa-
tion and rapid resettlement was critical in Cambodia, where announce-
ments calling on land users to register claims resulted in the lodging of
nearly 6 million initial claims. Observers repeatedly identified the ability
to deal quickly with these claims as an important element in the postwar
reconstruction (Zimmermann 2002).

LAND REFORM, ACCESS TO LAND, AND LAND USE

Although it can contribute to the more efficient operation of markets for
renting or leasing land, improving land tenure security works primarily
to the advantage of those who already have access to land. Thus, it pro-
vides only limited benefits if the initial distribution of land is highly
inequitable. If the current patterns of landownership and land use have
not emerged voluntarily, but are the result of intervention by powerful
landlords or the state, mechanisms for restitution and compensation
should be debated. Greater emphasis should be placed on mechanisms to
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transfer land in ways that help the poor and favor more appropriate and
productive land uses.

Few topics have generated more passionate discussion than the
issue of land markets. Land rental and sales markets are examined sep-
arately below; the focus then shifts to land distribution reform and land
use regulation.

LAND RENTAL MARKETS

There is clear evidence in the literature that owner-operated family farms
are more productive than farms operated by wage labor. For this reason,
although the desire to obtain incomes comparable to the average incomes
in the nonagricultural sector may push farmers to expand their farms dur-
ing periods of economic growth, thus increasing average farm size, there
may be less of a conflict between the objective of equity and the goal of
efficient land use than is commonly thought. The example of China, where
the average household has a per capita endowment of less than one-tenth
or one-fifteenth of a hectare distributed over seven or eight plots, demon-
strates that small farmers can achieve high levels of productivity and that
broadbased access to land can act as a social safety net, but also drive
growth in the nonfarm economy. The superior performance of individual
owners relative to collective ownership, irrespective of the public goods
that may be provided through the latter, is confirmed by the case of agri-
cultural collectives throughout Eastern Europe before the 1990s.

If owners are old, ill, or nonfarming heirs; lack cash themselves; or
wish to take advantage of opportunities in nonagricultural markets or
temporarily migrate to cities or foreign countries, land rental offers con-
siderable opportunities to transfer land to more productive users, while
continuing to profit from land assets. Because the transaction costs are
low, it is fairly easy to adjust the land area under cultivation in light of
unexpected natural or market events without renouncing ownership and
the advantages associated with it.

Rental markets require only modest initial capital outlays by the
renters, especially if rents are paid after harvest (sharecropping, for exam-
ple) or on a seasonal basis. Contractual arrangements can be flexible and
made to suit the need that poor producers may have to use their limited
working capital for production. This tends to increase the possibilities
open to landless or land-poor farmers, allowing them to gain access to
land, accumulate experience, and perhaps begin the transition toward
landownership. Even in areas in which it was once outlawed, land rental
can evolve rapidly if there is sufficient tenure security, the opportunities
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exist, it is more effective than government programs in increasing land
productivity and targeting the poor, and it can contribute to the evolu-
tion of nonfarm labor markets.

Rental provides large productivity benefits, but the associated equity
benefits are normally more restrained than those obtained through land-
ownership. Indeed, policy makers have been concerned that rental may
lead landlords to exploit tenants who have few other alternatives, per-
mitting the tenants only the minimum incomes required for survival.
Such behavior is well documented, although reductions in farm sizes
through inheritance and government intervention, as well as economic
growth and the expansion of nonagricultural employment, suggest that
the number of settings in which a monopolistic landlord can drive down
the welfare of tenants to the absolute minimum may be decreasing. More-
over, to prevent exploitation, governments in many countries impose
limits on the amount of rent that can be charged by landlords or are pro-
tecting tenants from eviction and strengthening their tenure rights.

Three considerations are relevant in this regard. First, implementing
restrictions on the behavior of abusive landlords is not easy. Limits on
rents, for example, only work if they are accompanied by additional pro-
tections for current tenants. Otherwise, rent ceilings are likely to prompt
landlords to evict the poor tenants whose lot the ceilings are meant to
improve. This was the case in Latin America and India following the pas-
sage of new tenancy laws.? It has been shown that, possibly by increasing
the bargaining power of potential tenants, such laws have a positive
impact on equity (Besley and Burgess 2000). In cases where these laws
have been implemented effectively, they have also helped raise produc-
tivity with respect to the prereform situation (Banerjee, Gertler, and
Ghatak 2002). However, there is little evidence of the costs of implemen-
tation, and it would be useful to possess pertinent economic evaluations
and a comparison of the benefits of this land reform over the short and
longer term relative to the corresponding benefits of other interventions.

Second, even if such laws have a positive impact in the short term, this
impact may be largely confined to tenants who were renting when the laws
went into effect. The positive initial impact may eventually be outweighed
by a negative reaction in land market activity and investment as the rent
ceilings and other restrictions begin to cut into the rental and investment
incentives for landlords. Consequently, landlords may seek other uses for
their land and no longer rent land to the landless and the extremely poor
for farming and housing.* Policies to increase the bargaining power of
potential tenants, for example, by expanding the range of livelihoods avail-
able to them through the provision of improved access to nonagricultural
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labor markets, may be more sustainable and beneficial in the long term.
Additional research should be conducted on this issue through PSIAs.

Third, the productivity and equity impact of land rental will depend
on the number of transactions. If land tenure rights are not secure or if
households have little information about land rental prices and contractual
alternatives, the transaction costs to enter into rental contracts will increase,
reducing the number of efficiency-enhancing transfers. Governments can
respond by improving tenure security to encourage a more open and com-
petitive rental market; educating households about types of rental contracts
and the obligations they involve; reducing the cost of establishing rental
contracts through, for example, standardized contracts; and making infor-
mation on rental prices more widely available to potential tenants.

For example, producers who rent land for only one year will not be
able to make any significant investments or changes in land use. Thus,
because most rental contracts in developing countries are limited term
contracts (that is, annual), the opportunity is minimal for using land
rentals as an effective tool for generational and structural change in rural
areas. The promotion of long-term rentals can therefore be an important
avenue for change.

Land sales markets

Because of its special characteristics, land tends to increase in value beyond
the value of the profits gained by using it productively. For example, land
values might rise because of an expansion in demand because of growing
population density; the addition of public infrastructure, including trans-
portation infrastructure; and the emergence of new uses besides agricul-
ture. Furthermore, land tends to store its value despite recurring episodes
of inflation and other economic and market phenomena. Thus, land sales
transactions may be easily driven by speculation rather than a straight-
forward desire to tap into a profit stream derived from current produc-
tive uses.

To ensure survival, poor households that experience illness or disease,
accidents, or bad harvests may be forced to sell their land at prices below
fair market value. During widespread local calamities, substantial supply
and low demand can lead to sharp swings in land prices. In these two
cases, unscrupulous moneylenders and land speculators are provided
with the possibility to amass vast amounts of land they do not plan to use
productively.

The existence of these factors means that the prospects for produc-
tivity enhancements are of a different nature in land sales and land rentals.
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The potential for redistribution for the benefit of the poor and landless is
affected in the case of land sales not only because the poor are less likely to
obtain financing for mortgages, as opposed to rental payments, but also
because the sales market includes demand exerted by those who wish to
employ the land for nonagricultural purposes. Additionally, sales are more
readily affected than rentals by imperfections in other markets.

Regulation may undermine the potential positive impact of land
sales markets because, even if they are justified on conceptual grounds,
restrictions add to the transaction costs associated with land sales. These
restrictions are significant in most developing economies because of lim-
its on private sector participation, lack of capacity, and excessive imple-
mentation costs. The extra transaction costs may drive transfers of land
away from the formal market system.

Most restrictions on land sales tend to undercut tenure security and
investment incentives, and they increase the scope for arbitrary action by
bureaucrats. The rationale for these measures has to be weighed carefully,
taking into account not only the conceptual justifications but also the
ability of enforcement and the costs of compliance.

Local communities, which are often more aware of the associated costs
and benefits, sometimes impose their own restrictions on land transfers and
land market sales that are otherwise in compliance with the law. This prac-
tice is similar to that of condominium associations with regulations that
are binding only on their members. The restrictions may be customary and
usually represent a means to preserve community identity and prevent
landlessness among community members. In such communities, there may
be little potential for efficiency-enhancing (as compared with speculative)
land transactions. If the benefits of efficiency-enhancing transactions
become more apparent and the costs go down, the community restrictions
may be eliminated anyway without the need for outside intervention.

Whether or not land sales to foreigners should be allowed is a hotly
debated issue in many locations. Doing so offers a number of advantages,
including better access to capital through foreign direct investment and
the technology that normally comes with it. However, if landownership by
foreigners is politically contentious, there are many methods, especially
long-term leases, that tend to work as well and, if handled appropriately,
do not pose an obstacle to investment.

Redistributive land reform

Measures that do not rely on land sales markets probably will be needed
to open access to land and bring about land redistribution for the bene-
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fit of the poor. This is particularly true in situations in which inequities
in the distribution of landownership and in productive opportunities
translate into inefficiencies in the use of vast tracts of land in poor rural
areas. Government interventions to prevent undesirable outcomes could,
in principle, lead to efficiency and equity gains.

Policy makers have sometimes tried to impose ceilings on the amount
of land that can be owned to force the breakup of large farms. If they could
be enforced, such ceilings could help to achieve redistribution in a decen-
tralized fashion. In most cases, however, they are easily circumvented. If
ownership ceilings remain in place for a long time, they tend to undermine
financial markets. Lenders who want to repossess land will be subject to
similar restrictions and, even if they are exempted, will face greater diffi-
culty in subsequently transferring the land. The ceilings also add to red tape
and corruption. In India, ceiling legislation that has been in place for more
than 30 years in most states has made available no more than 2 or 3 percent
of the total land area even in states where the distribution of landowner-
ship is most unequal. Together with the experience of countries of the for-
mer Soviet Union in the aftermath of decollectivization, this supports the
hypothesis that ceilings, even if they are set high (say, in thousands of
hectares), are rarely effective in fostering land redistribution, although they
may reduce the attractiveness of speculative land accumulation.

Meanwhile, at the other extreme, governments are also concerned
about the breakup of landholdings. Zimbabwe still possesses laws that
prohibit or complicate the subdivision of large farms. (The laws were
originally enacted by colonists as a means to prevent blacks from gaining
access to land.) However, there are sound reasons for controlling such
fragmentation, which can increase the amount of land required for paths
and roads and, through small plot sizes, may negatively affect the ability
to mechanize agriculture. Minimum farm sizes and inheritance regula-
tions have been imposed, generally with little impact, because they do not
address the reasons leading owners to subdivide their holdings. Consoli-
dation programs that aim to reduce the related transaction costs, and fre-
quently provide infrastructure and spatial and land use planning, have
been successful in some industrial countries and are currently being
tested in the states acceding to the European Union. At lower levels of
local income, such programs are unlikely to have an important role. This
is illustrated by the case of China, where a high level of fragmentation has
not prevented sustained growth and where consolidation programs have
not always been successful. Reducing transaction costs for sales by build-
ing capacity and allowing private sector participation might be a better
option.
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As numerous successful land reforms show (for example, in Japan
and Korea and in Taiwan, China), while the impact of such interventions
can be far-reaching, they may face political and practical obstacles. More-
over, land speculation and land sales by households under duress, for
example, are often symptoms of broader structural problems. Legislation
that regulates land sales without confronting these problems may only
drive the transactions out of the public eye and force those affected to
engage in actions that are even less advantageous to them.

It is therefore important to choose appropriate instruments. Nor-
mally, this means reliance on a combination of measures—divestiture of
state lands, land taxation, capital gains taxation, expropriation with com-
pensation, support for land markets, direct negotiation, the provision of
safety nets to cover household distress in certain situations, and so on—
to maximize synergies, foster cost transparency, and set clear goals and
performance indicators that make hijacking the process difficult. Gov-
ernments need to ensure that the poor can use rental and other mecha-
nisms, ideally in a way that is coherent with other reform initiatives. For
example, the rental of a plot for one or two seasons might be made an eli-
gibility requirement for land reform grants, boosting land rentals and
eliminating spurious claimants who later sell the land.

If it is to be successful, land reform must establish secure, transfer-
able rights to land. Those benefiting from land reform need to be able to
access technology, output markets, working capital through grants and
credit, and other nonland assets and infrastructure. The possible move-
ment out of agriculture by the children in beneficiary households should
be considered. The selection of the beneficiaries of reform should be
transparent and participatory.

Rigorous, open, and participatory evaluation of ongoing experiences
is important. This normally requires strong training and capacity-building
components, as well as provisions for complementary investments to make
land productive. These investments include incentives to maximize pro-
ductivity gains, for example, by selecting underused land or favoring labor-
intensive modes of land use.

Attention should be paid to fiscal viability, for instance, by financing
parts of reform through land tax revenue. The cost of land reform can be
substantial. Land may represent only a fraction of the total cost (often
about one-third). To justify such an expense, redistributive land reform
needs to be viewed and analyzed as an investment in sustainable poverty
reduction. Indeed, land reform should be integrated into the broader con-
text of economic and social development. A conducive policy environ-
ment is essential.
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There are many examples of governments trying to avoid the costs of
land reform by directly or indirectly expropriating from landowners. This
tends to reduce the overall security of property rights and a country’s
attractiveness for (foreign) investment and to increase social conflict.
Nicaragua and Zimbabwe offer examples. Often, because of the reper-
cussions, the step is only undertaken on marginal lands. This does not
mean that landowners should not contribute to the cost of reform, but a
more transparent procedure, such as a land tax, will probably be less dis-
ruptive than expropriation.

Considerable amounts of land have been transferred through reform
in recent decades (Table 5.2). Putting the land involved to productive use
and dealing with the institutional legacies of reform—Ilarge agrarian
reform institutes, the restrictions imposed by land reform legislation, and
assisting beneficiaries to obtain working capital and skills that enable
them to take proper advantage of their assets—are clearly not uncommon
experiences.

There are several reasons for careful monitoring and evaluation of
such initiatives. First, few good models exist upon which to draw, imply-
ing that fresh interventions will have to be refined. A transparent, rigorous
evaluation system can contribute by providing information for adjust-
ments during implementation. Second, history has shown clearly that land
issues and land reform, in particular, are highly susceptible to political
interference at all levels. Monitoring and evaluation are the only way to
counter the tendency toward corruption and ensure that it is held in check.
Third, monitoring and evaluation help prevent land reform from focus-
ing only on beneficiaries and neglecting those people, such as farm work-
ers, who may be negatively affected. In Zimbabwe, for example, workers
on farms that were subjected to redistribution constitute one of the most
vulnerable social groups. Integrated into a long-term effort at monitoring
and evaluation, PSIAs can play an important role.

