







UNDERSTANDING POVERTY




Understanding Poverty

EDITED BY
Abhijit Vinayak Banerjee
Roland Bénabou
Dilip Mookherjee

[image: Image]


[image: Image]

Oxford University Press, Inc., publishes works that further
Oxford University’s objective of excellence
in research, scholarship, and education.

Oxford New York
Auckland Cape Town Dar es Salaam Hong Kong Karachi
Kuala Lumpur Madrid Melbourne Mexico City Nairobi
New Delhi Shanghai Taipei Toronto

With offices in
Argentina Austria Brazil Chile Czech Republic France Greece
Guatemala Hungary Italy Japan Poland Portugal Singapore
South Korea Switzerland Thailand Turkey Ukraine Vietnam

Copyright © 2006 by Oxford University Press, Inc.

Published by Oxford University Press, Inc.
198 Madison Avenue, New York, New York 10016

www.oup.com

Oxford is a registered trademark of Oxford University Press

All rights reserved. No part of this publication may be reproduced,
stored in a retrieval system, or transmitted, in any form or by any means,
electronic, mechanical, photocopying, recording, or otherwise,
without the prior permission of Oxford University Press.

Library of Congress Cataloging-in-Publication Data
Understanding poverty / [edited by] Abhijit Vinayak Banerjee, Roland Benabou, Dilip
Mookherjee.
     p. cm.
Includes bibliographical references and index.
ISBN-13: 978-0-19-530519-7; 978-0-19-530520-3 (pbk.)
ISBN: 0-19-530519-1; 0-19-530520-5 (pbk.)
1. Poverty. 2. Poor. I. Banerjee, Abhijit V. II. Benabou, Roland. III. Mookherjee, Dilip.
HC79.P6U533 2006
362.5—dc22     2005018492

9 8 7 6 5 4 3 2 1
Printed in the United States of America
on acid-free paper


Contents

Contributors

Introduction and Overview
Abhijit Vinayak Banerjee, Roland Bénabou, and Dilip Mookherjee

1. Measuring Poverty
Angus Deaton

Part I The Causes of Poverty

2. Understanding Prosperity and Poverty: Geography, Institutions, and the Reversal of Fortune
Daron Acemoglu, Simon Johnson, & James Robinson

3. Colonialism, Inequality, and Long-Run Paths of Development
Stanley L. Engerman & Kenneth L. Sokoloff

4. The Kuznets Curve: Yesterday and Tomorrow
Thomas Piketty

5. New Growth Approach to Poverty Alleviation
Philippe Aghion & Beatriz Armendáriz de Aghion

6. Globalization and All That
Abhijit Vinayak Banerjee

7. The Global Economy and the Poor
Pranab Bardhan

8. The Role of Agriculture in Development
Mukesh Eswaran & Ashok Kotwal

9. Fertility and Income
T. Paul Schultz

10. Fertility in Developing Countries
Mukesh Eswaran

11. Corruption and Development
Jean-Jacques Laffont

12. Ethnic Diversity and Poverty Reduction
Edward Miguel

Part II How Should We Go About Fighting Poverty?

13. Redistribution toward Low Incomes in Richer Countries
Emmanuel Saez

14. Transfers and Safety Nets in Poor Countries: Revisiting the Trade-Offs and Policy Options
Martin Ravallion

15. Poverty Persistence and Design of Antipoverty Policies
Dilip Mookherjee

16. Child Labor
Christopher Udry

17. Policy Dilemmas for Controlling Child Labor
Kaushik Basu

18. The Primacy of Education
Anne Case

19. Public Goods and Economic Development
Timothy Besley & Maitreesh Ghatak

20. Intellectual Property and Health in Developing Countries
Jean Tirole

21. Public Policies to Stimulate Development of Vaccines for Neglected Diseases
Michael Kremer

22. Microinsurance: The Next Revolution?
Jonathan Morduch

23. Credit, Intermediation, and Poverty Reduction
Robert M. Townsend

Part III New Ways of Thinking about Poverty

24. Poor but Rational?
Esther Duflo

25. Better Choices to Reduce Poverty
Sendhil Mullainathan

26. Nonmarket Institutions
Kaivan Munshi

27. Racial Stigma: Toward a New Paradigm for Discrimination Theory
Glenn C. Loury

28. Aspirations, Poverty, and Economic Change
Debraj Ray

Index




Contributors

Daron Acemoglu
Department of Economics
Massachusetts Institute of Technology

Philippe Aghion
Department of Economics
Harvard University

Beatriz Armendáriz de Aghion
Department of Economics
Harvard University

Abhijit Vinayak Banerjee
Department of Economics
Massachusetts Institute of Technology

Pranab Bardhan
Department of Economics and Institute of International Studies
University of California at Berkeley

Kaushik Basu
Department of Economics
Cornell University

Roland Bénabou
Department of Economics and Woodrow Wilson School
Princeton University

Timothy Besley
Department of Economics
London School of Economics

Anne Case
Department of Economics and Woodrow Wilson School
Princeton University

Angus Deaton
Department of Economics and Woodrow Wilson School
Princeton University

Esther Duflo
Department of Economics
Massachusetts Institute of Technology

Stanley L. Engerman
Department of Economics
University of Rochester

Mukesh Eswaran
Department of Economics
University of British Columbia

Maitreesh Ghatak
Department of Economics
London School of Economics

Simon Johnson
Sloan School of Management
Massachusetts Institute of Technology

Ashok Kotwal
Department of Economics
University of British Columbia

Michael Kremer
Department of Economics
Harvard University

Jean-Jacques Laffont in memoriam
Institut d’Économie Industrielle (IDEI)
University of Social Sciences, Toulouse

Glenn C. Loury
Department of Economics
Brown University

Edward Miguel
Department of Economics
University of California at Berkeley

Dilip Mookherjee
Department of Economics and Institute for Economic Development
Boston University

Jonathan Morduch
Wagner Graduate School of Public Service
New York University

Sendhil Mullainathan
Department of Economics
Harvard University

Kaivan Munshi
Department of Economics
Brown University

Thomas Piketty
Fédération Paris-Jourdan and CEPREMAP
École Normale Supérieure

Martin Ravallion
World Bank

Debraj Ray
Department of Economics
New York University

James Robinson
Department of Government
Harvard University

Emmanuel Saez
Department of Economics
University of California at Berkeley

T. Paul Schultz
Department of Economics and Economic Growth Center
Yale University

Kenneth L. Sokoloff
Department of Economics
University of California at Los Angeles

Jean Tirole
Institut d’Économie Industrielle (IDEI)
University of Social Sciences, Toulouse

Robert M. Townsend
Department of Economics
University of Chicago

Christopher Udry
Department of Economics and Economic Growth Center
Yale University




Introduction and Overview

Abhijit Vinayak Banerjee, Roland Bénabou, & Dilip Mookherjee

Poverty is one of the central problems of economics. A staggeringly large number of people in the world live on less than $1 a day—almost one in five, amounting to over a billion people. If the poverty line is raised to $2 a day, over half the world’s population is poor. Even by this definition, someone who is poor still consumes less in one month than what most people in the developed world consume in a single day, often in a single meal. Though these consumption measures represent material standards of living—food, clothing, shelter, transportation, fuel, school tuition, and so on—they also correlate closely with wider notions of capabilities and well-being. The poor are not just cold and hungry; they are also frequently malnourished, illiterate, prone to sickness, unemployment, alcoholism, and depression; they are excluded from many markets and social groups, and are vulnerable to natural disasters and predation by organized crime and rapacious officials. Poverty limits awareness of their rights and their ability to access legal institutions to protect those rights. Worse still, they are often trapped in this situation for most of their lives, with little hope of release for themselves and their children. The problem is particularly acute in developing countries, but is by no means restricted to them: substantial pockets of poverty exist in many rich countries. Poverty is a tragedy not only for the individuals concerned but also for the world at large, being intimately linked with some of the most pressing social and political problems of our time: crime, violence, broken families, loss of communities, public health crises, overpopulation, environmental degradation, corruption, poor governance, and ethnic conflict.

Since the mid-1980s there has been a large amount of exciting research by economists on poverty. Much of this work has been inspired by the combination of a body of theory that takes market failures and institutional failures seriously with access to a world of new data directly relevant to poverty, often collected in the field by the researchers themselves. Unfortunately, much of the knowledge generated by this research is not available to a wider public, unless they are willing to delve into the pages of specialized journals. This has the unfortunate consequence that broader political attitudes of the educated public and policy makers toward antipoverty policies have remained largely uninformed by what economists have learned since the mid-1980s in the last twenty years.