Adopting appropriate land use regulations

Governments have an array of fiscal and regulatory instruments at their
disposal to supply incentives for land uses that maximize social welfare.
They can ensure the availability of historic values, effective public service
provision, and public goods such as landscapes, and they can prevent
harmful externalities such as pollution associated with specific land uses.
The case for government intervention resides in the argument that the
aggregate social benefit is larger than the cost of regulation and the pre-
sumption that public action can enforce regulations at a minimum cost.
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TABLE 5.2 Extent and Characteristics of Selected Land Reforms

Beneficiary households

Area Total Area of

(hectares, Arable Number Rural land
Country ‘000s) land (%) ('000s) households (%)  (hectares) Years
Africa
Egypt 390 15.4 438 10.0 0.89 1952-78
Kenya 403 1.6 34 1.6 11.85 1961-70
Zimbabwe 2,371 1.9 40 3.1 59.28 1980-87
Asia
Japan 2,000 333 4,300 60.9 0.47 1946-49
Korea, Republic of 577 27.3 1,646 455 0.35 1948-58
Philippines 1,092 10.8 1,511 242 0.72 1940-85
Taiwan, China 235 26.9 383 62.5 0.61 1949-53
Latin America
Bolivia 9,792 32.3 237 475 41.32 1953-70
Brazil 13,100 1.3 266 54 49.32 1964-94
Chile 9,517 60.1 58 12.7 164.09 1973
El Salvador 401 279 95 16.8 4.27 1932-89
Mexico 13,375 135 3,044 67.5 439 1915-76
Nicaragua 3,186 471 172 56.7 18.52 1978-87
Peru 8,599 28.1 375 30.8 22.93 1969-79

Sources: Eckstein and Horton 1978; EI Ghonemy 1990; Grindle 1990; Hall 1990; Hayami, Quisumbing, and Adriano
1990; McClintock 1981; Powelson and Stock 1987; Prosterman, Temple, and Hanstad 1990; Scott, MacArthur, and
Newbery 1976.

This implies that zoning and other land use regulations that promote rel-
evant land uses should be supported by careful assessments of the nature
and distribution of costs and benefits, the local conditions, and the imple-
mentation capacity available.

Concerning the distribution of costs and benefits, there are two con-
siderations. On the one hand, land use restrictions may be highly regres-
sive, forcing small landowners or the poor to make sacrifices (or even
depriving them of their land) to the benefit of the wealthy (foreign
investors, for example). On the other hand, benefits and costs change over
time, and affordability plays a major role. Many developing countries
maintain regulations that were imposed under completely different con-
ditions (often by their colonial predecessors) and that may no longer
serve the original purpose. Their removal may be opposed by landown-
ers with vested interests, who are able to derive handsome advantage by
using them as a source of rents. These owners with vested interests may
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have to be confronted to establish a new regulatory regime, although the
benefits, especially for the poor, can be significant.

It may not be necessary to implement regulations uniformly across all
parts of a country. Attempts at land use planning should start with mech-
anisms benefiting the local communities that bear the costs, perhaps mak-
ing a contribution to more effective decentralization, particularly because
centralized bureaucracies often lack sufficient familiarity with local needs
and issues to supply effective services and supervise the bureaucrats man-
dated to deliver them. Many developing countries rely on a regulatory
approach that encourages arbitrary bureaucratic behavior. Greater reliance
on fiscal instruments, such as fees and taxes or tradable permits, possibly in
collaboration with the private sector, can help reduce the difficulties
involved in monitoring and supervision.

The provision of infrastructure (roads, electricity, water, sewage, and
so on) increases land prices and thus benefits those who own the land. The
provision is much less expensive in planned settlements than it is in unreg-
ulated areas. This is a justification for zoning, particularly in urban areas,
in which the government considers issues such as hydrology, congestion,
air quality, traffic flow, and public safety. To reach decisions on these issues
in an open and participatory manner is therefore appropriate, and, to
finance the infrastructure, it is also appropriate to use fees and other
charges levied on landowners, such as taxes on real estate improvements.

Land taxes have a number of conceptual advantages. They cause min-
imal distortions and are less regressive than taxes levied on consumption,
which normally hurt the poor; they tend to discourage speculative accu-
mulation and encourage more intensive land uses; and they strengthen the
accountability of local governments before the public, thus enhancing fis-
cal discipline at the local level and making landowners pay for at least part
of the benefits they receive because of local government investments in the
land. Although the extent to which land taxes are used varies, revenues are
generally well below the potential (Bird and Slack 2002). Greater empha-
sis on land taxes can have a significant impact on owners’ incentives to put
their land to the most effective use, as well as for the receipt of local gov-
ernment revenues, the type and level of public services provided, and gov-
ernance. These taxes can help prevent decentralization from degenerating
into a competition for rents from the central level.

The state should also be able to exercise its right of eminent domain
to acquire land, with fair compensation, for broader public purposes (for
example, for the construction of roads). However, the way many develop-
ing country governments exercise this right, particularly for urban expan-
sion or to provide land to private entrepreneurs, undermines the principle
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of tenure security. If no compensation is paid, which occurs frequently, the
equity impact is negative, often leaving households landless. The possibil-
ity of expropriation without compensation can lead landowners to sell
their property on informal markets at low prices, encouraging unplanned
development and shady real estate practices down the line. The conditions
under which the government can exercise its right should be explicit, as
should the procedures for supplying fair compensation and the mecha-
nisms for appeal.

In many developing countries, state ownership and public institutions
have failed to ensure the protection of fragile lands and adequate land
management in peri-urban areas. Large tracts of land continue to be held
under unplanned arrangements, with far-reaching implications. In peri-
urban areas, land with high potential productive value is unoccupied and
remains unimproved because of bureaucratic tangles, mysterious title
procedures, and corruption. Privatization through auctions would yield
significant revenue for local governments and increase the effectiveness of
land use. Likewise, if public lands have been occupied and improved by
poor people acting in good faith, the rights of these people to the land
should be recognized and formalized at nominal cost.

Examples

Macroeconomic distortions have a significant impact on land prices and
activity in land rental markets. In Brazil, for example, land prices dropped
by up to 70 percent in the early 1990s (Reydon and Plata 2002), making it
easier to acquire land for productive purposes and providing the backdrop
for a huge expansion in the government’s land reform program. Over a
period of less than five years, the government acquired and redistributed
more land than it had acquired during the previous 30 years.

In some industrial countries, more than 70 percent of the cultivated
land is rented, partly because renting lowers capital requirements and
allows users greater flexibility. Rental was also important in the transfer
of land during the initial phases of the transition to a market economy in
Eastern European countries. It continues to show potential where land
plots have been returned to original owners who have little inclination for
farming, but where local economic uncertainty and shallow financial
markets have slowed the development of land sales markets. In Moldova,
for example, an emphasis on leases has enhanced the ability of the land
market to develop more rapidly compared with the market in Estonia,
which has discouraged the use of leases. More than 80 percent of the
440,000 registered private farms in Moldova operate through some type
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of leasing arrangement (Lerman, Csaki, and Moroz 1998). Meanwhile,
the purchase price for land has risen significantly above the capitalized
value of possible agricultural profits. These price increases are caused by
government restrictions that drive up land prices, as well as speculation
about the benefits of joining the European Union and the demand for
land among foreigners that might materialize with accession by Eastern
and Central European countries. While peri-urban land markets and
mortgage lending are starting to develop, agricultural land sales market
activity remains moderate (Deininger, Sarris, and Savastano 2004).

In eastern Africa, because they are generally pro-poor and beneficial
for women, temporary land transfers have had a positive impact on equity
(Place 2002). Sales and rentals of land appear to be relatively active and are
contributing to a rise in more equitable access to land even in terms of
ownership, as confirmed in the case of Uganda (Baland and Platteau 1998;
Carter and Wiebe 1990; Platteau 1996). The evidence from Uganda also
suggests that activity in rental markets can rise sharply with economic
liberalization and the associated growth of opportunities in the nonfarm
economy. Indeed, in Uganda, the share of households renting land
climbed from 13 percent in 1992 to 36 percent in 1999. By transferring
land to more productive producers, rental markets are facilitating greater
allocative efficiency in rural areas (Deininger and Mpuga 2002). Evidence
from Ethiopia indicates that restrictions on land rental not only reduce the
opportunity for more productive land use, but also may constitute an
effective obstacle to the development of the nonfarm sector, because farm-
ers who took nonfarm jobs perceived a significantly higher risk of losing
land through redistribution than did those who engaged in cultivation
(Deininger et al. 2003a).

Rental markets, including markets for long-term transactions that are
often similar to sales, are active in West Africa, although they are mostly
informal there. Land rentals have also started to emerge in Asian countries,
such as China and Vietnam, characterized by the egalitarian distribution
of land and the liberalization of land tenure. In China, where rental was
not needed until recently because of frequent land reallocations, the share
of households participating in land rentals rose from 2.3 percent in 1995
to0 9.4 percent in 2000. Moreover, 22.4 percent of households indicate that,
at the current market rental rate, they would be willing to rent (Deininger
and Jin 2002). This suggests that, with economic development and the
emergence of off-farm opportunities, there is considerable potential for
further increases in rental market activity.

Analysis shows that decentralized market transactions have been
more effective than state-sponsored redistribution at transferring land to
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households exhibiting greater productivity and, surprisingly, have been
better at targeting the poor (Deininger and Jin 2002). The case of Vietnam,
where similar increases have been revealed in the incidence of land rentals,
illustrates the differences between land sales markets and land rental mar-
kets. The share of rural households participating in rentals climbed from
3.8 percent in 1992 to 15.8 percent in 1998, a much more pronounced rise
than the one occurring in the sales market. Although both renters and
buyers tended to be more productive, the total magnitude of the effect of
the greater productivity is bigger for the rental market. Additionally, there
is evidence that, in situations in which credit markets were not function-
ing well, households that had been experiencing significant income losses
were more likely to sell than to rent (Deininger and Jin 2003).

Although the highly unequal distribution of land in Latin America,
where the distribution of landownership is known to be one of the most
inequitable in the world, would make a mechanism to transfer land among
different types of owners extremely relevant, rental activity is actually quite
limited in many countries of the region. This may be due to informational
imperfections and the resulting high transaction costs, as well as the effect
of past restrictions on rental markets, which have weakened the perception
of the security of property rights among landowners. The impact of rental
restrictions has been significant in Brazil, for example, and also in Colom-
bia, where the area of land rented through formal contracts decreased from
2.3 million hectares in 1960 to 1.1 million hectares in 1988 following the
imposition of rent ceiling legislation (Jaramillo 2001). In 1998, more than
a decade after the rental restrictions had been lifted, tenancy rates in
Colombia were still only about 11 percent, well below the level of the 1960s,
highlighting that the restoration of confidence in tenure security takes time.
Also, rental markets have been more effective than government-sponsored
land reforms in supplying land to poor, but productive producers
(Deininger, Castagnini, and Gonzalez 2004), suggesting that government
redistribution programs should build on mechanisms such as rental rather
than trying to substitute for them.

Land sales markets in Latin America are active, with average annual
turnovers of 5 percent in Colombia, 1.4 to 2 percent in Ecuador, 1 percent
in Honduras, and 2 to 3.5 percent in Venezuela (Jaramillo 2001).> How-
ever, markets are often found to be highly segmented, meaning that sales
involve either transfers from large producers to other large producers, or
from small producers to small producers, but rarely are such groups
divided according to farm size. Similar segmentation also occurs in other
Latin American countries (Carter and Zegarra 2001). This segmentation
is due to the high transaction costs of subdividing large landholdings and
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to the lack of long-term financing for the poor associated with the conti-
nent’s dualistic landownership structure (Barham, Carter, and Sigelko
1995). Thus, although the sales market does not normally provide a mech-
anism of land access for labor-abundant, capital-constrained households,
agents who are not capital constrained can translate the relative technical
efficiency of the markets into effective demand for more land (Carter and
Salgado 2001).

Land reforms in Japan and Korea and in Taiwan, China, all of which
were accomplished under external pressure, have improved welfare and
often also productivity (Jeon and Kim 2000). In India, the abolition of the
land rights of rent-collecting intermediaries is widely judged to have been
successful, in contrast to the more limited success of land ceilings and ten-
ancy legislation (Appu 1997). In Kenya immediately after independence,
the so-called million-acre scheme distributed about 300,000 hectares of
large, formerly white-owned estates to small farmers, with positive eco-
nomic results (Scott, MacArthur, and Newbery 1976). The program gath-
ered momentum through, for example, the formation of groups by farmers
to purchase larger farms. Nonetheless, the government discontinued it,
partly for political reasons (Kinsey and Binswanger 1993). Following inde-
pendence in the early 1980s, Zimbabwe initiated a land reform program
that redistributed about 250,000 hectares. Participation in the program
improved crop incomes and the ability of households to accumulate assets,
and it reduced overall inequality (Deininger, Hoogeveen, and Kinsey 2004;
Gunning et al. 2000). The first phase of land reform in the Philippines,
based on a 1972 law, benefited about 500,000 households. Aided by the
availability of green revolution technology, the reform led to significant
improvements in household welfare and long-term effects on investment
and human capital accumulation of considerable magnitude (Deininger,
Maertens, and Olinto 2001; Otsuka 1991).

KEY CONSIDERATIONS ABOUT PSIAS

To make a PSIA as effective as possible, it is necessary to build on not
only general principles and the experience of other countries but also on
existing survey information for the country that is undergoing exami-
nation. Fortunately, standard surveys similar to the Living Standards
Measurement Studies are now available for most of the countries where
PSIAs on land issues are likely to be undertaken. Although the amount
of relevant information is limited in most of these country surveys, using
them can be helpful. They may provide important background infor-
mation on the distribution of land among various income groups, on
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land market activities, and on the productivity of land that can be
employed to guide the formulation of hypotheses and the design of the
PSIA approach.

Likewise, to be able to draw out the distributional implications of
interventions, it is essential to have information on consumption that is
sufficiently detailed to allow construction of an expenditure aggregate that
can be related to a nationally representative survey and the poverty line.
Collecting this information can significantly increase the cost of a PSTA
given the time involved in administering expenditure modules. If a house-
hold survey is available, it may be possible to use the information from this
source to identify a set of variables that can predict consumption, which
would obviate the need to apply a full-blown consumption module.

In some instances, it may be possible to work with national agencies to
obtain existing survey samples as a basis for PSIAs. This would represent a
considerable cost savings, as illustrated by the cases of China and Eastern
Europe. One might then capitalize on the natural complementarities be-
tween standard household surveys and the analysis of land issues. At the
same time, given the importance of land as a household asset, it would be
quite easy to obtain information on land transactions and ownership over
the years. The heads of most rural households usually know the amount of
land they had when they started their families and are usually able to give
a fairly accurate account of ownership changes that have occurred since
then. Alternatively, one might build on earlier surveys to construct panel
data, which could greatly enhance the possibility for many types of analyses.

Although existing data can further an understanding of the general
conditions in a country, analysts wishing to carry out a good PSIA will
invariably want to use quantitative and qualitative methods that comple-
ment each other. Initial quantitative data need to be complemented by
more detailed information about the policy issues under discussion and the
potential target groups. Focus group discussions, personal interviews, and
other types of qualitative methods will be essential in plumbing the views
of actual and potential beneficiaries to formulate or confirm hypotheses on
the impacts of specific interventions or the demand or need among vari-
ous groups for the interventions. These tools provide the flexibility to probe
more deeply into, for example, the reasons for certain patterns of behavior
that may appear to be inconsistent with expectations and to gain the sort
of understanding that cannot be obtained through quantitative data, which
do not provide the necessary cues to explain such unexpected behavior and
therefore are not useful for policy makers.

The areas selected for qualitative study should be sufficiently diverse
to encompass the various segments of the target population (by ethnic
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group, size of landholding, poverty status, type of land use, and so on).
The possible characteristics of interventions that may be relevant in sub-
sequent analysis should also be considered. If the interviews are organ-
ized among similarly relevant groups (by gender, by agricultural and
nonagricultural activity, and so on) that likely will be affected by the
intervention in different ways, this will help ensure that the research team
gains an appreciation of the potential impacts, can formulate and priori-
tize hypotheses on this basis, and can identify the questions to be employed
to test these hypotheses.