Some of this ignorance reflects the fact that researchers have few opportunities, and even fewer incentives, to venture into the public arena. Speaking out in public is never easy, because so much depends getting the tone right. One has to know how to avoid the Scylla of oversimplifying advocacy without getting caught in the Charybdis of an evenhandedness that leaves everything unresolved. It is therefore no surprise that the average economist is often reluctant to air his views in public, preferring to remain on the more familiar terrain of scholarly debate. This is particularly true on politically polarized issues such as those relating to poverty, globalization, underdevelopment, or child labor. To speak out is to risk misunderstanding, caricature, and opprobrium, with being ignored the most likely outcome.

This volume came out of the feeling that something important was getting lost as a result of this state of affairs. We felt it would be useful to put together a body of critical essays, written primarily for non-economists, and written well, that would take on different aspects of the problem of poverty. We also felt that there should be a particular emphasis on developing countries, where the issue is most critical. The ideal essay would be one that would lead the reader through its own reasoning process, from the basic facts through the methodology and all the way to a conclusion of practical relevance on some important issue. This, we thought, would be the most effective way of communicating to a broad audience the essence of what has been learned about poverty and some of the policies that can most effectively combat it.

With this goal in mind we solicited contributions from a diverse group of economists currently doing some of the leading research related to poverty, broadly construed. Rather than a traditional survey, we asked each of them to write an essay that would convey to an audience of serious non-specialists their own views of what the most important insights on a given topic are, and how these can inform policy. We also encouraged them to lay out what economists do not yet know but would like to know, since this will presumably define the research agenda and subsequent policy design in the years ahead.

There were also methodological considerations in putting together the volume. First, we focused primarily on what economists call “micro” issues, those involving the circumstances of specific households, enterprises, communities, or markets. We were also keen to bring in some of the recent work on the role of institutions and the influence of politics on economic outcomes. Another objective was to include contributions dealing with some of the global issues that loom large today, such as globalization and intellectual property rights. Left out are important macroeconomic issues such as deficits, monetary policy, and exchange rates, largely on the ground that those share a distinct methodology and set of concerns only indirectly connected with poverty. They could conceivably form the subject of another volume.

Second, in the (very rough) dichotomy between well-established knowledge and principles and “new” approaches and results, we privileged the second. This is of course not to say that the standard economic recommendations of enforcing secure property rights, liberalizing agricultural markets, eliminating major price distortions, and promoting competition or openness to trade are not also relevant for development and poverty reduction. Indeed, many of them are discussed in various chapters of this volume. But the arguments that go with many of these are quite familiar, almost to the point where they constitute the stereotype of “economist-speak.”

By contrast, most new developments since the mid-1980s in this area have stemmed from economists’ having to grapple with, model, and devise solutions for breakdowns in the functioning of certain markets. The most pervasive of these “market failures” are those that impede the ability of the poor to make the private or collective “investments” they need to escape poverty. The problem is particularly acute in the financial sector, where the poor are frequently excluded from credit and insurance markets.

Recognizing the central role played by market imperfections in the genesis and persistence of poverty does not, however, translate into a blind faith in government intervention. Indeed, a second major line of research during this period has focused on the failures of government interventions and collective action to deliver what the poor need. Several chapters of the volume thus focus on topics such as corruption, rent-seeking or capture by an elite, public sector reform, optimal incentives, and institutional design.

Third, we gave a preeminent place to empirically oriented research: presenting the facts themselves, which often are not well known by the general public, as well as explaining the frequently novel methods by which these facts were uncovered. We did, however, include a number of purely theoretical contributions that we felt would help the reader think about these facts and their implications. Taken together, the essays in this volume are representative of the constant cycle of interchange between theory, field-based empirical studies, and policy design that is the hallmark of modern development economics.

The impetus for putting together a book of this kind originated from the MacArthur Foundation-sponsored Research Network on Inequality and Economic Performance, in which the three of us are participants. We owe a special debt to the network for this role, and more fundamentally for bringing together an interdisciplinary group of economists, political scientists, and sociologists with a shared interest in inequality, poverty, and economic development. In particular, we thank the leaders of this network, Pranab Bardhan and Samuel Bowles, for their active encouragement of the production of this book. We did not, however, restrict ourselves to members of this network in inviting contributions, and cast a much wider net.

The essays are organized into three main sections. The first deals broadly with the origins and determinants of poverty, including the roles of historical legacies of colonialism versus geography and culture, of legal and political institutions, of government policy, and of globalization. The second section deals with the design of antipoverty policy in a number of specific areas, such as tax and welfare systems, child labor regulations, education, microcredit, intellectual property rights, and alternative mechanisms for delivering public services. The last section deals with new directions for thinking about poverty, particularly those that deviate from the conventional approaches used by economists and impinge upon areas traditionally covered by psychology and sociology.

The rest of this introductory chapter is organized as follows. The following section lays out some broad facts concerning poverty and discusses issues surrounding the measurement of poverty, an issue addressed in the first essay, by Angus Deaton. This is followed by three sections, each providing a commentary on the collection of essays in each of the three main sections of the volume.

THE FACTS: HOW MUCH POVERTY? WHERE IS IT? IS IT GETTING WORSE?

Everyone is aware that there is a lot of poverty in the world, irrespective of how economists choose to measure it, and that it is disproportionately concentrated in Asia and Africa. Nevertheless, it is useful to confirm these impressions with careful measurement. It is even more useful to identify relevant correlates of poverty, as a first step in diagnosing the problem. Has poverty grown over the past century, or the past few decades? How does it relate to growth, globalization, overpopulation, or any other possible cause or symptom that we care about? What are the Millenium Development Goals with respect to poverty reduction? Do the facts suggest anything about suitable policies?

The first essay in the volume, by Angus Deaton, introduces some of the key issues concerning poverty measurement. As he argues, poverty is a multidimensional phenomenon encompassing lack of access to various basic necessities, such as nutrition, health, education, housing, security, and opportunity for future improvement. Yet there is a need for measures simple enough to grasp and remember that can be compared across space and time; otherwise it is easy to get lost in a morass of statistical detail. This is the idea that the poverty line serves. It sets a standard for what it means to be poor, usually defined in terms of the amount of money needed to achieve some accepted standard of consumption. This, obviously, still leaves a lot that is open to disagreement: Should the standard be met on the basis of nutritional requirements? Or on the basis of some vision of what people ought to have? How does one adjust for differences in the cost of living, or the variations in the exchange rates? Should one simply count the number of people below the poverty line, or should one give more weight to the depth of poverty?

The measure of poverty most frequently used and reported (for instance, by policy makers, multilateral institutions, or the media) is the number of people living below (i.e., with consumption below) a poverty line of either $1 or $2 per day, expressed in terms of 1993 U.S. dollars, adjusting for differences in purchasing power across different currencies. This corresponds quite closely to the poverty lines used in the poorest countries. In terms of these measures, there is indeed a lot of poverty. Approximately 1.2 billion people—about a fifth of the world’s population—fell below the extreme poverty line of $1 a day in the late 1990s. If we use the $2 line, this number rises to 2.8 billion, more than half the world’s population.

Most global poverty is concentrated in South Asia and sub-Saharan Africa, where the proportions of people in extreme poverty were 40% and 46%, respectively, in 1998. Of the 1.2 billion, over 800 million were located in these two regions, and another 280 million in East Asia (including China). One therefore has to focus particularly on Asia and sub-Saharan Africa when thinking of problems of global poverty.

Using other dimensions of basic needs points to the same general pattern. The 2004 Human Development Report shows that of the 831 million people who were undernourished in the year 2000, sub-Saharan Africa, East Asia, and South Asia, respectively, accounted for 185 million, 212 million, and 312 million. Of the 104 million primary school-age children not in school, they included 44, 14, and 32 million, respectively. Of the 11 million children under the age of five dying each year, 5, 1, and 4 million of them were in these three regions. They also had 273 million, 453 million, and 225 million people without access to improved water sources, out of a global total of 1.2 billion.1 The crude method of using a simple consumption threshold of $1 or $2 thus appears to capture many other relevant dimensions of poverty as well.

The Millenium Development Goals, adopted by a United Nations summit of representatives of 189 countries in September 2000, consist of eight objectives to be achieved by 2015, covering poverty, hunger, primary education, gender equality, child mortality, and access to water and sanitation. The measure of extreme poverty (proportion below $1 a day) is sought to be reduced by half of the 1990 levels by the year 2015. Most projections show that these goals are unlikely to be met on the basis of current performance in sub-Saharan Africa, as well as in countries in Central and Eastern Europe and the CIS. The goals for universal primary education and for reducing child mortality by two-thirds are expected to be at least one hundred years away in sub-Saharan Africa, and no dates can be set for achievement of the goals concerning hunger, poverty, and access to sanitation, because performance in these areas is currently worsening in sub-Saharan Africa rather than im-proving.2

There has been some recent controversy concerning poverty estimates and projections into the future, not just among different academics but also spilling over to the pages of The Economist.3 The estimates reported above have been calculated by the World Bank, on the basis of consumption surveys of households in different countries. The Economist reported much lower levels of poverty—only 7% of the world’s population below $1 a day in 1998, rather than one fifth—using a different methodology (in which country incomes are calculated on the basis of national accounts data, and the breakup of this total across different groups is inferred from inequality estimates obtained from the consumption surveys).

Whatever the relative merits of the different methodologies, the main differences they give rise to concern mainly the level of poverty. There is much less disagreement over changes in global poverty. Between the early 1980s and 2001, both sets of estimates show that poverty rates fell by almost half: approximately 400 million people crossed the $1 threshold during this time. This amounts to a fairly dramatic reduction in poverty. There is thus no basis for views, often expressed by protesters against globalization and privatization, that these trends have coincided with a rise in global poverty. Most of the poverty reduction happened in Asia, and particularly in China, which has experienced growing integration into the world economy and a rise in market forces. On the other hand, the geographic distribution of global poverty changed dramatically. The number of poor people roughly doubled in Africa: in the early 1980s this continent housed one in ten of the world’s poorest, a proportion that rose to one in three by 2001.4

Longer-term trends in poverty also show a secular decline over the past two centuries. Table 0.1 shows the best currently available estimates (from Bourguignon and Morrisson 2002) of the extreme poverty rate (proportion of world population under the $1 a day threshold in 1985 U.S. dollars, corrected for differences in prices across countries), along with average life expectancy, world per capita income, and measures of inequality. The poverty rate dropped from 84% in 1820 to 66% in 1910, then to 55% in 1950, and to 24% in 1992. The second half of the twentieth century thus witnessed a dramatic reduction that had little historical precedent. Patterns of life expectancy showed a similar improvement, rising from 27 years in 1820 to 33 years in 1910, then to 50 years in 1950, and to 61 years in 1992. These reductions in poverty coincided with rising per capita incomes, which doubled in the course of the nineteenth century, and more than trebled in the twentieth century.

This positive association between growth and poverty reduction has been observed more generally, not only across countries but also within countries over varying periods of time. For instance, over the course of a business cycle, poverty rates in any given country typically drop during upswings and rise during recessions. Such patterns obtain throughout different regions of the world, in both developed and developing countries, with few exceptions.5 While this is frequently viewed as a manifestation of the saying that “a rising tide raises all boats,” or of the “trickle down” view that the only effective way to reduce poverty is to promote growth, Deaton (among many others in this volume) cautions against reading too much into these facts. In particular, he notes that growth at the bottom of the income distribution has generally not been as rapid as overall growth, particularly in recent decades. Table 0.1 shows that the income share of the bottom fifth of the world’s population has more than halved since the early nineteenth century.

Table 0.1: World Distribution of Income and Life Expectancy Since 1820
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More important, one should not infer from these facts that raising growth alone is sufficient to ensure reduction of poverty, and therefore that policy makers can afford to ignore distributional matters. Such a view imputes a particular direction of causation, from growth to poverty reduction, as well as the implicit assumption that policies cannot effectively reduce poverty via any other channel. Yet the facts point only to a positive correlation. They are equally consistent with the reverse flow of causation—that poverty reduction drives growth instead of the other way around. In that case, the appropriate lesson for policy makers also gets turned on its head: policy makers should focus primarily on reducing poverty, and growth will take care of itself. As it stands, the fact of a positive correlation does not settle the direction of causation, or whether there is any causal connection at all—perhaps some third factor is correlated with growth, on the one hand, and with poverty, on the other. We shall return to these issues later on.

Deaton’s concern with the failure of the bottom of the income distribution to grow on par with the rest reflects a more general pattern of rising income inequality. The Bourguignon-Morrisson estimates reported in Table 0.1 show that income inequality grew substantially over the course of the past two centuries. This means that a larger proportion of the benefits of growth flowed to the rich: for instance, the share of the top 10% grew from 43% to 53% between 1820 and 1992, while that of the bottom 20% fell from 4.7% to 2.2%. Hence, while the poor do not become poorer, the benefits of growth tend to be skewed in favor of the rich.

The last two rows in Table 0.1 provide an interesting perspective on this pattern of rising inequality. They show the part of overall inequality that results from inequality within different country groups, contrasted with that arising from inequality across country groups [where the world is grouped into six regions: Africa; Japan, Korea, and Taiwan; Asia (excluding Japan, Korea, and Taiwan]; Latin America; Eastern Europe; and Western Europe and its offshoots). In 1820 the bulk of inequality was accounted for by disparities within country groups. Over time, within-country group inequality has become smaller, while between-country group inequality has risen markedly, and now accounts for the dominant share of overall world inequality. In other words, inequality in the world today is largely inequality between regions rather than inequality within regions. Two centuries ago nearly all countries were uniformly poor; nowadays only some are. This reinforces what we noted above regarding the geographic concentration of the world’s poor. And, combined with the facts noted above concerning the correlation of growth rates with reductions in poverty, it implies that we cannot ignore macroeconomic issues in discussions of poverty: The factors that tend to keep growth rates low in the poorest countries of the world therefore become germane to discussions of world poverty.

THE CAUSES OF POVERTY

The quest for the “ultimate” causes of poverty is understandably one of the holiest of Holy Grails among economists. What makes some wealthy and others poor has been the subject of many of the classical texts of economics (going back at least to Adam Smith). Not surprisingly, views on the ultimate causes of poverty vary over a wide spectrum, particularly with respect to the appropriate role of market forces and state interventions.

For instance, an influential policy approach in recent times emphasizes the need to promote market forces at the expense of state-led development in poor and middle-income countries. Commonly referred to as the “Washington Consensus” and traditionally advocated by representatives of international institutions in Washington, D.C.—including the International Monetary Fund (IMF), the World Bank, and the InterAmerican Development Bank—with the backing of the U.S. Treasury, the typical policy package combines opening countries to foreign trade and investment flows, privatizing state-owned enterprises, deregulating businesses and industries, and implementing restrictive fiscal and monetary policies. In the words of John Williamson, the World Bank economist who coined the term, the Washington Consensus reflected an approach “contemptuous of equity issues” popular in Washington, D.C., policy circles in the 1980s (Birdsall and de la Torre 2001). Indeed, conspicuous by their absence are policies that attack poverty directly. The underlying view is that the only effective way to reduce poverty is to promote growth via “trickle-down.” Nevertheless, this consensus has weakened recently, in particular with the disappointing performance of many Latin American countries that had followed this approach since the mid-1980s, resulting in a growing interest in equity issues among these same institutions.6

Despite this weakening, however, the “orthodox” approach continues to hold sway in policy circles (e.g., at the IMF).7 A rejoinder called “Washington Contentious” has recently been put forward by Nancy Birdsall and Augusto de la Torre on behalf of the Carnegie Endowment for International Peace, arguing for a package of policy measures that directly confronts poverty: better social safety nets, schools for the poor, progressive taxes, promotion of small businesses, protecting workers’ rights, antidiscrimination policies, land reforms, improvements in public services, and reducing protectionism in rich countries. Others, including the World Development Report 2004 of the World Bank and academic economists, have also begun to advocate a wider set of political and institutional reforms, including promoting democracy, the rule of law, property rights (especially for the poor), reducing corruption, enhancing government accountability, and strengthening the role of civil society.

Implicit in any given policy approach is a view of the ultimate causes of poverty. At one extreme, some may argue that trying to do anything about poverty is fruitless, because it is ultimately rooted in immutable characteristics of personality, culture, or geography. Somewhat less extreme is the Washington Consensus view that economic growth is the only significant determinant of poverty, and market-friendly policies are the only effective way of raising growth. Also implicit in this view is the notion that the distribution of income is somehow a natural constant, or that distributional or institutional policies can never be successful in raising the share of the poor in the overall social pie without significantly reducing the size of the pie itself. Each of these views can be tested against what we have learned from research about growth and poverty reduction around the world.

The next two essays in this volume, by Daron Acemoglu, Simon Johnson, and James Robinson, and by Stanley Engerman and Kenneth Sokoloff examine some of the historical origins of modern-day underdevelopment, with a view to disentangling the role of historical institutions and inequality, on the one hand, from that of geography or culture-based factors, on the other. Both essays argue for the view that historical inequities in the design of colonial institutions since the fifteenth century constitute the most important source of current disparities in living standards across countries in the world. Specifically, these institutional differences are more fundamental than differences in geography, religion, or culture. The essays thus press the view that the roots of poverty at the macroeconomic level lie in man-made factors rather than in immutable circumstances beyond the control of social planners, and moreover, that there are powerful historical forces that cause inequality and backwardness to be perpetuated over long spans of time.