Although often overlooked in practical applications, to be most effec-
tive, PSIAs should be based on a thorough understanding of the local
political economy and the proposed arrangements for specific interven-
tions. If the evaluators are unfamiliar with the expected outcomes of spe-
cific interventions and the politically feasible ways of bringing these
about—or, in the case of ex post evaluations, with details on the proce-
dures followed in project implementation, including beneficiary eligibil-
ity criteria—it will be difficult for them to conduct analyses that supply a
basis for robust methodological conclusions on impacts and that speak
to the needs of policy makers.

Methodological considerations

Importance of a baseline. Analysts must possess solid baseline infor-
mation on the areas of intervention and other areas against which they
can compare project outcomes. In addition to providing a yardstick for
assessing impact, the availability of a baseline assists in the identification
of intervention strategies that are adapted to the conditions at hand and
respond to the needs of target groups.

The value of a control group. Like any good evaluation, a PSIA should
demonstrate that the changes observed among the target population can
be attributed only to a specific intervention rather than to other factors.
For example, even if living standards, productivity, or other characteris-
tics of interest may have declined among the target population, the inter-
vention may have helped avoid a larger decline, as observed in a control
group, and thus had a positive impact. Similarly, positive outcomes
among the target group may be attributable to a general increase in liv-
ing standards or in productivity rather than to the intervention. Of
course, the control group must be selected to be similar to the group that
is to be exposed to the intervention.
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Random selection versus self-selection. Many analyses merely compare
the value of certain variables before and after an intervention, while fail-
ing to account for the self-selection of beneficiaries, that is, the fact that
interventions tend not to be targeted entirely randomly among an eligi-
ble population. It is likely that many of those who seek to benefit from an
intervention aimed at facilitating the acquisition of land titles, for exam-
ple, are people who already own high-quality land, have access to credit
and markets, or are simply more entrepreneurial and willing to take risks
to reap greater rewards. Any estimate of the benefits of an intervention
that neglects to control for such inherent idiosyncrasies in the benefici-
ary selection process may overstate the positive impact. If the interven-
tion is then expanded to other areas where the target groups exhibit fewer
favorable initial qualities, the expected impacts may not materialize.

To deal with this issue, an effort might be made before program imple-
mentation to choose the members of the target group randomly among the
applicants. However, because of political or ethical considerations, this may
not always be feasible.

An attractive alternative, especially if the budget is limited, is to select
beforehand one entire area as a target and a similar area as a control. This
approach should work well for reforms, such as legal reforms, that have a
nationwide outreach but require local inputs, such as the establishment
of local offices or land tribunals. In this case, the control areas would sub-
sequently be phased in as target areas.

If the PSIA is being undertaken to evaluate a program or a reform that
has already been implemented and the generation of additional data is
not appropriate, instrumental variable techniques can be employed. This
requires the identification of instruments that are highly correlated with
program participation but that do not affect outcomes, which may be dif-
ficult if program eligibility has not been tightly defined and enforced. This
difficulty may be overcome through propensity score matching, which is
increasingly being used for project evaluation in a wide range of settings
(Ravallion 2001).

Questionnaire design. Changes in the ability of rural households to gain
access to land or to ensure land tenure security have an impact on labor
market participation, as well as on other variables that, at first sight, may
seem unrelated to land issues and thus may not have been anticipated by
project staff. For example, in a project in Peru, the formal recognition of
informal settlements had little impact on the use of land as collateral by
settlement households, the main expected benefit of the project, but sig-
nificantly increased local participation in formal labor markets, an



Land Policy Reforms

impact that was rather unexpected (Field 2002). The participation of
households in the labor market and the ability of households to access
other factors of production have been shown to affect household deci-
sions to participate in certain types of programs, for example, programs
aimed at farm privatization in the countries of the former Soviet Union
(Lerman, Csaki, and Feder 2002).

Surveys that do not place land-related issues into a broader frame-
work of household behavior may arrive at erroneous conclusions or, at the
least, errors of emphasis. Therefore, analysts must anticipate expected
impacts and then adopt and implement questionnaires sufficiently broad
to capture the relevant variables, including ones that may be only narrowly
related to land.

Sample design. If the purpose of the PSIA is to evaluate the impact of an
intervention targeted at a specific subset of the population, it may be
more efficient and less costly to design the sample in a way that increases
the probability of including the subgroup in a meaningful way. To the
extent that the PSIA aims to trace the gender-differentiated impact of
interventions, for example, it may be appropriate to split the household
questionnaire into two parts: one administered to men and the other
administered to women. Likewise, phenomena that may be of interest for
a PSIA, such as conflicts over land or land transactions, may be infre-
quently experienced among the overall population, and, because of the
limited survey budget, it may be cost-effective to stratify the sample into
households that have bought land, have rented land, and have done neither.
While doing so does not preclude the use of standard procedures for the
selection of first-stage sampling units, it will require a listing among the
selected primary sampling units that then serves as the basis for the selec-
tion of a household sample in the appropriate proportions, as well as the
construction of sampling weights.

Specific elements of questionnaire design

The paucity of land-related surveys that can be drawn on by those inter-
ested in performing a PSIA may constrain the ability to design a good sur-
vey instrument. This might limit the scope of a policy-relevant analysis.
This section therefore presents the elements of a questionnaire that would
allow the collection of the information needed for much of the PSIA
effort. Because the design of standard household questionnaires is cov-
ered in great detail in the available literature (Grosh 2000), the focus here
is only on issues specifically related to land. Of course, only some of the



Analyzing the Distributional Impact of Reforms

modules examined will be relevant in any given situation, and the ana-
lysts would have to make the proper selection and combine the informa-
tion from the land modules with the information from the rest of the
instrument, particularly production and credit.

Household questionnaire

In most cases, there are significant differences between the types of tenure
under which land may be held (leasehold, freehold, customary, without
a certificate, and so on), the modalities through which it was acquired
(purchased, inherited, cleared, simply occupied, and so on), and the type
of documentation that is available to demonstrate ownership (title, sales
receipt, tax receipt, and so on). The PSIA team therefore needs to collect
information on plot characteristics on a plot-by-plot basis, including a
plot roster. If there are gender differences in land rights, the team also
needs to identify in whose name documents for any specific plot are
issued and whether the current user (or owner) has the right to transfer
land through lease, sale, mortgage, and so on. In addition to tenure char-
acteristics, plot-wise information on land quality and topography are of
great importance. Of course, to the extent that one expects plot-specific
land tenure arrangements to affect productivity, it is essential to ensure
that information on production is obtained at the same level of dis-
aggregation and can be linked to specific plots.

Historically, one of the main reasons for introducing more secure
property rights has been to produce incentives for investment in main-
taining land productivity. At the same time, land-related investments in
improvements, such as fences or trees, can be used to establish and secure
property rights in an environment in which enforcement by the state is
perceived to be ineffective.

Surprisingly, the treatment of this issue in many questionnaires and,
as a consequence, in many analyses of the topic is quite weak. It could be
strengthened considerably by observing a few basic principles. First,
although the details of the investments to be considered are likely to be
specific to any given region or country, the basic categories of the invest-
ments in improvements—perennials; simple measures to maintain soil
fertility for more than one year (bunding, leveling, drainage, irrigation,
de-stoning, mulching, leveling); and the building of structures attached
to a particular piece of land, such as animal sheds, processing facilities,
and wells—are likely to apply for most situations. Second, it is necessary
to distinguish the stock of structures from the amount of resources spent
to maintain these and to assess the two separately. Third, if the aim is to
evaluate the impact of an exogenous intervention in terms of a land-
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related investment, information on at least two time periods is needed.
The preparation of a good investment section requires familiarity with
local practices, but the result should permit an assessment of the impact
of tenure security on different types of investments (such as visible ver-
sus invisible ones). If an appropriate production section is included, the
results should provide an empirical estimation of the impact of these
investments on productivity.

Even in environments in which the frequency of land market trans-
actions is limited, household members normally have a good idea of the
price they would receive if they were to sell or rent their land to others.
Such information on hypothetical land prices can be used to assign val-
ues for specific plot characteristics in a hedonic regression, allowing one
to obtain a crude measure for the change in land values caused by restric-
tions on marketability or the benefits of more secure tenure. This would
supply a rough-and-ready estimate that may be of great interest to policy
makers who are concerned about designing a system that is self-sustainable.
It would also allow one to assess differences in the ability to pay among
the various groups in a population. If a project is eventually to award or
update land titles or certificates, it may be worth considering this topic
through direct questions about the demand of households for
(updated) certificates and their willingness to pay for these on a
per-plot basis. In this way, some of the biases that may affect hedonic
estimates can be avoided.

Women’s rights to control land and benefit from the associated
income streams are often constrained by law or, in cases in which the law
mandates gender equality, actual practice. In situations where this is rel-
evant, one should obtain more detailed information about gender issues,
that is, who normally works on a plot, who determines what outputs and
inputs to apply, who decides how output is employed, and who benefits
from the proceeds. In many customary systems, widowed and divorced
women will not be able to obtain ownership rights to their share of the
land or, in some cases, to continue using the land. This clearly affects their
long-term economic security, but, because there may be differences
between the letter of the law and actual implementation, their percep-
tions of the situation under the current regime may be important. How-
ever, to uncover gender differences systematically in inheritance and the
extent to which these may be compensated through the transfer of non-
land assets, one must ask about the inheritance of the assets of all parents
among all children.

To obtain reliable estimates of conflict-related issues from a reason-
ably sized sample, the oversampling of households affected by conflicts
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over land is necessary. Although a simple question about whether a plot
is currently the subject of a conflict can, in situations where the level of
conflict is sufficiently high, allow one to gauge the reduction in land val-
ues caused by conflict, it does not reveal much about the dynamics of the
phenomenon. To accomplish the latter, additional information is needed
on past conflicts, when the conflicts began, the consequences of the con-
flicts, how they were tackled, the formal and informal costs, whether the
conflicts were resolved, and, if so, when they were resolved. This infor-
mation should also be plot specific. Aggregating plot-level information to
reveal the incidence of conflicts over land at the household level (for
example, by gender or poverty status) can represent a key contribution to
aland-related PSIA. It is not possible to ascertain the productivity impact
of land conflict—an issue of great interest to policy makers—unless plot-
level data are available.

Even in environments in which land markets are thin, information
on the lifetime trajectory of land accumulation by each household can be
descriptive of the way land stocks have evolved over time. Although the
econometric analysis that may be performed employing this information
may be limited because information on other variables from the same
period is normally not available, there are a number of possible uses. In
particular, such trajectory data would allow one to test whether only peo-
ple with more substantial land assets at the beginning of the period were
able to accumulate land during the period. One could likewise use the
data to determine the extent to which tenants were able to acquire land
or make the transition to landownership.

Information on current land rentals, including separate listings for the
same plots considered as property rented by a landlord and property rented
by a renter, can often be collected quite easily using the same plot-level for-
mat that is used for land currently under cultivation. For the landlord per-
spective, information on the landlord (total amount of land owned, social
position, residence, occupation, and so on) and the rental contract (fixed
or rent sharing, registration, duration, and date of commencement) pro-
vides a basis for a much richer characterization of the land rental market.
For the renter perspective, information could be obtained about the social
and economic characteristics of the renter and about the rental period for
the current tenant or other tenants. Information on the titles for plots that
have been rented out and for those that are being cultivated by the owners
can be helpful in assessing whether insecure tenure is limiting the ability of
households to engage in land transactions.

For current land sales, purchased plots automatically appear on the
plot roster (unless they have been sold or otherwise transferred in the
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meantime). This is not the case for land that has been sold or transferred
in other ways. Although meaningful analysis of land sales markets invari-
ably requires panel data to control for initial conditions and the charac-
teristics of the land, a modest substitute can be obtained by the team. By
asking questions about the reasons for the sale and by including a section
on shocks (defined as events that have led to a loss of assets exceeding
some minimum value, say, three monthly salaries), the team can make
inferences at least about the sequence of events.

Fixed time limits on tenancy may lead to a rotation of tenants on a
plot that is inconsistent with the goal of maximizing productivity and
investment. Nonetheless, legislation that increases the security of sitting
tenants, but prohibits them from subleasing, may reduce the supply of
land available for potential tenants. Similarly, high transaction costs
because of cumbersome procedures that are difficult to comply with, for
example, may drive a wedge between what tenants pay and what land-
lords receive. As a result, even tenants who are willing to pay more than
what the landlord would want to receive may not be able to get access to
land through the rental market.

The collection of quantitative evidence on the importance of such
restrictions, and thus the benefits of abolishing them, requires questions
about hypothetical land market transactions. Questions include whether
households have been trying to participate in rental markets, but have not
been able to find land on offer, and whether households might rent more
or less land if rental prices were to change. Similarly, if the government
plans to conduct a program of redistributive land reform, the team could
explore the willingness of potential beneficiaries to deploy resources to
obtain land, whether they have a preference for land over other assets of
similar cash value, and their plans for using the land should they acquire
it. This data could provide important insight into the appropriate design
and targeting of the government program.

In peri-urban settings, an important issue that rarely receives the
attention it deserves is the expropriation of land by local or central
bureaucracies. The neglect of this activity is partly due to the fact that this
practice can constitute a major source of revenue (and corruption). More-
over, in a simple random household sample, one is unlikely to encounter
a large number of such incidents. This suggests that one might wish to
draw a specific sample of cases of expropriation. If this is possible, obtain-
ing information for policy makers on the transaction costs involved (that
is, the difference between the net value of compensation received by own-
ers and the price paid by current land occupants) and the use to which the
lands are now being put could be helpful in at least two respects. The
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process could provide quantitative information on the amount of red tape
with which outside investors must deal. If placed into the public
domain, this information could enhance accountability and supply an
impetus for initiatives to set local government finances on a sound and
sustainable footing. This would represent a challenge to the myth that, in
order to attract outside investment, the government must expropriate or
nationalize land. The process would also highlight the extent to which the
disposal of land that has already been acquired by the state could be
offered to investors.

Considerable knowledge on the collection of land taxes and other
fees could be gained by determining the amount paid directly by house-
holds. Similarly, asking household members their opinion about paying,
under current circumstances, to update registries, records, land surveys,
and other land-related documentation would provide insights into the
extent to which the services that should be provided by land administra-
tions respond to the needs of the public and whether users trust these
institutions. Evidence on such administrative issues can be invaluable in
arguing for bureaucratic downsizing based on client demand. If there is
a value in assessing the impact of specific reforms that have already been
implemented (as in the case of Mexico’s ejido reform), then questioning
households about their confidence in land certificates or the land admin-
istration (before and after the reform) can provide useful information for
policy analysis. In environments in which the government still has the
ability to redistribute land or intervene in land markets in other ways,
questioning households about their perceived level of tenure security (for
example, whether they expect still to possess the same plot of land in five
years) has helped complement more tangible measures of tenure security
(titles, for instance) to understand whether such documents are associ-
ated with tenure security.

In many developing countries, land laws are passed relatively easily,
but there is little interest in implementing them; spreading awareness
about them; or ensuring that old legislation, perhaps containing contra-
dictory provisions, is abrogated. A direct way to expose such gaps is to
assess the knowledge of the law among households, for example, by ask-
ing a series of simple questions about key legal provisions. Given that it
is the beliefs revealed by the answers that are likely to affect day-to-day
behavior, showing that men and women are ill-informed about land reg-
ulations can demonstrate the need for efforts to spread awareness and
identify the target groups for such an effort. These answers, particularly
among village leaders, can offer valuable hints about the ways such efforts
should be structured.