Although the arguments of those emphasizing the role of geography (operating through the effect of climate on work effort or disease) receive some statistical corroboration in cross-country correlations between living standards and geographical variables, Acemoglu, Johnson, and Robinson point out that geography is unable to account for the remarkable reversals of fortune in the relative living standards of different countries that occurred around the eighteenth and nineteenth centuries. Countries with high levels of urbanization and population density (two variables that correlate closely with per capita income) in the fifteenth century tend to have lower per capita incomes in the twentieth century. They argue that this reversal can be accounted for by the pattern of European colonial settlements between the fifteenth and the seventeenth centuries. In countries that were more prosperous and densely populated in the fifteenth century, colonial settlers tended to set up more “extractive” institutions intended to extract a higher surplus from the native population. These institutions were inimical to the development of a system of property rights and rule of law, essential prerequisites for successful industrialization in the eighteenth and nineteenth centuries. The authors buttress their argument with examples from the twentieth century, such as Korea and Germany, countries with a homogeneous culture and geography that were split into two parts with differing institutions, resulting in wide disparities in living standards within a few decades. Acemoglu, Johnson, and Robinson argue that geography may at best have played an indirect role in accounting for living standards disparities today, by influencing historical patterns of colonial settlement.

The essay by Stanley Engerman and Kenneth Sokoloff makes a similar point. They focus on disparities in living standards between different countries in North America and Latin America, and argue that these are rooted in the historical evolution of colonial institutions between the fifteenth and seventeenth centuries. Geography played only an indirect role, by influencing the original patterns of these institutions. In the fifteenth century, the key to prosperity was suitability for plantation agriculture in a few cash crops (especially sugarcane) based on large supplies of cheap labor. Where these conditions prevailed, the early Spanish and Portuguese settlers set up highly extractive institutions, in striking contrast to patterns of settlement in North America (characterized by subsistence agriculture and a scarcity of labor relative to land), which were considerably poorer and more egalitarian. Sokoloff and Engerman also explain the sources of high persistence of these institutional inequalities and their subsequent importance in retarding industrialization in the eighteenth and nineteenth centuries. Huge inequalities in suffrage, land, education, and access to finance resulted from early institutions in Latin America, in contrast with North America, thus limiting the spread of markets, entrepreneurial opportunities, and technological advances that formed the basis of nineteenth-century industrialization.

These two chapters thus deny any natural tendency for societies to gravitate toward superior institutions—there is no invisible hand, it seems, that leads countries toward better institutions. Societies that inherit poor institutions may be stuck with them for long spans of time, mainly because there is some powerful group in society (usually an economic elite) that receives benefits from those institutions and hence has a stake in fighting to preserve them. Many of these institutional failures involve denial of essential inputs and services to the poor, such as voting rights, education, land, or finance, so that they have neither the resources nor the skills—or, indeed, the social status—to be full participants in the economy. The result is that these economies never get to take advantage of the talents of much of their populace and, as a result, grow slowly. In this view, then, low growth is the result of high levels of inequality and poverty, rather than the other way around. The direction of causation is precisely the opposite of the theory implicitly underlying the Washington Consensus. The historical record also suggests that inequality is highly mutable, susceptible in particular to distributional policies (e.g., taxation, land reform, public education, or provision of finance to small entrepreneurs).

The next chapter, by Thomas Piketty, examines the historical record with respect to changes in inequality during the twentieth century. This analysis takes place against the backdrop of the classic hypothesis advanced by Simon Kuznets concerning the evolution of inequality along paths of economic development. Kuznets suggested that inequality would follow an inverted U with the level of development: rising in the early stages, then falling in later ones. The Kuznets curve has thus often been associated with the view that rising inequality is an inevitable by-product of early stages of economic development, and one just has to wait for enough development to occur for inequality to fall. It is one of the arguments often invoked for the view that policy makers seeking to reduce poverty may as well focus on growth as the primary mechanism and push the economy beyond the hump of the inverted U, so that inequality can subsequently begin to decline along the process of development.

Kuznets based his hypothesis on a rather casual comparison of inequality across a cross section of countries in the first half of the twentieth century. Moreover, the sources of data for income distribution that he used were of questionable quality and comparability across countries. And, in any case, there is a considerable gap between the statistical evidence itself and the inference that has tended to be made on the basis of that evidence. The evidence pertains to the correlation between inequality and the level of development across countries, rather than changes in inequality along the path of development for a given country or group of countries. In the half-century that has elapsed since Kuznets proposed his hypothesis, researchers have generally been unable to find a similar pattern (or any discernible pattern at all) between inequality and development when looking at changes over time.8 Moreover, if we had found such a pattern, it would only have indicated the presence of suitable correlations, which do not imply anything about patterns of causation. One would need much more detailed information concerning the nature of changing inequality to infer that the causation runs from development to falling inequality.

In order to gain a better understanding of the dynamics of inequality, Piketty examines the historical record over the twentieth century of a number of currently developed countries (France, the United Kingdom, and the United States) that experienced significant reductions in inequality during this period, using sources of data (such as tax records) not previously used by researchers for this purpose. He argues that the observed reductions resulted primarily from a decline in the concentration of capital incomes arising during the great upheavals of the two world wars and the Great Depression of the 1930s. And since World War II, an increase in inequality has been actively limited by progressive taxation of income and wealth. Piketty also argues that there is little evidence that these policies harmed growth. Indeed, it is possible that they supported growth by financing a welfare state that widened access of the poor to human capital and entrepreneurial finance. Such a mechanism, he suggests, is consistent with modern theories of economic development in which capital markets are imperfect and the cause of underdevelopment is limited access of the poor to education and finance.

Piketty goes on to note that, contrary to the Kuznets view, there has been an upturn in inequality since the mid-1980s in developed countries. While a large literature has argued that this has been caused in large part by increasing demand for skills, he argues that supply-side factors, operating through an inadequate supply of schooling or an unwillingness to raise minimum wages have had a significant role as well. Lax regulation of corporate governance in the United States has also permitted a spectacular rise in executive compensation. Piketty’s essay thus undermines the basic theory underlying the Washington Consensus: that inequality or poverty is impervious to distributional policies, as well as the “Kuznetsian” view that inequality has a natural, inexorable tendency to decline once the economy gets rich enough per capita.

The next few essays dwell further on the role of government policy in reducing poverty, in the context of the more recent experience of developing countries. Philippe Aghion and Beatriz Armendáriz de Aghion examine the causes of poverty and underdevelopment from the standpoint of modern growth theory. Using the example of Indian growth experience since the mid-1980s, they argue that innovation and productivity improvement have been substantially responsible for poverty reduction in that country. Moreover, these improvements depend on a range of factors that reflect both institutions and government policies. These include the supply of educated labor, property rights protection, government subsidies to innovation, macroeconomic stability, financial development, and product market competition. Modern growth theory predicts that the salutary effects of increased competition (caused by trade or industrial liberalization, for instance) on the productivity of different firms in any given industry will be higher, the closer they are to the technological frontier and the less they are bound by pro-worker regulations.

Aghion and Armendáriz de Aghion argue that detailed research on the recent Indian growth experience bears out these theoretical predictions. In particular, variations in the initial institutional settings and the level of technology across different Indian states can explain why the effects of market-friendly reforms have varied substantially within India, resulting in growing regional inequality. They go on to suggest that this kind of view can explain why similar market-friendly deregulation reforms have generated less satisfactory results in Latin America, compared with India or East Asia.

The next pair of essays, by Abhijit Banerjee and Pranab Bardhan, respectively, explore in more detail the role of government policies promoting globalization, defined as the liberalization of international flows of trade and investment, on poverty in poor countries. Banerjee starts by reviewing the historical evidence in favor of the traditional prediction of conventional trade economics that trade liberalization ought to reduce poverty in labor-abundant developing countries, while increasing poverty in labor-scarce developed ones. This follows from the idea that trade will allow each side to specialize in what it is best situated to produce, which in the case of labor-abundant countries happens to be labor-intensive goods. Since that ought to raise the demand for labor, laborers in poor countries should end up better off after trade liberalization. While the historical evidence from the middle of the nineteenth century to the mid-twentieth century does seem broadly supportive of this view, more recent developments (since the 1980s) appear to be inconsistent with it. Specifically, there is evidence of growing inequality in Latin America and Asia occurring at the same time as growing liberalization of trade and investment regimes.

Banerjee argues that one important reason why traditional trade theory fails to apply is the growing role of reputation (brand names and/or trust between buyers and suppliers) in trading arrangements. This means that it is not enough to have a cost advantage in order to be successful in global trade: one also needs to convince buyers that they can trust what you are selling them. Since poor countries often do not have producers who are automatically trusted, it takes them a long time to expand their production in the sectors where they can be successful after globalization; and because these sectors do not expand fast enough, they cannot absorb the laborers from the industries that are shutting down because of liberalization. This is why many people in poor countries end up getting hurt by globalization, at least in the short run. Despite these problems, Banerjee argues that developing countries should not jettison trade liberalization policies, since they are essential for these countries to gain access to expanding foreign markets, critical imports, and new technology. He argues for a policy approach that combines friendliness to foreign trade and investment with a strong commitment to helping the losers from trade liberalization, and with ways of taxing the international brain drain of skilled personnel from poor to rich countries.