Land Policy Reforms

Community questionnaire

A well-planned community questionnaire can provide a wealth of infor-
mation about the procedures, regulations, and constraints encountered
by individual economic actors before any changes may have been imple-
mented. This information can be useful in explaining behavior. Further-
more, a comparison of the regulations and the perceptions of people
about these regulations make it possible to assess the extent to which indi-
viduals (or village officials) are aware of the legal provisions, but also the
effectiveness of the provisions from the point of view of the users.°

Exploring the institutional infrastructure of the land administration,
including the way in which land administration services are delivered at
the local level (staffing, fee structures, accessibility) and how the quality
of delivery is perceived, allows one to overcome the supply-side focus of
many current studies that give scant, if any, attention to the views of the
public. Because only a fraction of households are likely to use these serv-
ices at any point, a community survey is an appropriate tool to examine
this issue. The survey could also identify changes over time in the func-
tions performed by local and central institutions, their staffing and fund-
ing, and the accessibility of these services to the local population. Such a
picture of institutional change is a precondition for gaining a precise esti-
mate of the impact of the change.

The questions about the administrative services might be comple-
mented by questions about the obligations incurred by property owners
within the community (tax rates, the way taxes are assessed, zoning, and
so on). Ascertaining changes in these variables over time should be rela-
tively easy, and this may be revealing in situations in which there have been
far-reaching shifts in the social, political, and institutional environment.

Rules and regulations related to land—such as inheritance laws, the
access to land by women, and the conversion of land from public to pri-
vate use or from agricultural to nonagricultural uses—normally vary sig-
nificantly across localities. Some communities even impose restrictions
on land transfers, especially through sales (Deininger 2003). The nature
of the rules and changes in them over time have clear implications for
land use decisions by individual households. Information about these
rules could be combined with a general assessment of the characteristics
of local land market activity that could be compared with the perceptions
of households about this market.

A household questionnaire normally supplies information about
whether a specific household has been affected by redistribution, expro-
priation, or conflict involving land. In a random household sample, how-
ever, there are usually few if any households from which land has been
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expropriated. Nonetheless, one or two expropriations without proper
compensation are probably sufficient to raise serious doubts in an entire
community about the security of land tenure. It is therefore worthwhile
to focus on this and other such administrative actions in community
questionnaires.

How the capabilities of land administration institutions have been
affected by administrative or institutional reforms in general governance
is a key question of interest in PSTAs in many settings (for example, decen-
tralization or the replacement of central government appointments by the
democratic election of village leaders). Providing informed estimates of
the impact of such reforms requires great familiarity with the underlying
context. Therefore, a community questionnaire is an ideal tool.

Local leaders often have considerable discretion in decision making on
land management issues. Lack of knowledge among these leaders about the
proper legal provisions means that there is greater opportunity for legal
inconsistencies, confusion, and abuses, especially if laws have changed
recently. Testing the knowledge leaders possess about laws through straight-
forward questions represents an efficient method to determine whether, at
the policy level, there may be a need for increased efforts at fostering aware-
ness and capacity building. Indeed, the instrument might serve as a means
to create awareness about legal provisions and a host of other land-related
issues at the local level.

CONCLUSION: JOINING THEORY AND PROCESS

Reforms in land policy are an attractive candidate for PSIAs. They clearly
have far-reaching distributional implications and consist of rather dis-
crete interventions or policy changes that lend themselves to the type of
before-and-after analysis that can be accommodated within the PSIA
framework. Because land policy reform is often controversial politically
and must usually be sustained beyond the term of individual govern-
ments, information from PSIAs can be employed to build a consensus
and establish and monitor clear performance indicators to limit the pos-
sibility of corruption in the reform process.

To maximize the value and impact of PSIAs on land policy, the PSIA
team should observe a few basic methodological principles. Drawing on
the design experiences reflected in this chapter may also help reduce the
costs and increase the credibility of the analysis performed. To have an
impact on policy, the PSIA team should rely on the input from various
stakeholders to identify the appropriate questions and develop indicators
that command a broad consensus. The PSIA must be conducted and the
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results of the analysis communicated in a transparent and credible way
that is suitable so that it may contribute to the broader policy discussion.
This chapter has achieved its purpose if it focuses managers’ attention and
energies on identifying the proper methodology so that the PSIA can
reach the goal of improving policy.

NOTES

1. Studies that analyze the problem of an elite preventing human capital
accumulation by the masses include Bourguignon and Verdier (2000) and
Acemoglu and Robinson (2000). Although investments in human capital
are socially and individually profitable and although actors who are un-
constrained in credit markets are easily able to undertake these investments
(Eckstein and Zilcha 1994; Galor and Zeira 1993), poor people who do not
have access to assets may become caught in poverty traps. These people fail to
escape poverty not because they are unproductive or lack skills, but because
credit market imperfections prevent them from ever getting the opportunity
to use their innate abilities. In such a situation, increasing the asset endow-
ment of the poor can lead to permanently higher levels of growth (Aghion,
Caroli, and Garcia-Penalosa 1999; Bowles, Bardhan, and Gintis 2000).

2. The commitment to such leases can be tested by ascertaining whether finan-
cial institutions accept the leases as collateral.

3. The numbers involved may have been quite large. In India, tenancy reforms
are estimated to have been associated with the eviction of more than 100 mil-
lion tenants (Appu 1997).

4. This result is illustrated by the case of Bombay, where, as a consequence of
rent controls, real estate prices have shot up. Such a steep rise in prices forces
people to commute from less-expensive residential areas (with the attendant
cost in pollution, infrastructure, and so on) and makes it more difficult for
entrepreneurs to establish enterprises based on less-expensive labor. In rural
areas, the poor and landless are obliged to rely on more shadowy rental mar-
kets, for example, by subleasing from protected tenants, depriving themselves
of the protections the law provides and also becoming accomplices in illegal
activity (Bertaud, Buckley, and Owens 2003).

5. Activity varies considerably across regions of Venezuela. The share of land
area involved in sales transactions is as high as 12 percent in places recently
cleared for farming, about 2.5 to 3 percent on private lands, and only 1.5 to
2 percent on lands that have been subject to agrarian reform (Delahaye 2001).

6. The discussion here is limited to variables not typically covered in standard
reference works. Note that community surveys are even more context spe-
cific than are household questionnaires. This means that the survey instru-
ments should be subjected to thorough pretesting. It is possible to obtain a
surprisingly large amount of accurate information even through retrospec-
tive questions if the survey definition of the community is unambiguous and
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administrative records are kept that respondents can draw on to fill in the
survey instrument. This will be impractical in situations where these condi-
tions do not hold.

BIBLIOGRAPHY

Acemoglu, D., and J. A. Robinson. 2000. “Why Did the West Extend the Fran-
chise?: Democracy, Inequality, and Growth in Historical Perspective.” Quar-
terly Journal of Economics 115 (4): 1,167-99.

Aghion, P, E. Caroli, and C. Garcia-Penalosa. 1999. “Inequality and Economic
Growth: The Perspective of the New Growth Theories.” Journal of Economic
Literature 37 (4): 1,615-60.

Appu, P. 8. 1997. Land Reforms in India: A Survey of Policy, Legislation and Imple-
mentation. New Delhi: Vikas Publishing House.

Ayalew, D., S. Dercon, and P. Krishnan. 2000. “Demobilisation, Land, and House-
hold Livelihoods: Lessons from Ethiopia.” Working Paper WPS/00/25, Centre
for the Study of African Economies, Oxford, UK.

Baker, M. 2001. “Property Rights by Squatting: Land Ownership Risk and Adverse
Possession Statutes.” Land Economics 77 (3): 360-70.

Baland, J. M., and J.-P. Platteau. 1998. “Division of the Commons: A Partial
Assessment of the New Institutional Economics of Land Rights.” American
Journal of Agricultural Economics 80 (3): 644-50.

Banerjee, A., P. J. Gertler, and M. Ghatak. 2002. “Empowerment and Efficiency:
Tenancy Reform in West Bengal.” Journal of Political Economy 110 (2): 239-80.

Barham, B., M. R. Carter, and W. Sigelko. 1995. “Agro-Export Production and
Peasant Land Access: Examining the Dynamic between Adoption and Accu-
mulation.” Journal of Development Economics 46 (1): 85-107.

Berry, S. 1997. “Tomatoes, Land and Hearsay: Property and History in Asante in
the Time of Structural Adjustment.” World Development 25 (8): 1,225-41.
Bertaud, A., R. Buckley, and K. Owens. 2003. “Is Indian Urban Policy Impover-
ishing?” Paper presented at Urban Research Symposium, Urban Development
for Economic Growth and Poverty Reduction, World Bank, Washington, DC,

December 15-17.

Besley, T., and R. Burgess. 2000. “Land Reform, Poverty Reduction, and Growth:
Evidence from India.” Quarterly Journal of Economics 115 (2): 389—430.

Bhatnagar, S., and R. Chawla. 2004. “Bhoomi: Online Delivery of Land Titles to
Rural Farmers in Karnataka, India.” Paper presented at Global Conference on
Scaling Up on Poverty Reduction, World Bank, Shanghai, May 25-27.

Bird, R. M., and E. Slack. 2002. “Land and Property Taxation around the World:
A Review.” Paper presented at Regional Workshop on Land Issues in Central
and Eastern Europe, World Bank, Budapest, April 3-6.

Bourguignon, E,and L. A. Pereira da Silva, eds. 2003. “Evaluating the Poverty and
Distributional Impact of Economic Policies (Techniques and Tools).” World
Bank, Washington, DC.



Land Policy Reforms

Bourguignon, F, and T. Verdier. 2000. “Oligarchy, Democracy, Inequality and
Growth.” Journal of Development Economics 62 (2): 285-313.

Bowles, S., P. Bardhan, and H. Gintis. 2000. “Wealth Inequality, Wealth Con-
straints, and Economic Performance.” In A. B. Atkinson and F. Bourguignon,
eds., Handbook of Income Distribution, 541-604. Amsterdam: North-Holland.

Brits, A. M., C. Grant, and T. Burns. 2002. “Comparative Study of Land Adminis-
tration Systems with Special Reference to Thailand, Indonesia, and Karnataka
(India).” Paper presented at Regional Workshop on Land Policy Issues, Asia
Program, World Bank, Phnom Penh, Cambodia, June 4-6.

Carter, M. R., and P. Olinto. 2003. “Getting Institutions ‘Right’ for Whom?
Credit Constraints and the Impact of Property Rights on the Quantity and
Composition of Investment.” American Journal of Agricultural Economics 85
(1): 173-86.

Carter, M. R., and R. Salgado. 2001. “Land Market Liberalization and the Agrar-
ian Question in Latin America.” In A. de Janvry, G. Gordillo, J.-P. Platteau, and
E.Sadoulet, eds., Access to Land, Rural Poverty, and Public Action, 246—78. New
York: Oxford University Press.

Carter, M. R., and K. Wiebe. 1990. “Access to Capital and Its Impact on Agrarian
Structure and Productivity in Kenya.” American Journal of Agricultural Eco-
nomics 72 (5): 1,146-50.

Carter, M. R., and E. Zegarra. 2001. “Land Markets and the Persistence of Rural
Poverty: Post-Liberalization Policy Options.” In R. Lopez and A. Valdés, eds.,
Rural Poverty in Latin America: Analytics, New Empirical Evidence and Policy
Options, 65—-85. New York: Palgrave Macmillan Press.

Cook, E.2004. “Kyrgyzstan Land and Real Estate Registration Project.” Paper pre-
sented during ESSD Week, Environmentally and Socially Sustainable Devel-
opment, World Bank, Washington, DC, March 4.

Deininger, K. 2003. “Land Policies for Growth and Poverty Reduction.” World
Bank Policy Research Report, World Bank and Oxford University Press,
New York.

Deininger, K., and R. Castagnini. Forthcoming. “Incidence and Impact of Land
Conflict in Uganda.” Journal of Economic Behavior and Organization.

Deininger, K., and J. S. Chamorro. 2004. “Investment and Income Effects of
Land Regularization: The Case of Nicaragua.” Agricultural Economics 30 (2):
101-16.

Deininger, K., and S. Jin. 2002. Forthcoming. “The Potential of Land Rental Mar-
kets in the Process of Economic Development: Evidence from China.” Journal
of Development Economics.

.2003. “Land Sales and Rental Markets in Transition: Evidence from Rural
Vietnam.” Policy Research Working Paper 3013, Development Research
Group, Rural Development, World Bank, Washington, DC.

Deininger, K., and P. Mpuga. 2002. “Land Markets in Uganda: Incidence, Impact,
and Evolution over Time.” World Bank Discussion Paper, Development
Research Group, Rural Development, Washington, DC.




Analyzing the Distributional Impact of Reforms

Deininger, K., and P. Olinto 2000, “Why Liberalization Alone Has Not Improved
Agricultural Productivity in Zambia: The Role of Asset Ownership and Work-
ing Capital Constraints.” World Bank Policy Research Working Paper 2302,
Development Research Group, World Bank, Washington, DC.

Deininger, K., and L. Squire. 1998. “New Ways of Looking at Old Issues: Inequal-
ity and Growth.” Journal of Development Economics 57 (2): 259-87.

Deininger, K., R. Castagnini, and M. A. Gonzalez. Forthcoming. “Comparing
Land Markets and Land Reform in Colombia: Impacts on Equity and
Efficiency.” Journal of Development Studies.

Deininger, K., J. Hoogeveen, and B. Kinsey. 2004. “Economic Benefits and Costs
of Land Redistribution in Zimbabwe in the Early 1980s.” World Development
32 (10): 1,697—709.

Deininger, K., M. Maertens, and P. Olinto. 2001. “Redistribution, Investment, and
Human Capital Accumulation: The Case of Agrarian Reform in the Philip-
pines.” World Bank, Development Research Group, Rural Development,
Washington, DC. Mimeo.

Deininger, K., and P. Olinto 2000. “Why Liberalization Alone Has Not Improved
Agricultural Productivity In Zambia: The Role of Assest Ownership and
Working Capital Constraints.” World Bank Policy Research Working Paper
2302, Development Research Group, World Bank, Washington, DC.

Deininger, K., A. Sarris, and S. Savastano. 2004. “Rural Land Markets in Transi-
tion: Evidence from Six Eastern European Countries.” Quarterly Journal of
International Agriculture 43 (4): 361-90.

Deininger, K., S. Jin, B. Adenew, S. Gebre-Selassie, and M. Demeke. 2003.
“Market and Non-Market Transfers of Land in Ethiopia: Implications for
Efficiency, Equity, and Non-Farm Development.” Policy Research Working
Paper 2992, Development Research Group, Rural Development, World
Bank, Washington, DC.

Deininger, K., S. Jin, B. Adenew, S. Gebre-Selassie, and B. Nega. Forthcoming.
“Tenure Security and Land-Related Investment: Evidence from Ethiopia.”
European Economic Review.

Delahaye, O.2001. Politicas de Tierras en Venezuela en el Siglo XX. Caracas: Fondo
Editorial Tropykos.

de Soto, H. 2000. The Mystery of Capital: Why Capitalism Triumphs in the West
and Fails Everywhere Else. New York: Basic Books.

Doss, C. R. 1996. “Testing among Models of Intrahousehold Resource Alloca-
tion.” World Development 24 (10): 1,597-609.

Eckstein, S. D., and G. D. Horton. 1978. “Land Reform in Latin America: Bolivia,
Chile, Mexico, Peru, and Venezuela.” Staff Working Paper 275, World Bank,
Washington, DC.

Eckstein, Z.,and I. Zilcha. 1994. “The Effects of Compulsory Schooling on Growth,
Income Distribution and Welfare.” Journal of Public Economics 54 (3): 339-59.

El Ghonemy, M. R. 1990. The Political Economy of Rural Poverty: The Case for
Land Reform. New York: Routledge.



Land Policy Reforms

Fafchamps, M., and A. R. Quisumbing. 2002. “Control and Ownership of Assets
within Rural Ethiopian Households.” Journal of Development Studies 38 (6):
47-82.

Feder, G. 1988. Land Policies and Farm Productivity in Thailand. Baltimore: Johns
Hopkins University Press.

.2002. “The Intricacies of Land Markets: Why the World Bank Succeeds
in Economic Reform through Land Registration and Tenure Security.” Paper
presented at Conference of the International Federation of Surveyors, Wash-
ington, DC, April 19-26.

Feder, G., O. Tongroj, and R. Tejaswi. 1986. “Land Ownership, Security, and
Access to Credit in Rural Thailand.” Discussion Paper ARU 53, Agriculture
and Rural Development Unit, World Bank, Washington, DC.

Field, E. 2002. “Entitled to Work: Urban Property Rights and Labor Supply in
Peru.” Princeton Law and Public Affairs Working Paper 02-1, Princeton Uni-
versity, Department of Economics, Princeton, NJ.

Galor, O.,and J. Zeira. 1993. “Income Distribution and Macroeconomics.” Review
of Economic Studies 60 (1): 35-52.

Grindle, M. S. 1990. “Agrarian Reform in Mexico: A Cautionary Tale” In R. L.
Prosterman, M. N. Temple, and T. M. Hanstad, eds., Agrarian Reform and Grass-
roots Development: Ten Case Studies, 179-204. Boulder, Co: Lynne Rienner.

Grosh, M. 2000. Designing Household Survey Questionnaires for Developing Coun-
tries: Lessons from Fifteen Years of the Living Standards Measurement Study. 3
vols. Washington, DC: World Bank.

Gunning, J. W,, J. Hoddinott, B. Kinsey, and T. Owens. 2000. “Revisiting Forever
Gained: Income Dynamics in the Resettlement Areas of Zimbabwe, 1983-97.
Journal of Development Studies 36 (6): 131-54.

Haddad, L. 1997. The Scope of Intrahousehold Resource Allocation Issues. Balti-
more: Johns Hopkins University Press.

Hall, A. L. 1990. “Land Tenure and Land Reform in Brazil.” In R. L. Prosterman,
M. N. Temple, and T. M. Hanstad, eds., Agrarian Reform and Grassroots Devel-
opment: Ten Case Studies, 205-32. Boulder, Co: Lynne Rienner.

Hayami, Y., A. R. Quisumbing, and M. L. Adriano. 1990. Toward an Alternative
Land Reform Paradigm: A Philippine Perspective. Manila: Ateneo de Manila
University Press.

Ibbotson, R. G., L. B. Siegel, and K. S. Love. 1985. “World Wealth: Market Values
and Returns.” Journal of Portfolio Management 12 (1): 4-23.

Jaramillo, C. F.2001. “Liberalization, Crisis, and Change: Colombian Agriculture
in the 1990s.” Economic Development and Cultural Change 49 (4): 821—46.
Jeon, Y. D.,and Y. Y. Kim. 2000. “Land Reform, Income Redistribution, and Agri-
cultural Production in Korea.” Economic Development and Cultural Change 48

(2):253-68.

Jorgensen, S., and Z. Loudjeva. 2004. “Poverty and Social Impact Analysis of
Three Reforms in Zambia: Land, Fertilizer, and Infrastructure.” World Bank,
Social Development Department, Washington, DC. Mimeo.




Analyzing the Distributional Impact of Reforms

Katz, E., and J. S. Chamorro. 2002. “Gender, Land Rights and the Household
Economy in Rural Nicaragua and Honduras.” Paper presented at Regional
Workshop on Land Issues in Latin America and the Caribbean, World Bank,
Pachuca, Mexico, May 19-22.

Kinsey, B. H., and H. P. Binswanger. 1993. “Characteristics and Performance of
Resettlement Programs: A Review.” World Development 21 (9): 1,477-94.

Lavigne Delville, P, C. Toulmin, J. P. Colin, and J. P. Chauveau. 2002. Negotiating
Access to Land in West Africa: A Synthesis of Findings from Research on Derived
Rights to Land. London: International Institute for Environment and Devel-
opment; Paris: Research and Technological Exchange Group.

Lerman, Z., C. Csaki, and G. Feder. 2002. “Land Policies and Evolving Farm Struc-
tures in Transition Countries.” Policy Research Working Paper 2794, Devel-
opment Research Group, Rural Development, World Bank, Washington, DC.

Lerman, Z., C. Csaki, and V. Moroz. 1998. “Land Reform and Farm Restructur-
ing in Moldova: Progress and Prospects.” Discussion Paper 398, World Bank,
Washington, DC.

Leroy de la Briere, B. 1996. “Household Behavior toward Soil Conservation and
Remittances in the Dominican Republic.” Working Paper, Development
Research Group, Rural Development, World Bank, Washington, DC.

McClintock, C. 1981. Peasant Cooperatives and Political Change in Peru. Prince-
ton, NJ: Princeton University Press.

Negrao, J. 2002. “Comments: Land as a Source of Conflict and in Post-Conflict
Settlement.” Paper presented at Regional Workshop on Land Issues in Africa
and the Middle East and North Africa Region, World Bank, Kampala, Uganda,
April 29-May 2.

Nugent, J. B., and J. A. Robinson. 2002. “Are Endowments Fate?” CEPR Discus-
sion Paper 3206, Centre for Economic Policy Research, London.

Osterberg, T. 2002. “Designing Viable Land Administration Systems in Africa.”
Paper presented at the Regional Workshop on Land Issues in Africa and the
Middle East and North Africa Region, World Bank, Kampala, Uganda, April
29-May 2.

Otsuka, K. 1991. “Determinants and Consequences of Land Reform Implemen-
tation in the Philippines.” Journal of Development Economics 35 (2): 339-55.

Place, F. 2002. “Land Markets in Africa: Preconditions, Potentials, and Limita-
tions.” Paper presented at Regional Workshop on Land Issues in Africa and the
Middle East and North Africa Region, World Bank, Kampala, Uganda, April
29-May 2.

Platteau, J.-P. 1996. “The Evolutionary Theory of Land Rights as Applied to Sub-
Saharan Africa: A Critical Assessment.” Development and Change 27 (1): 29-86.

Powelson, J. P., and R. Stock. 1987. The Peasant Betrayed: Agriculture and Land
Reform in the Third World. Boston: Oelgeschlager, Gunn and Hain.

Prosterman, R. L., M. N. Temple, and T. M. Hanstad, eds. 1990. Agrarian Reform
and Grassroots Development: Ten Case Studies. Boulder, Co: Lynne Rienner.

Ravallion, M. 2001. “The Mystery of the Vanishing Benefits: An Introduction to
Impact Evaluation.” World Bank Economic Review 15 (1): 115-40.



Land Policy Reforms

Reydon, B. P, and L. E. A. Plata. 2002. Interven¢ao Estatal no Mercado de Terras:
A Experiéncia Recente no Brasil. Sao Paulo, Brazil: Universidade Estadual de
Campinas and Instituto Nacional de Coloniza¢do e Reforma Agréria.

Scott, M. E. G.,]. D. MacArthur, and D. M. G. Newbery. 1976. Project Appraisal in
Practice: The Little-Mirrlees Method Applied in Kenya. London: Heinemann
Educational Books.

Tanner, C. 2002. “Lawmaking in an African Context: The 1997 Mozambican Land
Law.” FAO Legal Papers Online 26, Food and Agriculture Organization of the
United Nations. www.fao.org/Legal/Prs-OL/lpo26.pdf.

World Bank. 2002. “Mexico, Land Policy: A Decade after the Ejido Reforms.”
Sector Report 22187-ME, Latin America and the Caribbean Region, Envi-
ronmentally and Socially Sustainable Development Sector Management
Unit, Colombia, Mexico, and Venezuela Country Management Unit, Wash-
ington, DC.

. 2004. “Agriculture Investment Sourcebook,” Agriculture and Rural Devel-
opment Unit, World Bank, Washington, DC. http://wwwesd.worldbank.org/ais/

Zepeda, G. 2000. “Transformaciéon Agraria: Los Derechos de Propiedad en el
Campo Mexicano Bajo el Nuevo Marco Institucional.” Central Independiente

de Obreros Agricolas y Campesinos, Mexico City.

Zimmermann, W. 2002. “Comments on Land in Conflict and Post-Conflict Sit-
uations.” Paper presented at Regional Workshop on Land Policy Issues, Asia
Program, World Bank, Phnom Penh, Cambodia, June 4-6.






Education Policy Reforms

Erwin R. Tiongson

ver the last decade, many developing countries have embarked on

large education reforms aimed at rapidly expanding the supply of
education, achieving equity in the provision of education, and signifi-
cantly improving the quality of education. Some of these reforms have
been far-reaching, transforming the budget priorities of many countries
and altering in a fundamental way the manner in which governments
have traditionally made education services available and how the public
sector has operated in partnership with the private sector. In the process,
new relationships of accountability have been introduced.

A number of developments have served as catalysts for reform.
Changes in the world economy, the general dissatisfaction with the state
of education in the 1980s, and findings emerging from academic research
on economic growth, returns to education, and user fees, among many
other phenomena, have delivered much of the impetus for education
reforms.! Specifically, a more market-oriented world economy has encour-
aged initiatives aimed at creating a more market-oriented environment for
the provision of education, including measures to foster public-private
approaches. The new literature on endogenous growth theory, wherein a
worker’s productivity is seen as a function of both the worker’s own human
capital and the average stock of human capital, has offered a fresh perspec-
tive on the reasons education is critical for development. In addition,
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adverse macroeconomic conditions and the leaner public funds follow-
ing the debt crisis have encouraged a more efficient use of scarce public
resources. Finally, in recent years, a number of initiatives put forward by the
international community have made education a priority on the develop-
ment agenda. Through the World Conference on Education for All, held in
Jomtien, Thailand, at the beginning of the 1990s, and, more recently, the
internationally agreed Millennium Development Goals, the international
community has reaffirmed its commitment to universal primary education.

This chapter provides a brief review of experiences with some of
these reforms. In particular, it draws on country case studies and recent
findings from the empirical literature on education policy to identify
some of the poverty and social impacts of education reforms, the princi-
pal transmission channels through which stakeholders are affected by or
affect the reforms, and the standard tools for poverty and social impact
analysis in education.

While education policy reforms have long-term effects on poverty
and income distribution, this chapter mainly discusses the distributional
consequences of reforms in the short and medium run. Much of the doc-
umented impact of education reforms concerns the immediate distribu-
tional effects of the reforms rather than the effects of the reforms on the
current poverty status of individuals or households. Whenever appropri-
ate, however, we draw out potential immediate effects of reforms on
poverty. We adopt a broad view of distributional consequences, allowing
for the possibility that reforms redistribute resources, as well as access,
quality, power, and authority.

This chapter is organized as follows. The first section provides an
overview of reforms that have been carried out in the education sector and
the rationale for these reforms. The effects of reforms on distribution are
then reviewed, and an analytical scheme for understanding these distrib-
utional effects is presented, highlighting how the reforms vary, mention-
ing specific features of each reform, and documenting the transmission
channels through which stakeholder groups are affected. A survey of
empirical tools for both qualitative and quantitative poverty and social
impact analyses is provided, and valuable empirical studies on each tool
are singled out. Finally, the options for monitoring and evaluation are
briefly discussed.

TYPES OF REFORM

There are several broad changes to education policy that are covered in this
chapter. In general, these reforms concern policy changes to the expendi-
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ture structure, the financing scheme, and management, although there
may be significant overlap among these broad categories. We exclude from
these categories a number of professional and management reforms (such
as curriculum reform? or teacher training®) that do not have explicit doc-
umented impact on distribution. We also exclude financing schemes that
are less common in developing countries, such as student loans.

B Expenditure reform. A government may choose to restructure its expen-
ditures to reallocate spending from higher education to lower levels of
education. Reforms aimed at increasing the supply of schooling may
focus on targeted spending or the expansion of coverage in specific
geographic areas through a mix of public and private sector support,
including public support for private education in low-income areas.

B Financing reform. A government may choose to reform the financing of
education by introducing user fees (cost recovery) or, as seen in a num-
ber of developing countries in recent years, by eliminating them. A
related scheme is the introduction of community financing, whereby,
for example, communities are entirely responsible for the construction
and maintenance of buildings. Financing schemes may include schemes
on the demand side, in which funds are channeled directly toward
people who demand education rather than people who supply it to
strengthen the client’s power over providers. Demand-side financing
schemes may involve transfers to households, vouchers, or payments
given directly to students who may submit them to the schools of their
choice.

B Management and institutional reforms. A country in which there is cen-
tralized management over the education system may choose to imple-
ment management reforms by decentralizing the administration of
education. This may involve a shift in responsibility from the central gov-
ernment to local governments, communities, or schools. The shift might
include a simple delegation of tasks from the central government to local
governments or a complete transfer of authority and decision-making
power. The changes may be viewed not simply as administrative adjust-
ments, but as reforms that fundamentally alter relationships of account-
ability and the way in which services are provided. The classification of
these changes as institutional reforms may then be appropriate.

There are, of course, alternative methods for classifying this family of
education policy reforms. For example, one might contemplate a con-
ceptual division between compensatory schemes or targeted policies that
aim to increase educational opportunities for the poor and schemes or
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policies that are universal in coverage. The reforms that have been imple-
mented over the last decade may be broadly classified as those that are
primarily aimed at expanding access (expanding supply, restructuring
expenditure, abolishing fees) and those that are primarily aimed at
improving quality, efficiency, and sustainability (decentralization, com-
munity management, vouchers).

Reimers (2000) suggests that it may be useful to think about educa-
tion in terms of “levels of educational opportunities,” ranging from initial
access to schooling through progression and completion to assimilation
into local labor markets. Following this typology, one could then under-
stand education reforms as specific interventions aimed at selected levels
of educational opportunity.

These alternative typologies, however, also allow for overlap among
categories. There are measures, such as the provision of textbooks, that
blur the distinction between access (quantity) and quality. Poor children
have been observed to drop out of school with greater frequency, for exam-
ple, partly because the quality of schooling is low. Programs exist that are
broad in scope (offering, for example, greater financing for primary edu-
cation) but strategically directed at increasing the educational opportuni-
ties available to the poor (who may account for a disproportionate share
of enrollment in public primary schools).

RATIONALE FOR UNDERTAKING REFORM

In an environment characterized by low education attainment and in-
equitable access to education, developing countries have typically imple-
mented education policy reform to improve access to education, in general,
and also to expand coverage among poorer households. Such is the ration-
ale for significant additions to budgets for primary education, construction
programs, and many compensatory programs targeted at the poor.
Efficiency considerations are also important. A substantial body of lit-
erature has emerged over the last three decades on the rate of return to edu-
cation. While the methodology has come under scrutiny, there is general
consensus that the returns to primary schooling are high, thus suggesting
that spending could be switched from higher to lower education levels.
Some reforms are designed to improve public finances. Cost recovery
schemes, for example, are designed to supplement government revenues
when rapid education expansion has created significant pressure on the
budget. The resources raised may also be used to improve quality and boost
demand for education. In fact, some advocates of user fees (with waiver
schemes built into certain proposals) have supported the institution of cost
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recovery on the grounds that such a scheme may improve quality and
increase demand without significantly raising cost barriers. Meanwhile,
some reforms, such as voucher schemes, aim to create a market-oriented
environment that encourages competition between public and private
schools, enhances school quality, reduces costs, and adds to the choices
available to students. Vouchers are also designed to allow students access to
higher quality private education.