The next essay, by Pranab Bardhan, confronts the certitudes and oversimplifications that run through the usual rhetoric of globalization debates, and explains the complexity of the effect of globalization on the poor in developing countries. Drawing on recent empirical research, his essay considers the validity of views commonly expressed in public arenas concerning different channels by which trade and investment flows affect poverty. In some contexts, he points out, greater globalization would benefit the poor. For instance, expanding the access of producers in poor countries to Western markets for food and garments is likely to raise the wages of unskilled workers and the earnings of self-employed farmers or small enterprise owners. Greater international competition among trade intermediaries can also lower the profit margins of middlemen, so that poor producers get a better price for their products. In other contexts, globalization can hurt the poor: since capital is more mobile than labor, workers can lose bargaining power, an effect accentuated by the increasing use of labor-saving technologies. With respect to child labor or environmental standards, the effects of freer trade may go either way; Bardhan describes contexts where trade liberalization has reduced the incidence of child labor, contrary to the claims of globalization opponents.

In the context of trade-related intellectual property rights, however, Bardhan agrees with most of the arguments advanced by opponents of globalization: he finds little justification for increasing drug prices in poor countries to provide incentives to Western pharmaceutical firms, and points to the manner in which Western governments balk at paying high prices for drugs when confronted with public health crises in their own countries. In other contexts, such as labor and environmental standards, Bardhan argues for the need for new forms of international cooperation and public–private partnerships. Overall, the main emphasis of his essay is to argue that globalization debates have suffered from misplaced emphasis; greater attention needs to be devoted to institutional reforms, both within and across developing countries, that are targeted toward poverty alleviation.

In the next essay of this section, Mukesh Eswaran and Ashok Kotwal stress the role of agricultural productivity in reducing poverty. Their argument is based on the fact that unskilled labor power is the sole asset available to the poor, so improvements in wages of unskilled workers are essential to reduce poverty. These wages, in turn, depend on the level of agricultural productivity for a variety of reasons. A higher availability of complementary assets such as land, livestock, or implements raises the productivity of unskilled workers and their wages directly. Moreover, it allows the subsistence food requirements of society to be met with fewer workers engaged in agriculture, thus releasing labor for industrial occupations where productivity growth tends to outstrip that of agriculture. Finally, agricultural surpluses generate exports, which permit the technology imports that are essential to early stages of industrialization.

Despite these factors, many countries have adopted development strategies with an urban bias that have prevented rapid growth in agricultural productivity by imposing controls on prices and trades of agricultural commodities. Eswaran and Kotwal agree with the previous authors in their assessment that deregulation and trade liberalization will reduce poverty in developing countries, particularly if OECD countries agree to allow them greater market access. They also argue for government policies that would encourage the adoption and diffusion of high-yield crop varieties, and provide complementary public investments in irrigation and transport.

In summary, the essays in this section emphasize the key role of domestic institutions in reducing poverty, relative to the effects of relatively immutable societal characteristics such as geography or culture, or the alleged adverse role of globalization or market integration. The historical analyses lay the emphasis on institutions that encourage and promote property rights, and widen political participation of the poor and their access to key assets such as land, education, and finance. The more contemporary analyses add to this the importance of improving public delivery of health and education to the poor, providing complementary public investments that would raise agricultural productivity, and entering into trade agreements that would expand the access of poor producers in developing countries to world markets.

Some Commonly Alleged “Cultural” Causes of Poverty: Overpopulation, Corruption, and Ethnic Conflict

Among the various alleged “cultural” causes of poverty are overpopulation, corruption, and ethnic conflict. Poorer countries are indeed more prone to these three major problems. It is tempting, then, to conclude that these are important structural causes of poverty. Combined with the view that fertility, corruption, and factional conflict are immutable cultural attributes not particularly capable of being influenced by government policies, it is easy to adopt a fatalistic attitude that little can be done to alleviate global poverty.

Such views are based on a number of implicit beliefs that deserve a critical examination. The first one is that the causation runs from fertility, corruption, or ethnic conflict to poverty. Yet one observes only that poverty tends to coexist with these problems. This correlation could equally well reflect a causation that runs in the opposite direction: overpopulation, corruption, or civil wars may be outcomes rather than causes of poverty. If so, the ultimate causes of poverty lie elsewhere. Moreover, if the causation does indeed run in the reverse direction, it would add greater urgency to the need for reducing poverty, since that would also contribute to reducing problems of overpopulation, corruption, and civil conflict.

Even if poverty were the effect of these broader social problems, the fatalist position requires a second article of faith: that high fertility, corruption, and social conflict are determined by immutable cultural factors which are impervious to the actions of policy makers. Otherwise, policies could be chosen to influence these broader social problems, which would then contribute to lessening poverty.

The next two essays, by Paul Schultz and Mukesh Eswaran, provide an overview of research findings concerning the connection between fertility and poverty that casts considerable doubt on both of these beliefs. Schultz surveys much of the evidence from studies of the relationship between fertility and income at the level of individual households. As he explains in detail, the existence of a significant positive correlation between fertility and poverty does not establish anything about direction of causation. Having to take care of a large number of children may push a family into poverty; alternatively, it is possible that more affluent families choose to have fewer children. Or there may not be any direct relationship between fertility and poverty at all, with the observed correlation resulting instead from other factors, such as the education level of parents, the level of insecurity they face over care in their old age, or absence of a well-developed financial sector. To examine whether there is any causal link from fertility to poverty, researchers use the method of comparing families who have twins with those who do not, while controlling for various family characteristics. Having twins is tantamount to a random, unexpected increase in the number of children, so studying the effect of this demographic “shock” is a “clean” test of whether fertility indeed causes poverty. Schultz reports the results of a large study in Kenya in which these fertility shocks were found to have no effect on subsequent consumption per capita within the family, indicating the absence of any such causal link.

What, then, accounts for the tendency for poorer families to have more children? Comparing households with differing incomes and education profiles, one observes that those with higher labor earnings and mother’s education have fewer children, while those with higher income from agricultural land rents have more. Hence the composition of income sources matters considerably, which is consistent with the predictions of economic theory. These results suggest that fertility levels can be influenced by policies that promote women’s education, urbanization, and the dissemination of subsidized birth control procedures.

Mukesh Eswaran widens the scope of this discussion by describing a range of institutional features of poor countries that encourage families to have a large number of children. Apart from a lack of women’s education, these include the reliance of parents on children for old-age support and, before the parents reach old age, for income from child labor; high levels of infant mortality; gender inequality within households; and a preference for male children. Many of these features can be influenced by policy choices, such as public schooling, health, and social insurance. The empowerment of women within households can be enhanced by widening opportunities for them to obtain education, work outside the home, receive loans, and be entitled to own land or other assets on par with males. Overall, there seems to be little basis for the fatalistic notion that nothing can be done about problems of overpopulation: instead, all the evidence points in the opposite direction. There are numerous examples of countries or states, such as Sri Lanka, Costa Rica, and the state of Kerala in India, that have achieved significant reductions in fertility rates by investing in widespread education of women and in public health.

The next essay, by Jean-Jacques Laffont, addresses the question of why corruption tends to be a particular problem for developing countries. He sketches a theory of three successive stages of development, in each of which the extent of corruption is determined by the pattern of specialization of tasks within the government, along with the resources it has available for combating corruption. Traditional societies tend to be characterized by relatively low levels of corruption owing to the smallness, simplicity, and high levels of monitoring of the decisions of leaders by the society’s members. Developing societies, characterized by an increasing size and complexity of public decision-making, tend to involve more delegation of authority by political leaders to bureaucrats, which leads to the emergence of corruption. The scope for such corruption grows initially with the level of development, while the means available to the government for combating it are limited. At later stages of development, political leaders have greater resources available, while bureaucrats become wealthier and thus more responsive to incentives. Provided that political leaders have the requisite will to combat corruption (which depends in turn on whether the society in question is a democracy), corruption can thereafter decline with further development.

Laffont argues that the empirical evidence concerning reported levels of corruption across countries with differing per capita incomes is supportive of the idea of corruption first going up and then coming down with development. He also argues that, besides the level of development, other variables that are correlated with corruption include the extent of openness to trade and foreign investment, the importance of natural resources in exports, and the county’s legal origins. Specifically, everything else remaining the same, countries that are less open, that rely more on natural resource exports, or that have a legal system originating in the French system are more corrupt. Countries that follow a Scandinavian-style legal system are substantially less corrupt than French-law countries and exhibit a stronger tendency for corruption to decline as development proceeds. On the basis of the evidence, it is hard to stick to the view that corruption is primarily “culturally” determined. It seems more plausible that corruption is a product of the level of development, as well as specific policy and institutional choices. Especially in societies in the process of developing, limiting corruption is a challenge that requires considerable political will, and in which political institutions have a key role to play.

In the next essay, Edward Miguel focuses on the challenge posed by ethnic diversity for successful public action aiming to alleviate poverty. The fractionalization of ethnic identity has tended to generate violent conflict and limit collective action, particularly in sub-Saharan Africa. It is common to believe these conflicts to be the legacy of tribal divisions within these countries and of the way national boundaries were drawn at the time of their independence from colonial rule. Yet Miguel argues that there is considerable scope for governments to pursue a wider policy of “nation-building” that promotes a sense of national identity, in order to reduce the extent of such conflicts. He illustrates his argument by presenting evidence from recent field studies that such a policy of nation-building allowed ethnically diverse communities in rural Tanzania to achieve considerable success in local fund-raising for primary schools, while ethnically diverse Kenyan communities just on the other side of the border largely failed. Policies of nation-building include encouraging the development of a common national language and of curricula in schools that promote a shared sense of identity. Miguel criticizes the Washington Consensus approach for being excessively preoccupied with short-term economic growth and, for this reason, treating with suspicion initiatives to promote strong central governments in poor countries.

HOW SHOULD WE GO ABOUT FIGHTING POVERTY?

The essays in the first section establish compelling arguments for an activist policy approach toward poverty reduction. The second section of articles proceeds to examine the design of such policies in a broad range of areas that include tax and welfare systems, child labor regulations, education, public service delivery mechanisms, microcredit, and intellectual property rights.

Redistributive Policy

The standard framework within which economists and policy makers have traditionally thought about redistribution is that of an “equity-efficiency trade-off” in which society’s redistributive goals must be weighed against the supply-side distortions that taxes and transfers create in labor supply, savings, and other economic decisions. The canonical formalization of this trade-off is the theory of Mirrlees (1971), which has three main implications for the structure of the optimal redistributive policy: (1) redistribution should be (mostly) in cash rather than in kind; (2) it should combine a relatively high level of guaranteed income with a steep phaseout rate (the rate at which benefits are reduced as earnings increase); and (3) marginal rates at the top should be very low (i.e., the highest marginal incomes should not be taxed).

Many of the recent advances in the analysis and practice of redistribution involve major departures from these recommendations, reflecting in part the growing recognition that once dynamics (i.e., the investment decisions that determine the evolution of individual productivities) and a host of market imperfections—particularly acute in less-developed countries—are taken into account, the (in)famous trade-off often vanishes. The chapters of this section thus provide arguments for why appropriately designed policies can have beneficial effects on both equity (and insurance) and efficiency (or growth), especially in the long run. These policies typically depart in important ways from the traditional prescription, involving, for instance, in-kind, geographically targeted, or non-income-tested benefits. They must also, however, confront at some point the basic incentive and informational issues that led Mirrlees to his conclusions. Moreover, as developing nations become more similar to advanced ones in terms of asset markets, education systems, and social safety nets, one can expect the policy design issues that come up in advanced “welfare states” to become increasingly relevant for developing countries as well.9

These “classical” issues of redistributive policy and the models used to analyze them thus represent a natural starting point for this section. There has, in fact, been a lot of action here as well: the essay by Emmanuel Saez provides an overview of how economists’ thinking and government policy in developed countries have evolved in tandem since 1980, simultaneously responding to and stimulating a considerable amount of empirical work on how people respond to different redistributive schemes.

In the basic Mirrlees theory, individuals with disparate productive abilities choose how much to work, with the government observing only the income they earn as a result. Discouraging effort of more productive people is more costly than discouraging effort by the less able, in terms of both forgone earnings and taxes accruing to the government. Owing to this, the optimal tax scheme (as calculated by Saez, using U.S. data) guarantees everyone a substantial income (as welfare payment, for example) but a relatively rapid phaseout of the welfare benefits as labor earnings rise. As a result, under this scheme a substantial fraction of the poor work little or not at all, deriving most of their income from public assistance. Meanwhile, marginal rates near the top are low, since the presumption is that the rich work harder.

Against this background, two key shifts have occurred. First, concerns about incentive distortions “at the top” (reductions in labor supply or shifts to nontaxable forms of compensation by the most productive individuals) have proven to be somewhat overstated.10 At the same time, concerns about distortions “at the bottom” have come to be seen as very important. The main concern is whether welfare recipients would work at all, rather than the decision of how much to work. Indeed, the empirical evidence consistently shows that the response of working hours to taxes is rather small, whereas that of labor force participation is much greater, especially for women (and second earners more generally).

These findings are important for several reasons. First, voters are strongly averse to the idea of decoupling income from work and attach very negative stereotypes of laziness and dishonesty to the idea of people “living off welfare.” Second, prolonged nonparticipation in the labor force by parents tends to lead to the transmission of poverty to the next generation, both through an inability to accumulate assets at the family level and through the amplification mechanism of social spillovers: too many people living on welfare in a neighborhood results in a dearth of positive role models, contacts with potential employers, and other local inputs into the next generation’s human capital.

Saez goes on to report recent research extending the Mirrlees framework to accommodate the distinction between the participation decision and the choice of hours. This significantly modifies the nature of the optimal policy, which turns out to resemble the earned income tax credit (EITC) in the United States. First, it is now preferable to have a much lower level of basic income support but complement it with a subsidy to poor people based on the number of hours worked. Second, this subsidy rate ultimately declines and turns back into a steep phaseout region, but only at much higher levels of income than in the traditional negative income tax scheme. Such a policy makes work pay for low-skill individuals, inducing some who would otherwise choose unemployment to start working, without tempting higher ability individuals to quit. It thus leaves the participation decision (where the discouragement effect can be quite large) relatively undistorted and concentrates the disincentives on people with relatively higher incomes, who are typically all going to be in the labor force anyway. For the latter group the discouragement effect of high taxes on the number of hours worked tends to be small, so it does not hurt incentives very much.

Following the United States, where EITC is now the largest cash transfer program for the poor, a number of industrialized countries have begun to move in this direction. Theoretical models calibrated using empirical estimates of the relevant elasticities, such as that of Saez, can be used to determine the optimal cutoffs and marginal rates. They also make clear predictions about other important issues, such as the desirability of making the scheme largely individual-based rather than household-based, lest the primary income push the secondary earners’ participation decision into the phaseout range.

Among the many other aspects of redistributive policy discussed by Saez is the issue of time limits on welfare payments, especially unemployment benefits. Standard dynamic models predict that individuals can self-insure rather well through savings against temporary fluctuations in income, so that social insurance benefits should be fairly modest and limited in duration. The empirical evidence, however, shows that unemployment spells are associated with significant decreases in consumption. And this is not the only discrepancy between the theory of savings and what we see in the world. Saez therefore predicts that the next major shift in economists’ thinking about redistributive policy will be toward the recognition and explicit modeling of certain important departures from full rationality in the behavior of economic agents. This thought is echoed in the essays by Duflo and Mullainathan in the last section of this volume.

The next essay, by Martin Ravallion, offers an extensive survey of the many reasons why, in the presence of imperfect markets, the traditional idea of an equity-efficiency trade-off might fail, making it possible to simultaneously promote equity and growth. For each of these mechanisms, Ravallion first briefly outlines the theoretical argument and underlying market failure, then offers a detailed and balanced discussion of the current state of empirical knowledge concerning the main assumptions and testable implications of these models. The most drastic (and most easily understandable) manifestation of these market failures takes the form of “poverty traps.” Certain segments of the population are simply unable to accumulate the critical level of assets that would allow them or their offspring to achieve their productive potential, participate efficiently in economic activity, and ultimately escape poverty. However, even when it is sometimes possible to escape poverty, the same mechanism can lead to serious misallocations, resulting in large efficiency losses and making poverty a very persistent condition.

A first poverty-perpetuating mechanism arises when resources fall short of a basic nutrition- and health-related “efficiency wage” level below which workers cannot effectively function or children properly develop. Ravallion discusses evidence from both South Asia and Africa that malnutrition (triggered, for instance, by a drought) makes farmworkers less productive and has long-lasting detrimental effects on children’s learning and future incomes. The economic costs of high infection rates for (treatable or preventable) debilitating diseases such as malaria in much of the developing world, and now AIDS in several African countries, are also all too visible.

A second mechanism, which has featured prominently in much of the theoretical literature on inequality and development, is that of imperfections in credit markets that impede efficient investment by the poor in both human and physical capital. If the investment technology features decreasing returns, so that a unit of capital is less productive when it is in the hands of the rich, a redistribution of resources from richer to poorer households (not necessarily the poorest, if there is some initial phase of increasing returns) can improve the efficiency of aggregate investment and raise growth. Such patterns are found in empirical studies of the returns to education: for instance, as explained in the essay by Anne Case, returns fall when moving from primary to secondary to tertiary education. In agriculture, similarly, output per acre decreases with landholding size, suggesting that a more equal distribution of ownership must be impeded by some constraint that prevents poor peasants from borrowing to finance the purchase of additional land (or associated inputs). Ravallion reports results from studies of the dynamics of income and wealth at the level of individual families in Hungary, Russia, and rural China, where there is evidence for decreasing returns.