Management and institutional reforms, such as decentralization
programs, are designed to improve efficiency, accountability, and respon-
siveness in education service provision. These reforms follow from the
assumption that centralized systems often are not able to respond effi-
ciently and adequately to local needs. Decentralization reforms are meant
to encourage local participation and ultimately improve coverage and
quality. Sosale (2000) has suggested that the strengthening of the private
sector role in noncompulsory education is also aimed at releasing public
resources for allocation to the compulsory basic education level.

Finally, political pressures from within and outside a country have
profound effects on educational policies, such as Free Primary Education
or Education for All. The call for Education for All and for measures to
meet the Millennium Development Goals in the international commu-
nity has been particularly influential. The enhanced Heavily Indebted
Poor Countries Initiative has also led to a reallocation of public resources
toward the social sectors.

TYPICAL RANGE OF EFFECTS ON DISTRIBUTION

Figure 6.1 summarizes the analytical scheme of this chapter. It indicates that
the broader development strategy determines the reform options. Through
their impact on prices, income, employment, and wages, education policy
reforms redistribute resources, access to education, and the quality of the
services provided. They also redistribute authority and the relationships of
accountability. These resources and services are all redistributed among
individuals immediately as well as over time. They are redistributed both
across and within households, communities, and government units.*

Immediate effects on the distribution of access to and
quality of services

First, education policy reforms have immediate, short-term effects on the
distribution of access to education services and the quality of these serv-
ices. For example, reforms aimed at expanding the supply of education
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Development Strategy

Education Policy Reform

Impact on relative prices of goods and services, access, income, expenditure, employment, and
wages.
I

Short-termimpact on the distribution of access to education services, quality, power, and authority.
Medium-term impact on the distribution of access to services and quality.
Long-termimpact on the distribution of employment prospects and wages.

Individuals Households Communities Government Units

Source: Author.

by expenditure restructuring or targeted interventions may increase
enrollment. Because these are targeted interventions and because these
reforms are usually designed to increase the supply of basic education
(typically assumed to have pro-poor benefit incidence) rather than higher
education (typically assumed to be less pro-poor), such measures may
disproportionately benefit the poor.> The value of these education sub-
sidies could be significant. Reforms designed to change the financing of
education may boost enrollment among the poor by easing some of the
financing constraints on the poor (for example, the elimination of user
fees), improving access to higher quality schools (for example, through
vouchers), or enhancing the quality of schooling. Other reforms run the
risk of reducing enrollment, particularly among households with lower
incomes (for example, the introduction or raising of user fees).°
Meanwhile, geographic variations in quality may be intensified by
rapid expansions in the supply of education, because these require a
capacity to absorb the expansions. Rural schools, for example, tend to
have fewer qualified teachers. They may not have the same ability as their
urban counterparts to quickly accommodate sudden surges in enroll-
ment. Under some circumstances, management reform or decentraliza-
tion may widen disparities in the quality of education to the extent that
geographic differences in the availability of resources exist. Similar dis-
tributional consequences may follow from other reforms that lead to
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greater community participation, such as community financing. In gen-
eral, richer communities are in a better position to provide resources for
education. However, some initiatives relying on community solidarity are
considered more difficult to undertake in urban areas.

Even if the coverage of education among the poor was expanded,
however, it would be important to assess the distributional dimensions of
marginal changes in access within the poor households themselves. With
respect to the demand for education, the price elasticity of households may
vary by gender. That is, as their financing constraints fall, households may
be more likely to enroll boys rather than girls. With respect to expanded
choice, higher income households may have greater access to information
and thus be in a better position to exploit voucher schemes fully (Carnoy
1997). Households in urban areas may also enjoy advantages (such as a
wider choice among higher quality schools) not otherwise available to their
rural counterparts.

Dynamic effects on the distribution of income and
access to and quality of services

Second, reforms in education have important dynamic effects on distri-
bution. In the long run, the expansion of education is generally designed
to improve intergenerational employment opportunities and alleviate
poverty. Other things being held constant, greater human capital accu-
mulation improves income-generating capacity. To the extent that reforms
are targeted at improving the human capital of the poor, reforms have
long-term, progressive effects on the distribution of income. In fact, even
if public spending on poor and rich were increased uniformly, it is likely
that the marginal impact of each unit of spending on the human capital
of the poor would be higher. Because aggregate human capital accumula-
tion has positive effects on long-term growth, education reforms that
expand the supply of education have long-term second-round effects on
poverty reduction.

Still, the rates of return to levels of education change as the supply of
specific levels of education expands. A number of studies have shown, for
example, that returns to primary education fall, while returns to higher
education rise, as a country rapidly expands access to primary education.’
In particular, global surveys of the returns to schooling consistently reveal
a pattern of falling returns to education by level of economic development
and level of education.

In the medium term, there are important (but often neglected)
second-round effects that may mitigate or exacerbate first-round gains in
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access. In the case of rapid increases in enrollment, the quality of school-
ing may subsequently fall. Should expansion lead to the rationing of lim-
ited class space, poorer households are typically worse off than wealthier
ones. Enrollment rates across households may drop following some dete-
rioration in quality in situations in which the demand for education is
systematically linked to quality. Within households, this may have gender
dimensions as well, as enrollments among girls may be the first to decline.
The deterioration in quality may have distributional dimensions, as insti-
tutional capacity varies across geographic units. Urban schools, for exam-
ple, may be in a better position to deploy qualified teachers quickly to
accommodate rapid increases in enrollment. In the case of school vouch-
ers, children from lower-income households may be penalized through
“cream-skimming” (as better students, usually those from richer house-
holds, leave the schools that are accepting vouchers to attend higher-
quality schools), because there may be spillover benefits from peer effects.
Thus, while voucher systems may create incentives that lead to better per-
formance among public schools, the loss of the better students to private
schools may lead to an overall decline in public school performance
(Hsieh and Urquiola 2003).

Effect on the distribution of power and authority

Third, reforms redistribute power and authority. In general, reforms re-
distribute resources in the form of transfers, opportunities, or the qual-
ity of education. However, another dimension of education policy reform
is represented by the manner in which power and authority (through
budgets, decision-making powers, and rights) are redistributed (Grindle
2001).In the case of institutional or management reforms, authority may
be transferred from a central unit to local units. Relationships of account-
ability (such as between schools and local communities; among teachers,
administrations, and parents; and between government and the private
sector) may also evolve with education reforms.

RANGE OF VARIATIONS IN REFORM OPTIONS

There is wide variation in the options for policy changes in this family of
reforms. The distributional consequences of these reforms—how quickly
institutions and individuals adapt and whether sufficient capacity is in
place—depend on these many variations. Reimers (2000) suggests that
much policy is defined and often recreated at the implementation stage.
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Expenditure reform

With expenditure restructuring, spending may be reallocated from one
education level to another, central funds may be reoriented toward spe-
cific geographic units or households, or the norms for budgeting may
have built-in, explicit pro-poor components.

B In South Africa, public resources are provided to schools sorted by need
or poverty. The ranking is based on two equally weighted factors: the
physical condition of the school and the relative poverty of the school.

= In Chile, the P-900 program provides direct material assistance to the
most poorly achieving schools. These schools, numbering about 900
(hence the name), are selected based on whether their mean test scores
have dropped below cutoff values.®

B In countries where gender gaps in schooling are significant, spending
may be reallocated specifically to promote schooling among girls. Such
reforms include the construction of separate schools for girls, the pro-
vision of sanitation facilities, or the hiring of more women teachers.
For example, the construction of separate latrines for girls in Pakistan
reportedly had positive effects on the enrollment of girls in primary
schools (World Bank 2003).

Financing reform

With respect to cost recovery schemes, countries may choose to mitigate
the regressive impact of user fees by offering targeted scholarships. Coun-
tries that have eliminated user fees have opted, at one extreme, for a “big
bang” approach (Malawi in the early 1990s), while others have taken on
a more gradual reform, such as the elimination of fees one grade at a time
(Lesotho in recent years). In the 1970s, Nigeria implemented free primary
schooling one state at a time. Some countries have eliminated formal fees
for uniforms, textbooks, and examinations, while encouraging local com-
munities to contribute to funds for construction and renovation.

A range of voucher programs also exists from quasi-voucher initia-
tives (for example, Bangladesh, Cote d’Ivoire, and the Czech Republic)
to true voucher programs (for example, Chile and Colombia). Even in
countries with true voucher programs, there are some important varia-
tions. The voucher plan in Colombia, for example, was restricted to very
low-income pupils.

B Gauri and Vawda (2003) provided a survey of voucher programs in
developing and transition economies. In Bangladesh, state subsidies for
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nongovernment schools function as a sort of voucher: When schools
attract enough students and the hiring of an additional teacher is war-
ranted, the government pays for most of the extra teacher’s salary. In
the Czech Republic, private schools receive state funding equal to just
below 80 percent of the per-student funding received by their public
counterparts.

Management or institutional reform

Decentralization programs may involve a simple transfer of administrative
tasks (“deconcentration”) or a full transfer of authority from central units
to local units (“devolution”). They may likewise involve transfers of respon-
sibility from the central government to subnational governments or trans-
fers of responsibility from central units to communities and schools. The
financing schemes include centralized systems with the formula-based allo-
cation of expenditures to schools (according to the number of teachers, the
number of students, or some other criteria) and systems that require a sig-
nificant degree of community cofinancing.

B In Nicaragua, for example, there was a shift from a highly centralized
system in the 1980s to a more decentralized system beginning in 1993.
School boards composed of parents, teachers, and student representa-
tives were created and given important decision-making powers, includ-
ing hiring-and-firing decisions over school principals and teachers,
budget allocation decisions, and the authority to make adjustments to
the national curriculum (Belli 2004).

B In Bhutan, according to official guidelines, local communities are held
responsible for the construction and maintenance of buildings, includ-
ing teachers’ quarters (Bray 1996). In theory, teachers’ wages are cen-
trally financed, but some communities employ their own teachers to
compensate for the shortage of government-employed teachers.

PRINCIPAL TRANSMISSION CHANNELS THROUGH WHICH
STAKEHOLDER GROUPS ARE AFFECTED

There are several transmission channels through which stakeholders are
affected by reforms, as depicted in Figure 6.1. There may be some over-
lap among channels. Relative price changes, for example, alter household
expenditures and access to goods and services. It is possible that a specific
policy reform may alter these channels. For clarity, however, we discuss
each channel separately.
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The relative prices of goods and services will change

Education policy reforms have significant effects on the relative prices of
education goods and services. For example, cost recovery schemes elevate
the price of education services. Consequently, these schemes may have
regressive effects on distribution unless mitigation provisos, such as schol-
arships, are in place. In contrast, the elimination of user fees lowers the out-
of-pocket expenditures of households for education services. The available
evidence suggests that enrollments have risen rapidly following the aboli-
tion of fees. Similar effects have been observed following interventions
explicitly designed to raise the supply of education, with especially sharp
increases among poorer households.’

Other reforms have important auxiliary effects on the prices of goods
and services. Private schools, for example, have been known to raise fees
following the introduction of vouchers, effectively restricting access to that
of richer households (Carnoy 1997). Meanwhile, management reforms
may have important effects on relative prices. For example, community
management may be seen as a “tax” on the time of a local community and
is arguably regressive. In El Salvador, the contribution of parents to the
Education with Community Participation Program (Educacién con Par-
ticipacién de la Comunidad, EDUCO), the decentralization program
aimed at expanding the supply of education in rural areas, has been esti-
mated roughly as equal to 28 percent of the work done by the Ministry of
Education (Cuéllar-Marchelli 2003). Among households, there may also
be regressive effects, as relatively greater effort may be required of poorer
households compared with richer households to reach the same outcome.
An evaluation of El Salvador’s experience with community-managed
schools suggests that the poorest children can obtain education results
equivalent to those obtained by their richer counterparts only if their par-
ents are prepared to work harder (Reimers 1997).

Household incomes and expenditures will change

The policy debates on the social impact of reforms have generally revolved
around the issue of access and the way reforms, such as the institution
of cost recovery, create financing barriers to education for households.
Whether or not such barriers actually lower access to education, they cer-
tainly increase out-of-pocket expenditures (or decrease net income if user
fees are counted as taxes) on education across all households. For the
poorest households, this may have long-term adverse effects on welfare.
There is evidence that user fees, as typically implemented, consume a dis-
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proportionate share of the incomes of the poorest households (Reddy and
Vandemoortele 1996, 30).

Access to goods and services will change

The changes in the relative prices of goods and services alter the access of
households to education (see the section titled “The relative prices of goods
and services will change”). Meanwhile, vouchers are designed to provide
greater access to higher-quality education services, and construction pro-
grams have direct effects on the access of specific communities to educa-
tion. Clearly, access to educational services is determined by many factors
other than prices. Thus, reforms that reduce nonfinancial barriers to edu-
cation, such as teacher training reforms or bilingual education initiatives,
promote education without changing nominal prices or nominal house-
hold incomes and expenditures.

The quality of goods and services will change

Should the elimination of user fees weaken the fiscal stance, the quality of
the goods and services provided may deteriorate. Experiences with initia-
tives in support of Education for All or Universal Primary Education indi-
cate that “access shock” has usually followed the abolition of fees. Across a
number of countries, the quality of schooling (measured in terms of pupil-
teacher ratios, textbook-per-pupil ratios, the share of qualified teachers)
has deteriorated following increases in enrollment. Yet, the quality of serv-
ices is not exclusively a function of fiscal resources. Given the same amount
of educational resources, management reforms may improve the quality of
the services provided.

Human capital assets and employment prospects will change

Reforms aimed at raising access to education promote human capital for-
mation. This increases the long-term employment prospects for those
people who benefit from the expanded education opportunities. However,
some educated workers may see the value of their education fall as the pool
of educated workers grows (Knight and Sabot 1983). A recent country
study by Duflo (2002) of education expansion in Indonesia through a sig-
nificant program of school construction initiated in the 1970s (the Seko-
lah Dasar Instruksi Presiden [INPRES] Program) found that an increase
in the proportion of primary school graduates in the labor force decreased
the wages of older cohorts.!® All told, the greater supply of education both
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boosts average incomes (by improving the employment prospects of the
newly educated workforce) and reduces inequality (by bidding down the
wages of the richer, higher-educated workforce.)

TYPICAL DIRECTION AND MAGNITUDE OF THE IMPACTS AND
EVOLUTION OVER TIME

Expenditure reform

An expansion of supply achieved through expenditure restructuring, tar-
geted spending, or school construction programs immediately promotes
greater access, especially among poorer households. Over time, sharp
rises in enrollment may lead to some deterioration in quality. Moreover,
an expansion of supply at the lower levels of education may have little
long-term impact if it is not matched by an expansion of supply at the
higher levels of education and in the prospects for employment. There is
evidence that households are forward looking and take into account the
constraints on access to higher education when making decisions at the
primary level (for example, see Lavy 1996).

Financing reform

Cost recovery schemes may have important dynamic effects, depending on
whether fees are being introduced, reduced, or eliminated. The introduc-
tion of user fees has an immediate impact on households’ out-of-pocket
payments; if the impact is large enough, this may lessen the demand for
schooling. However, greater resources may improve the quality of the serv-
ices provided. For example, some schools have been known to use the
proceeds from cost recovery for investment over time in quality (for the
case of Mali, see World Bank 2003). These investments in quality may, in
turn, increase the demand for education (see Kremer 1995). The revenues
collected through cost recovery schemes may also finance education expan-
sion directly.

In contrast, the abolition of user fees lowers the out-of-pocket pay-
ments of households (see the section titled “The relative prices of goods and
services will change”). This promotes greater access to education, especially
among the poor. In the medium term, if school facilities do not keep up
with the rising demand, there may be deterioration in quality because of
crowding.!! If higher enrollments cannot be accommodated, rationing may
take place. Changes in quality and rationing may each lead to reduced
access, increased dropout rates, and more repetition, and poorer house-
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holds are particularly vulnerable in these cases. A voluminous body of lit-
erature, some of which dates back to the 1970s, shows that rapid increases
in enrollment following the abolition of fees have often been accompanied
by deteriorations in quality (see Table 6.1), at times with significant geo-
graphic variation. Enrollments have sometimes decreased over time, partly
because of declines in quality.

The elimination of fees reduces teacher accountability with respect to
parents (Kadzamira and Rose 2003). Of course, this would be true only if
the payment of the fees has been accompanied by greater accountability
with respect to parents. Some fees may be reinstated in the absence of fis-
cal countermeasures, potentially reducing enrollment among the poor.
Such was the case of Kenya in the 1970s (Nkinyangi 1982). Other countries
have taken steps to finance expenditures that were previously financed by
the fee revenues. For example, in the 1990s, Uganda added to the recurrent
budget for education to compensate for the abolition of fees.

The introduction of school vouchers has several immediate effects.
First, vouchers promote access to higher-quality private schools and thus
lead to rapid growth in private school enrollments. Second, when the value
of the voucher is insufficient or not automatically adjusted to inflation,
households may face higher out-of-pocket payments (Gauri and Vawda
2003). Compared with richer households, poorer households may not
make up for the shortfall in spending and are therefore less likely to use the
vouchers for private schools. Third, assuming the value of the voucher is
adjusted sufficiently to inflation, the vouchers may still benefit only select
income groups. There is evidence that parents at a lower level of education
attainment are less likely to conduct research and make school choices on
the basis of quality. Moreover, the better private schools tend to be located
in the urban areas where the more affluent families live. Finally, the expe-
rience in Chile suggests that the best voucher-schools charge higher tuition
copayments, effectively restricting the access of the poor anyway.

Over time, vouchers may foster competition between private and
public schools, assuming there are no capacity constraints on improv-
ing the quality of education (such as the external constraints in Cote
d’Ivoire). Public schools facing greater competition from their private
counterparts could make efforts to reduce costs and enhance quality
(West 1997).12 Cream-skimming may also occur as public schools lose
their best-performing students to private schools (see the section titled
“Dynamic effects on the distribution of income and access to and qual-
ity of services”). If there are important peer effects because of the pres-
ence of more advanced students in greater numbers in classrooms,
vouchers may foster rises in inequality in achievement if the advanced



TABLE 6.1 What Happens When Primary School Fees Are Eliminated? The Main Results of Selected Country Studies?

Country
Botswana
India

(Tamil Nadu)

Indonesia

Kenya

Kenya
Madagascar
Malawi
Malawi

Malawi

Year(s)
covered

1973, 1980

1977-92
1977-78

1970-78

1974-85
2002

1994-97
1994-97

1990-98

Author, year
of publication

Mehrotra 1998

Duraisamy
etal. 1997
Colletta and
Sutton 1989
Nkinyangi 1982

Colletta and
Sutton 1989
Fafchamps and
Minten 2003
MacJessie-
Mbewe 2002
Kadzamira and
Rose 2001, 2003
Al-Samarrai and
Zaman 2002

Analysis

Descriptive

Multivariate
Descriptive

Descriptive

Descriptive
Multivariate
Descriptive
Descriptive
Benefit
incidence,

marginal
incidence

Change in
Enrollment  Quality
Increased Not indicated

Increased

Increased

Increased

Increased

Increased

Increased

Increased

Increased

Deteriorated

Not indicated

Not indicated

Deteriorated

Not indicated

Deteriorated

Deteriorated

Not indicated

Measurement
of quality

Not indicated
Pupil-teacher ratio,
pass rates

Not indicated

Not indicated

Not indicated
Not indicated

Pupil-teacher ratio,

textbook, repetition

Pupil per qualified
teacher, textbooks
Not indicated

Comment

Primary school fees were halved
in 1973 and were removed
entirely in 1980.

None.

Embarked on its program with a
pool of available teachers.

In the absence of fiscal counter-
measures, new fees were
imposed under new names.
Low quality particularly acute in
poorer districts.

None.

Families and communities still
involved in cost sharing.

None.

Gains in enrollment have been
highest among the poor.

(continued)
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TABLE 6.1 What Happens When Primary School Fees Are Eliminated? The Main Results of Selected Country Studies® (Continued )

Year(s)
Country covered
Nigeria 1954-63
Nigeria 1976-86
Nigeria 1973-83
Nigeria 1979-83
Tanzania 1974, 1976
Uganda 1992-99
Uganda 1998
(Mukono and
Kampala)
Zimbabwe 1983-89
Zimbabwe 1979-89
Zimbabwe 1979-81

Author, year
of publication

Adetoro 1966
Prince Asagwara

1997
Csapo 1983

Chuta 1986

Colletta and
Sutton 1989

Deininger 2003

Appleton 2001b

Edwards 1995
Nhundu 1992

Colclough and
Lewin 1993

Analysis

Descriptive
Descriptive

Descriptive

Descriptive

Descriptive

Multivariate
Multivariate
Efficiency
analysis

Descriptive

Descriptive

Change in
Enrollment  Quality
Increased Deteriorated
Increased Deteriorated
Increased Deteriorated
Increased Deteriorated
Increased Deteriorated
Increased Deteriorated
Increased Deteriorated
Increased No change
Increased Deteriorated
Increased Deteriorated

Measurement
of quality

Unqualified teachers
Pupil-teacher ratio,
facilities

Teaching staff, dropout
rates

Pass rates

Not indicated

Pupil per qualified
teacher

Pupil-teacher ratio,
average class size,
test score

Pyramid rate, efficiency
index

Pass rates, transition
rates

Facilities, textbooks

Comment

None.
None.

Because of rising costs, govern-
ment passed responsibility to
local authorities. Proposal to levy
parents.

Eventually led to less liberal
education policy.

Enrollment has decreased over
time, in part because of low
quality.

Gains in enrollment have been
highest among the poor.

None.

Fees introduced.
None.
The increased dependence on

local financing has led to
variations in school quality.

Source: As indicated.

a. May not refer to the abolition of user fees alone, but to a broader program of the expansion of education.
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students flee the schools accepting the vouchers (Carnoy 2000; Carnoy
and McEwan 2001, 2003), and this may lead to an overall decline in pub-
lic school performance.

Management and institutional reforms

The impact of decentralization on access, quality, and fiscal stance is in-
determinate and largely a function of the extent of decentralization, the
existing capacity at the local level, and the resources available to local
communities. With respect to equity, the gap in quality between rich and
poor districts may widen over time (Fiske 1996). An evaluation of El
Salvador’s experience with community-managed schools suggests that the
existence of tuition fees in some schools (despite the fact that EDUCO
schools are not supposed to impose fees) reflects inequities in the resources
available to schools. It has also been proposed that decentralization may
sometimes make it easier for discrimination against ethnic groups to occur
at the local level (Fretwell and Wheeler 2001). Bhatnagar and Williams
(1992) indicated that decentralization renders the resources for devel-
opment particularly vulnerable to capture by local elites. These public
resources may be used by the local elites primarily for private gain rather
than for the intended beneficiaries.

IMPLEMENTATION MECHANISMS

To prepare for rapid increases in enrollment, countries often adopt teacher-
training programs, including distance teacher education. In a number of
Latin American countries, conditional transfers (in which the transfers
are disbursed to households provided the children remain in school) rep-
resent a rapidly growing type of program aimed at ensuring that children
stay in school and that initiatives focused on universal primary education
are sustained.!®

MAIN RISKS

Reforms aimed at expanding the supply of education or removing the
financial barriers to education faced by households are susceptible to
changes in the economic environment. In particular, negative or low eco-
nomic growth, as well as deterioration in fiscal accounts, limits the scope
for expanding education. In Uganda’s case, success in reorienting public
expenditures was made easier by stable macroeconomic conditions and the
development of budget institutions (World Bank 2003). Budget reforms
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have allowed Uganda’s expenditure management system to evolve from a
cash budget system to the medium-term expenditure framework to the
Poverty Action Eradication Plan, ensuring that budgetary priorities receive
sufficient funds. In contrast, under relatively more unstable conditions and
with poorly developed budgetary systems, other governments have found
programs for universal primary education difficult to sustain.

The political economy of education reforms implies that the politi-
cal context is also critical for sustaining the reforms. In Uganda in the
mid-1990s, for example, the president had to contend with dissatisfaction
among newly elected members of parliament over rapid increases in
enrollment unmatched by increases in resources (Moulton et al. 2001). In
Latin America during the 1990s, encouraging greater parental involve-
ment in education planning, where there was little tradition of parental
and community participation, was a key challenge in implementing and
sustaining reforms (Grindle 2004).

OTHER ISSUES

A number of intervening factors influence how well reforms are executed.
The distributional consequences often depend on whether these factors
advance or limit the intended effects of the reforms. For example, it is crit-
ical that programs aimed at expanding the supply of education, by con-
structing schools in or targeting spending toward poorer communities,
also identify the necessary complementary measures.

Country experiences with the elimination of user fees suggest that the
private costs (informal fees) are still high even after user fees have been
abolished. In part, this reflects problems in implanting policies for free pri-
mary education, such as the problem of an inadequate allocation of
resources to compensate for the loss of revenues from school fees. The
capacity of school systems to absorb qualified teachers and the availability
of such teachers for rapid deployment are also recurring issues in Univer-
sal Primary Education Initiatives. Conversely, for initiatives introducing
cost recovery, it may be the timing of the implementation of fees, rather
than the magnitude of the fees, that affects the affordability of education.

With respect to vouchers, universal schemes may increase cream-
skimming or sorting. When the voucher scheme is restricted to poor
households, the effects may be more positive.

With respect to decentralization, the financing scheme is important.
For the formula-based allocation of expenditures, there are potentially
perverse incentives whether the formula is grounded on the number of
teachers or on the number of students (capitation-based financing). For
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example, systems that use a formula involving the number of students
have suffered from suboptimal pupil-teacher ratios, as well as misreport-
ing in enrollment and retention statistics. There is also an issue of capac-
ity within decentralization reforms, because local governments may not
be fully prepared for their new responsibilities.

The mechanism to determine teachers’ wages may undermine reforms
that aim to introduce competition and rewards for good performance.
It may compress the resources for education. In Nicaragua’s experience
with school autonomy, the Ministry of Education negotiates with the
labor union on collective wage increases. It has been argued that such an
approach may undermine merit-based wage increases and use up available
incremental funds, making it difficult to allocate extra funds to schools in
poorer municipalities (Belli 2004).

Decentralization or the introduction of new relationships of account-
ability presupposes the existence of local communities interested in hold-
ing service providers accountable and who are willing to do so. In a sense,
a “culture of accountability” is a necessary condition if decentralization is
to improve services.'* In addition, to hold service providers accountable,
local communities need to be better informed about the level and quality
of the services to which they are entitled and the level and quality of the
services they actually obtain. There are a number of initiatives aimed at
making local communities better informed, such as the school report
cards program in Brazil.

STAKEHOLDERS

Education initiatives in this family of education policy reforms may affect
stakeholders negatively or positively, or the impact may be indeterminate.
Among the groups expected to be affected negatively are teachers’ unions
(under management reforms) and students in higher levels of education
(who may lose subsidies when expenditure is reallocated). In contrast,
reforms may positively affect funding agency actors and local elites through
increases in their decision-making powers (supply expansion or manage-
ment reforms). In some cases, reforms may augment the exposure of serv-
ices to local capture. The impact on households and central government
bureaucrats, meanwhile, is largely indeterminate. Among households, the
impact depends on how reforms alter household incomes, the relative
prices of goods, and the quality of the services provided. Among central
government bureaucrats, the impact depends on whether the reforms
enhance their authority (reallocation, supply expansion) or weaken it
(decentralization).
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However, a simple calculation of the winners and losers fails to reveal
the many dimensions of the political economy of reform. Grindle (2001)
has proposed that social sector reforms are best understood as dynamic,
evolving processes in which some actors and institutional arenas are more
relevant or more likely to be strategically important at particular phases.
The phases include agenda setting, design, approval, implementation, and
the efforts to sustain the reforms. An understanding of the political econ-
omy of reforms thus requires an understanding of the critical decisions
made at each phase by specific actors within specific institutional arenas.

TOOLS FOR POVERTY AND SOCIAL IMPACT ANALYSIS

The section below discusses quantitative and qualitative tools that have
typically been applied to evaluate education policy reforms. The tools are
examined separately, although a combination of several techniques may
be used simultaneously. Each tool provides a unique perspective, but they
each may also have distinct drawbacks. The use of the tools in combina-
tion can provide a rich source of information on the diverse characteris-
tics of the poverty and social impacts of education policy reforms.

The section on quantitative tools is arranged according to the increas-
ing complexity of the tools. The tools become more technically demanding
depending on the data desired, the assumptions about household behav-
ior, and the assumptions about the links between households and markets
(either all markets, or a subset of markets). However, there is a significant
overlap among the methods. For instance, some types of marginal incidence
analysis rely on estimates of demand based on reduced-form equations. In
general, the tools described below are suited to the basic mapping depicted
in Figure 6.1. The typical evaluation of a particular reform involves an
assessment of the effects of the reform on individuals, households,
communities, and government units separately or in combination with the
beneficiaries. The evaluations are based on prior assumptions about the way
the reform’s impact on prices, income, and wages, for example, subsequently
influences the distribution of access, quality, and authority.

Quantitative techniques

Public expenditure tracking. Some studies use various quantitative tech-
niques to assess the efficiency of service provision. Public expenditure
tracking surveys track the flow of resources through the bureaucracy from
the central government down to the service facility. These surveys deter-
mine the share of the originally allocated funds that actually arrives at the
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facility and the amount of time required for this journey to be completed.
Tracking surveys of this sort might help determine the likely impact of, say,
areallocation of education expenditures, including whether the resources
can be expected to reach the intended beneficiaries. They may also be
cross-validated through service delivery surveys to gauge the perceived
effectiveness of service provision. Such surveys may reveal significant
geographic variations in service delivery. A tracking survey of this kind
in Uganda (Reinikka and Svensson 2001), for example, drew on panel
data from a survey of public primary schools to assess the degree of leak-
age of public funds. The results indicated that significant leakage existed
and that the leakage varied according to the sociopolitical endowment
of the schools.

Benefit incidence analysis. Benefit incidence analysis (BIA) relies on
household survey data and information on public expenditure to assess
the current distribution of benefits among different groups, such as house-
holds at various income levels. A standard BIA has two components: a
measure of the value received by the unit of analysis (individuals or pop-
ulation groups) and a gathering of the sample along selected dimensions
(normally expenditure or income quantiles). There are technical diffi-
culties with the valuation of the benefits received by users; as typically
implemented, BIAs therefore simply count the users. The analysis has
generally been used to identify the beneficiaries of public spending on
education and health care (see Demery 2003 for a review of the litera-
ture). It has also been employed as an ex post evaluation of education
policy reforms (Al-Samarrai and Zaman 2002; Castro-Leal 1996). For a
predictive analysis, a BIA may assist in making inferences about the likely
distributional impacts of an increase in expenditure or the abolishment
of user fees (assuming that the impacts are proportional to the current
distribution of benefits). For any understanding of the distributional
impacts of policy reforms, BIAs exhibit a more fundamental limitation:
They do not account for quality differences in services. Many services
in developing countries are disproportionately consumed by the poor
because they are self-targeted services of inferior quality. If richer house-
holds abandon mediocre public schools for superior private schools, the
benefit incidence of public education would be counted as progressive by
a BIA. In this case, the progressivity is hardly a result of policy, but rather
a result of neglect and poor outcome.