On the other hand, these longitudinal studies do not yield any evidence of thresholds that would indicate the presence of (household-level) poverty traps at low income levels. The data suggest instead that people ultimately bounce back from transitory income shocks (accidents, sickness, drought, etc.), but this can take a long time, especially for the poor. This finding probably reflects that fact that household members can, to some degree, either hold savings or insure each other as a way of dealing with adverse shocks, as discussed in later essays by Chris Udry and Robert Townsend. However, the lack of access to a well-functioning financial system in developing countries means that these savings are often held in livestock (which is hardly the safest asset) or jewelry (which is not very productive). Many other decisions contribute to the perpetuation of poverty: in order to limit exposure to risk, farmers are reluctant to adopt cash crops or new high-yield crop varieties, and they often respond to adverse income shocks by pulling children out of school and sending them to work to make ends meet. So here again, it seems plausible that reducing income risk (and hence inequality) might also improve investment and efficiency. The essay by Jonathan Morduch later in this volume discusses how microinsurance may be a response to exactly these problems.

Another type of inequality-generating market failure involves neighborhood effects. Living in a difficult neighborhood makes it harder for children to learn the skills that society most values and resist the temptations of crime. In such cases, there is the possibility of local poverty traps (or low-growth traps). The example that is most often used in this context is the close connection between local housing values and access to quality education in the United States. Ravallion’s work on China points to the existence of similar local poverty traps in rural areas.

In the last part of his essay, Ravallion turns to concrete policy implications, assessing the performance of several programs that incorporate some of the main lessons from the theoretical and empirical research. These policies are thus typically focused on promoting education and health, where some of the major market failures occur, and are often geographically targeted at poor areas. In assessing the impact of these policies, researchers are mindful not only of the benefits (such as increased school enrollment rates) but also of the costs (such as what people could have earned in those hours that they now spend in school). In line with the literature on political economy or redistribution, researchers are also wary of the possible capture of these programs by local elites and thus pay particular attention to the effects of different delivery channels on the effective distribution of benefits.

Leading examples of such “new” schemes are Bangladesh’s Food for Education Program (FEP), Mexico’s Progresa (now called Oportunidades), and Brazil’s Bolsa Escola. The basic idea in each case is to offer subsidies to families in economically backward areas—both in cash and in kind (food, school supplies)—that are conditional on their keeping their children in school and taking them regularly for health care visits. The monetary component is often substantial, coming close to what the child would be earning by working full-time in the case of Progresa and somewhat less in the other cases. As reported from different perspectives by Ravallion, Udry, and Case in their respective essays, systematic and rigorous evaluations of these programs have so far yielded very positive results, showing significant gains in school enrollment and child health and concomitant reductions in child labor. Ravallion also discusses policy options that provide some insurance against income losses, such as workfare and other subsidized employment programs, like Trabajar in Argentina and the Employment Guarantee Scheme of the state of Maharashtra in India. Such schemes are generally quite effective at providing insurance in times of crises, although in more “normal” times the regular labor income forgone by participants can offset a substantial fraction of the benefits (up to half in the Trabajar program). Clearly, we are now back to issues closely related to those covered by Saez, and there is likely to be scope for fruitful applications of such models to the developing world. Another interesting idea discussed by Ravallion is that of concentrating the work performed by workfare participants on selected poor areas, since this yields a “double dividend” by helping remedy some of the deficiencies in public assets—such as roads, irrigation, infrastructure, or schools—that were among the main contributors to poverty in the first place.

Dilip Mookherjee also starts his essay by taking issue with the traditional view of the equity-efficiency trade-off, noting the limitations inherent in Mirrlees-type frameworks that result from their neglect of long-term considerations concerning the acquisition of assets by the poor and make them ill-suited to understanding the self-perpetuating nature of poverty. The “new” view of poverty, by contrast, is one in which a lack of appropriate assets (financial, human, and sometimes social) leads to the exclusion of certain segments of society from productive participation in normal economic activity, resulting both in a social loss and in the perpetuation of high inequality, within as well as across generations.

Mookherjee begins by describing an artificial world that illustrates some important features of the dynamic approach to poverty and its implications for the design of policy. He imagines a setting in which parents incur a fixed cost to educate their children, credit markets are absent, and both skilled and unskilled labor are essential inputs into production. In this context, the economy’s long-run skill mix can take a wide range of values: history determines where it will end up. If an economy inherits a small fraction of skilled individuals, the resulting scarcity of skill causes skilled wages to be high. Conversely, unskilled households earn little and become poor; combined with their exclusion from credit markets, this prevents them from investing in their children’s education. The high level of inequality and poverty and low level of skill in the economy then become self-perpetuating. In contrast, societies that start with a larger proportion of skilled households foster greater investment by unskilled households in their children’s schooling, causing such societies to converge to permanently lower poverty and higher per capita income.

In this world, the traditional idea flowing out of the Mirrlees framework that the poor should be helped through income-tested cash transfers—as in negative income tax proposals—may not work particularly well. The problem with such a policy is that while the poor now have more money, their incentive to educate their children is lower: the higher social safety net will moderate the consequences of their children’s failure to acquire skills, and this may breed a pattern of continued dependence on the welfare system. By contrast, a universal in-kind redistributive scheme, taking the form of an education subsidy (such as Mexico’s Progresa or Bangladesh’s FEP), will reduce poor families’ costs of investment without directly dampening the benefit, and can thus lift the whole economy to both a more productive and a more egalitarian long-run equilibrium.

Child Labor

The essays by Christopher Udry and Kaushik Basu make the costs of self-perpetuating poverty quite vivid by starting off with statistics on child labor. It is estimated that in 2000, about one in ten (or 210 million) of the world’s children between the ages of five and fourteen were working, with the proportion rising to one third in Africa. Even these figures are probably underestimates, especially for girls, since detailed case studies cited by Basu show that domestic work is often underreported.

The notion of child labor typically conjures up images of sweatshops, hazardous or forced labor, and other forms of abuse. These, in turn, often bring about an instinctive demand for across-the-board prohibitions on child work, to be enforced both by developing countries through their legal systems and by advanced countries through the threat of trade sanctions and consumer boycotts. There is no doubt that abusive forms of child labor exist and need to be vigorously combated. But, as the data cited by Udry show, the bulk of the problem really lies elsewhere. First, child labor is primarily a rural and agricultural phenomenon, with most children working either on the family land or as hired farm laborers; substantial numbers, primarily girls, also work in the household or as domestics. Second, the main cost involved is really the sacrifice of these children’s human capital (and everything that it would bring, from higher earnings and better health to enhanced political participation) that results from their failure to attend school.

Udry distinguishes two main reasons why poor families may be led to sacrifice their children’s future to current income needs, thereby perpetuating the cycle of asset deprivation and poverty into the next generation. The first reason is the lack of well-functioning credit markets. Even with free public education available, sending a child to school still entails a significant opportunity cost, namely, the labor earnings or domestic services (allowing another family member to work more) that the child could bring. Udry brings new evidence to bear on the subject, drawing on longitudinal studies that show how negative shocks to family income result in an increase in the children’s labor force participation, at least until the household’s financial situation has recovered. Such “buffering” of family fortunes through child work has been observed following a variety of adverse events, ranging from the father’s loss of employment in Brazilian cities to losses caused by fires, insects, or rodents in African and Indian villages.

A second reason why children might get sent to work, despite the longterm cost this entails for their future, has to do with the nature of the family relationship. When parents invest in the health or education of minor children, they have no guarantee that the children will ever repay them. Therefore the investment reflects the priorities of the parents, which do not have to be what the child would want. As a result, if parents are shortsighted or if they do not think enough about their children’s future relative to their own current predicament, or if one parent cares less about the children than the other and they fight about it, investment in children may suffer. In particular, a lot of recent research reviewed by Udry shows that mothers and fathers often evaluate children’s welfare very differently: mothers typically have a much higher propensity to spend extra income on the nutrition, health, and education of their children, particularly girls. Partly as a result, several transfer programs, such as Progresa, channel their benefits to the children specifically through the mother.

How should the problem of child labor be addressed? Both Udry and Basu first explain why “popular” remedies such as outright bans, trade sanctions, and boycotts are at best ineffective and quite possibly counterproductive means of reducing child labor. Basu argues that the historical evidence from Great Britain and the United States in the nineteenth century does not support the idea that legislation and regulation can substantially reduce the extent of child labor. Seemingly sensible measures, such as fining or otherwise punishing employers found to employ children, could actually increase the amount of child labor. The reason is that the policy causes employers to decrease the wages offered to children by the expected value of the fines they may have to pay. When this happens, families who need to achieve a target level of total income to make ends meet will respond by having their children work more. Of course, a high enough fine combined with a high enough probability of detection would eventually drive children’s market wage, and therefore also their labor supply, to zero. In practice, however, much of it would just shift to the underground and illegal sectors, where the activities children would engage in would be likely to be much more dangerous or abusive (such as crime and prostitution).