Marginal incidence analysis. Gauging the current average benefit inci-
dence of public spending is helpful if one wishes to make inferences about
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the likely effects of program expansion. There is evidence, however, that the
marginal gains of the poor may be high even through interventions not
currently showing a pro-poor average incidence (for example, see Lanjouw
and Ravallion 1999). For this reason, marginal incidence analysis may be
used to evaluate the marginal gains of poor households following, say, the
expansion of education. Al-Samarrai and Zaman (2002) have employed
such an analysis to evaluate retrospectively the impact of education policy
reform in Malawi. Marginal incidence analysis may be applied predictively
to simulate the likely impact of an increase in education expenditures.
Younger (2003) reviewed the relevant methods that have been imple-
mented to measure the benefit incidence of marginal expansions in serv-
ices, including simpler versions that compare BIA at two points in time,
versions that rely on regressions of program participation to reveal the ways
expansions in coverage affect the participation of different population
groups, and versions that calculate the variations in coverage necessary to
compensate for policy changes. The data requirements differ. In some cases,
a single cross-sectional survey produces a sufficiently reliable estimate of
marginal incidence based on spatial variations in coverage. In other cases,
atleast two cross-sections are needed to observe the changes in benefit inci-
dence as programs expand.

Reduced-form estimation. Regression analyses relying on reduced-form
equations have been exploited widely in the literature on education policy
reform to make inferences about the likely impact of reforms or evaluate
the impact of past reforms, depending on the availability of appropriate
data and the particular specification adopted. These regressions draw on
both household survey data (or school-level data) and cross-country data
and are generally of the form:

Equation 6.1 Y, = BX,,,+e,,

In Equation 6.1, Y;, might be observed education outcomes or measures
of access for individual 7, wage for individual i, school quality, economic
growth for country i, or average education indicators for country i, at
time t. X;, is a vector of individual, school, or country characteristics,
which may include measures of policy reform (for example, a dummy
variable for the prereform and postreform periods), the magnitude of
fees, and years of education. B is a vector of coefficients, and e;, is the
residual. Depending on the particular specification of Equation 6.1, this
reduced-form equation could be used to estimate (a) the household
demand for education (Y'is access; X includes user fees or measures of the
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“price” of education); (b) the returns to education (Y is income; X
includes years of schooling); (¢) the impact of a selected reform on meas-
ures of educational outcomes; and (d) determine (a) and (c) by using a
panel of households, a cross-section of households, a panel of countries,
or a cross-section of countries, as appropriate.

The demand for education (a) has been estimated to evaluate policy
reforms retrospectively or to predict the likely impact of education
reforms, particularly those related to user fees or a potential financing bar-
rier to household demand for education (for example, see Birdsall and
Orivel 1996). Thus, a large body of literature has emerged from these
demand studies on the price elasticity of demand for education. Propo-
nents of user fees have used the results to argue that the aggregate price
elasticity of demand for education is low (Appleton 2001a; Jimenez 1989;
Reddy and Vandemoortele 1996), and cost recovery is unlikely to affect
access significantly. However, critics have argued that (a) the price elastic-
ity of demand varies by income and that the poorest households also show
high elasticities;'> and (b) the experience with the removal of user fees
(and the subsequent increases in enrollments) indicates that the aggregate
elasticity is probably inadequately measured (Reddy and Vandemoortele
1996). Appleton (2001b) reviews some of the typical econometric prob-
lems associated with these demand studies, including endogeneity and
reverse causality (for example, fees may be higher where the demand or
enrollment is high).!

Using data drawn from household surveys, reduced-form regressions
of the natural logarithm of individual wages on years of schooling have
been estimated to make inferences about the returns to education (b). This
particular specification is sometimes referred to as the “human capital
earnings function” (or the “Mincerian wage equation”). It has been used to
make education policy decisions based on how the rate of return to school-
ing varies by education level, for example, or by gender. In particular, there
is now a large amount of literature on the rates of return to education
investments (for example, see Psacharopoulos 1994) suggesting that the
rate of return to investment in primary education is high and is higher than
that of either secondary or tertiary education expenditure. Knight and
Sabot (1981) have used this framework to show that the expansion of pri-
mary education may affect wage inequality. More recently, using a similar
framework, Bouillon, Legovini, and Lustig (2003) showed that, in Mexico
during 1984-94, changes in the levels of and returns to education were
responsible for about two-fifths of the increase in inequality (as measured
by the Gini coefficient). However, despite the paradoxical effects of the
gains in education and in the distribution of education, they conclude that
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little emphasis has gone to improving Education for All, particularly for
those people who are least able to improve education on their own. They
emphasize that education helps to reduce poverty, regardless of its conse-
quences in distribution.

Equation 6.1 has been used to estimate the impact of specific educa-
tion policy reforms (c), with Y as a measure of education outcome or stu-
dent performance, for example, according to test scores or passing rates.
Such retrospective evaluations of policy reform are typically based on a
panel of households or a cross-section of households. Where the setting
allows for a natural policy experiment or a random selection of schools
for the reform, Equation 6.1 may be estimated through single-equation
methods. In fact, there is now a growing amount of literature that uses
randomized evaluations of education programs and exploits the ran-
domized phasing in of programs to address the omitted variables bias
common in standard retrospective evaluations (Kremer 2003). These
include the following examples:

B Angrist and others (2002) evaluated the Colombian voucher program
through which lotteries were used to distribute vouchers. Three years
later, lottery winners were more likely to be attending private schools,
completing the eighth grade, and scoring higher on standardized tests.

B Galiani and Schargrodsky (2002) evaluated the effect of secondary
school decentralization on educational quality in Argentina. They
exploited the exogenous variation in policy reform, whereby decen-
tralization took place across all provinces, but at different periods and
intensities. They showed that decentralization is generally associated
with enhanced education quality, but the effect varies according to fis-
cal management capacity. In severely mismanaged districts, decen-
tralization leads to negative outcomes. This provides evidence that, in
some instances, decentralization may adversely affect the distribution
of school quality. In cases in which education reform is assumed to be
endogenous, Equation 6.1 is typically estimated using simultaneous
equation models, such as two-stage least squares with appropriate
instruments for the reform variable.!”

Cross-country regressions analogous to (a), (b), and (c) have also
been used to evaluate the impact of levels of education on growth and the
impact of education resources on school quality (Barro and Lee 2001).
Closely related to cross-country regression in the level of aggregation,
time series techniques relying on aggregate macroeconomic data have
likewise been employed to determine the causal impact of levels of edu-
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cation on growth (Self and Grabowski 2004). While the results may
potentially be used for predictive analyses or out-of-sample predictions,
cross-country regression results are probably too broad and generally less
handy for making country-specific decisions on education policy or for
estimating the distributional impact of education policy.'

Computable general equilibrium (CGE). CGE models form a class of
models wherein production activities, factors, and institutions and their
links are fully specified. These require both national accounts and survey
data. They are compiled into a single information matrix (the social
accounting matrix [SAM]), in which the links among activities, factors,
and institutions are organized. Because they are technically demanding
and data intensive, they have been rarely applied in examining the impact
of education policy reforms. Jung and Thorbecke (2003) have used mul-
tisector CGE techniques to look at the impact of targeted education
expenditures on growth and poverty reduction in Tanzania and Zambia.
Their simulations suggested that higher education expenditure raises
economic growth and alleviates poverty. However, they also found that
increases in expenditure need to be accompanied by better targeting of
spending (through, for example, the construction of schools in rural areas),
enhanced demand for labor, and sufficient levels of physical investment.

Qualitative techniques

Qualitative surveys draw on a variety of methods that can be broadly
classified into three categories: participatory approaches, ethnographic
approaches, and textual research methods. A widely cited example is a
study of the current state of education in India that drew heavily on qual-
itative data and the personal observations of field investigators (Probe
Team 1999). The methods may provide critical information about the
context of reforms, assist in understanding the quantitative results, aid in
determining the quantitative parameters, and shed light on dimensions
of the distributional impact of reforms that are not easily quantifiable.
For example, structured and semistructured interviews of head teachers,
teachers, school administrators, members of parents-teachers associa-
tions, and parents may supply critical information about how education
policies are implemented and perceived and the likely impact of reforms.
Such surveys may help test the hypothesis that the timing of user fees, not
user fees in themselves, is the primary determinant of access. It may be
that the demands for fees are made during inconvenient periods, for
example, between harvests.
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Stakeholder analysis. This particular tool relies on qualitative data to
describe the interests and level of influence of selected groups with respect
to policy reforms. For example, Natriello (2001) identifies major stake-
holders and their concerns in the use of privatization and vouchers to edu-
cate children from poor households. The stakeholders identified include
education professionals, service providers outside the public sector, polit-
ical leaders, local leaders, poor children and their families, and researchers
and policy analysts.

Institutional analysis. An alternative approach, which is closely related
to the other methods in its use of qualitative data, focuses on the decision-
making and implementation processes. Case studies of transition econ-
omies have used this method to assess the implementation of the de-
centralization of education and identify country-specific challenges along
three dimensions: the lack of clarity in the definition of responsibilities, the
mismatch between responsibility and authority, and the mismatch between
authority and accountability (Fizbein 2002).

Monitoring and evaluation

To monitor coverage, access, and quality, policy makers typically collect
information on enrollment rates (net and gross), repetition rates, dropout
rates, test scores, pupil-teacher ratios, the number of pupils per qualified
teacher, textbooks per pupil, and desks per pupil. To monitor the distrib-
utional dimensions of these indicators, disaggregated information (for
example, by gender, locality, income) are required.

As discussed in the section titled “Quantitative techniques,” the ben-
efit incidence of public spending on education provides information
about the share of education spending captured by households classified
by income groups. As typically implemented, benefit incidence does not
provide information about the absolute levels of benefits received by
households. For this reason, the monitoring of aggregate expenditure lev-
els by the government is critical.

The monitoring of household expenditures, meanwhile, may provide
complementary information on the out-of-pocket payments made by
households for education services. This may also provide information on
the magnitude of both official school fees and informal user fees.

NOTES

1. Burnett and Patrinos (1997) review some of the developments that have cre-
ated the conditions for reform.
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. It may be argued, however, that curriculum reform may enhance equity

(Reimers 2000, 75). The choice of language of instruction may tend, for
example, to exclude some ethnic groups. It has also been said that the school
calendar has an urban bias and places rural children, who are forced to be
absent during harvests, at risk of failure. There is, nonetheless, relatively
weaker documentation on some of the distributional effects.

. For readers with a particular interest in country experiences with incentives

for improving teacher performance, studies conducted by Lopez-Acevedo
(2004a, 2004b) are useful.

. There is little existing documentation on the effect of policy reforms on eth-

nic groups, although there could be important disparities in educational
achievement across these groups. There is evidence, for example, that impor-
tant differences exist in the quality of the schools attended by indigenous and
nonindigenous students (McEwan 2004).

. See World Bank (2003) for a review of the benefit incidence of public educa-

tion expenditure by level.

. Higher user fees imply that households require higher out-of-pocket expen-

ditures; because poorer households pay a larger share of their incomes for
user fees, the fees are regressive.

. See Bouillon, Legovini, and Lustig 2003; Knight and Sabot 1983; Psacharopou-

los 1994; Psacharopoulos and Patrinos 2002.

. Chay, McEwan, and Urquiola (2003) find the impact of the program positive

for student achievement, but it is much smaller than generally believed. They
suggest that the program may not have correctly identified the most poorly
performing schools.

. The price elasticity of demand for education may vary by income (Gertler

and Glewwe 1989).

Duflo observes that, in Indonesia’s case, physical capital did not adjust to the
increases in human capital in the regions where schools were built. She is
unable to explain why the stock of physical capital failed to adjust despite the
public announcement of the program and the gradual implementation over
10 years. The experience nonetheless suggests that education reforms need to
be designed within a broader framework of a country’s development plans
and growth strategy. See Jones (1998) for a discussion of the problems related
to school expansion and the limited demand for high school graduates in
poor regions of Indonesia.

Deolalikar (1998) provided interesting evidence that an expansion of school
facilities in Kenya increased enrollments among poor but not rich children.
Conversely, improvements in quality (in the teacher-pupil ratio) raised
enrollments among rich children, while decreasing enrollments among poor
children.

There is little evidence, however, that vouchers have actually led to greater
competition (Carnoy 1997).

See Moulton and others (2001) for a discussion of the implementation
instruments in education reform.
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14. However, it is impossible in practice to estimate beforehand how much power
communities will effectively be able to handle. In fact, the ability of commu-
nities to undertake collective action seems generally to be underestimated.
Thanks to Luis Crouch for raising this point.

15. A recent retrospective evaluation in Uganda showed that the gains in enroll-
ment following the elimination of user fees have been highest among the
poor (Deininger 2003).

16. Assuming that a significant statistical relationship exists between fees and
access, it may be possible to use the parameter estimates to produce a rough
approximation of anticipated changes in quality (for example, projected
changes in the pupil-teacher ratio) and, in turn, an approximation of the
impact of changes in quality on student performance, assuming that a statis-
tical relationship exists between quality indicators and student performance
(for example, see Appleton 2001b).

17. For example, King and Ozler (1998) estimated the impact of school autonomy
on student performance in Nicaragua using a structural model for student per-
formance, while taking into account the selection process in reform. They
found that autonomy has been effective in raising performance. Jimenez and
Sawada (1999) also used an exogenously determined formula to target schools
as an instrumental variable to evaluate the impact of El Salvador’s community-
managed-schools program.

18. Of course, even reduced-form cross-country regressions may allow for some
disaggregation to account for variation in outcomes across broad income
groups. Bidani and Ravallion (1997) use a random-coefficients cross-country
model to allow for the variance between the poor and non-poor in the impact
of spending on social indicators.
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Analyzing the Distributional
Impact of Reforms

A practitioner’s guide to trade, monetary and exchange rate policy,
utility provision, agricultural markets, land policy, and education

The analysis of the distributional impact of policy reforms on the well-being or
welfare of different stakeholder groups, particularly on the poor and vulnerable,
has an important role in elaborating and implementing poverty reduction
strategies in developing countries. In recent years this type of work, labeled as
Poverty and Social Impact Analysis (PSIA), is increasingly implemented in order to
promote evidence-based policy choices and foster debate on policy reform options.

Although information is available on the general approach, techniques, and tools for
distributional analysis, each reform area displays a series of specific characteristics.
These have implications for the analysis of distributional impacts, including in terms
of the types of impacts and transmission channels that warrant particular attention,
the tools and techniques most appropriate, the data sources typically utilized, and
the range of political economy factors most likely to affect the reform process.

Analyzing the Distributional Impact of Reforms covers six key areas of policy reform
that are likely to have significant effects on distribution and poverty: trade, monetary
and exchange rates, utility provision, agricultural markets, land, and education.

Each chapter is organized around the different transmission channels through
which policy reforms can be expected to affect the population. The chapters
provide an overview of the typical direction and magnitude of the expected
impacts; the implementation mechanisms through which reforms are typically
carried out; the stakeholders who are likely to be affected by the reform, positively
or negatively, or who are likely to affect the reform; and the methodologies typically
used to analyze the distributional impact. Each chapter illustrates these points with
examples, applications, references, sources, and a bibliography.
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