A second problem discussed by Udry is that even if child labor prohibitions can be enforced effectively and without perverse effects on either the level or the nature of children’s work, they are likely to cause significant income and welfare losses to the families involved. This applies whether the children continue to work under the new policy (for a lower wage or in a more “underground” manner) or if they start to attend school, since without other interventions, the return on that investment was already judged to be too low by the families, given the dire constraints they face.11

In the emotion-laden public debate, such traditional “economists’ arguments” often fall on deaf ears, perhaps in part because they are usually accompanied only by broad recommendations to rely on pro-growth economic strategies as the best way to gradually eliminate child labor. Fortunately, theoretical research, empirical studies, and controlled policy evaluations have now converged on a very concrete, economically sound, and faster-acting policy instrument that can be offered alongside good development strategies. This is the same class of conditional, locally monitored, education subsidy programs discussed earlier, in which parents (especially mothers) receive both cash transfers and in-kind benefits for sending their children to school and health clinics. The evidence surveyed by Udry shows remarkable gains on both the school attendance front (changes in enrollment rates of close to 20 percentage points) and the child labor front (reductions in participation rates ranging from 9% in Nicaragua to 20–30% under Bangladesh’s FEP).

Education

Skeptics may, and perhaps should, ask at this point whether the central emphasis on education that emerges from so much of the theoretical and empirical work reviewed so far is really warranted. Indeed, when favorably assessing the significant gains in school enrollment and declines in child labor force participation obtained by programs such as those discussed earlier, there is an implicit presumption that the return to educational investment is high enough to justify both the direct expenditures and the opportunity cost represented by children’s potential earnings from (say) farmwork or their contribution to household activities.12 But is this presumption really justified? More generally, how large are the returns to education? In her essay, Anne Case explains why these critical questions are much more difficult to answer than one would think, and how a new kind of empirical studies, based on explicitly randomized or “natural” experiments, is overcoming these difficulties.

In every country there are strong correlations between a person’s education, earnings, health, and, for women, lowered fertility. Isolating a causal effect of education is very difficult, however, since there is no doubt that there are also reverse channels of causality: healthier children, for example, are better able to study. Part of the correlation also comes from unobservable factors that affect both education and income. For example, genetically transmitted talents and social connections that children get from their parents raise a child’s income both directly and through increased education.

Proper inference of causation requires that we find some variation in educational investment that has no direct connection with income, health, or fertility. Case’s essay discusses a number of recent studies that have creatively exploited specific institutional changes which led to large shifts in educational investment without changing anything else. A first example arises from changes in compulsory schooling laws implemented by various U.S. states at different times in the early twentieth century. Linking the resulting exogenous variations in completed education to later mortality outcomes, Lleras-Muney finds a significant effect of education on longevity. A second example is the work of Duflo, who evaluates the effects of a massive program of building primary schools by the Indonesian government in the early 1970s. Linking the variations in educational achievement attributable to children’s different exposures to the program with their earnings two decades later, she estimates a substantial return, on the order of 10% per year of additional primary schooling.

In the second part of her essay, Case turns to the question of which inputs into education (e.g., smaller classes, better-trained teachers, books, computers, etc.) yield the higher returns. Here again she argues forcefully for being very careful about causally interpreting correlations. She points out that if educators and administrators are pursuing any kind of systematic objective (whether efficiency related, equity related, or both) in allocating inputs across students, classes, or schools, those who access certain inputs will be different from those who do not. For instance, administrators may group more talented and less disruptive students into larger classes, generating a reverse correlation between class size and achievement. Alternatively, these groups may be assigned better teachers, which will cause the contribution of teacher quality to educational performance to be overstated. Case reports on studies that exploit discontinuities in the rules governing class size in Israel and plausibly exogenous variations in centrally allocated inputs across Black schools in South Africa during apartheid to circumvent these problems and clearly establish the existence of substantial returns to class size reductions.

The best kind of data, however, comes from true randomized experiments, where the level and nature of the interventions on different schools or villages is randomly chosen, as well as the order in which they receive these extra resources. This type of design, allowing for a perfectly clean comparison of “treatment group” and “control group” outcomes, is still relatively rare; examples include the implementation of Progresa in Mexico and the studies by Michael Kremer13 and others on textbooks, uniforms, and school meals in African schools. One hopes with Case that, as agencies such as the World Bank, nongovernmental organizations (NGOs), local governments, and academic researchers continue to increasingly work together, it will become increasingly common.

Service Delivery Mechanisms

Market failures feature prominently in many of the poverty-generating mechanisms discussed in previous essays. There was a time when the presumption was that in such situations the government would simply step in to fill the void, providing funds and delivering essential goods and services in the manner of a benevolent and omniscient central planner. No longer. As the essay on public goods by Timothy Besley and Maitreesh Ghatak documents, economic researchers and development practitioners nowadays are acutely aware that government failures may be as severe as market failures, and sometimes even worse. For instance, in rural Indian villages the absenteeism rate of teachers in government schools is 25%, and that of nurses and medical personnel reaches 40%.

Poor government policy can first of all arise from an inadequate understanding of how markets function. The preceding essays provided several examples of how well-intended, plausible-sounding redistributive schemes or regulations that are implicitly based on the wrong economic model (or no model at all) can severely backfire.

Very often, however, government failure reflects internal agency problems, such as rent-seeking, corruption, capture by special interests, ethnic favoritism, and the like. These problems, which are considerably exacerbated in the developing world but clearly affect rich countries as well, have led to a new focus on incentives, governance, and institutional design for the public sector, together with a reevaluation of the proper division of labor between government agencies, nonprofit organizations, and the private sector. In the words of Besley and Ghatak, the question of how public goods should be provided is now seen as being at least as important as that of how much is provided.

Although voluntary provision of certain public goods by wealthy donors or through collective networks can be important, there are many constraints on the effectiveness of these alternatives to government provision. Provision through local or social networks, for example, is likely to entail discrimination against outsiders, which may well contribute to the persistence of inequalities, and be an important impediment to geographic or occupational mobility. Empirical study of farmer-run sugar cooperatives in India suggests that inequality in landholdings is associated with significantly lower levels of cooperation and efficiency (Banerjee et al. 2001). There are also certain tasks, such as public safety and the administration of justice, that governments are uniquely suited to carrying out. Even there, however, there are important issues of constitutional design, as well as the appropriate degree of decentralization between the national, state, and municipal levels.

Whatever functions the government retains in the delivery of public goods, the design of proper incentive schemes and systems of accountability for the concerned public servants is essential. As Besley and Ghatak explain, the fact that many of the missions involved are characterized by multiple dimensions of performance (think of education or health) and competing objectives (cost-effectiveness, quality, and equity) makes it difficult to use high-powered incentives. The fact that one may want to select civil servants who have a genuine intrinsic motivation for public service goes in the same direction, while the need to attract and retain individuals with high ability goes the opposite way. The balance needs to be determined through a careful, mission-by-mission analysis. But certainly the evidence on absenteeism, red tape, and corruption suggests that most government bureaucracies fall well short of the optimal use of incentives and accountability. A related important issue studied in recent work and summarized in the essay is the role of checks and balances, and in particular that of monitoring by the media.

The recognition of the importance of government failure and corruption in the developing world has, in recent years, led to a growing role for both domestic and foreign NGOs in the delivery of public services to the poor, as well to as victims of natural or man-made disasters. While this is an important and positive development, Besley and Ghatak issue a timely warning against the “angelic” vision of NGOs that seems to have replaced, in the public eye, the tarnished image of the government. They point out that the objectives of these entities are often multiple or ill-defined (e.g., doing good or spreading the faith), their governance structure opaque, their accountability minimal because they are unelected, and the opportunities for poor beneficiaries to see them compete extremely limited. On the other hand, many (but certainly not all) of them do compete for funding from private donors, international charities, and organizations. This offers the opportunity for the latter, particularly institutions such as the World Bank, to start requiring not only more financial transparency but also more systematic evaluations of these NGOs’ interventions.

The devolution of traditionally public missions to the private sector through privatization, deregulation, or subcontracting involves similar issues. To what extent, or at what pace, should developing countries follow the lead of developed ones in allowing transportation, communication, or energy to be taken over by private actors? The example of schools, discussed by Besley and Ghatak, illustrates some of the issues involved. On one hand, there is evidence from the United States suggesting that competition from private (Catholic) schools may improve the performance of public schools in the same city. On the other hand, the effects of school voucher schemes are still vigorously debated by empirical researchers. A large-scale study of vouchers in Chile, for instance, suggests that they mostly led to increased cream-skimming and socioeconomic stratification with academic losses for students from less-advantaged families, gains for those from more affluent backgrounds, and a zero net effect on average test scores.14 The general message of the essay by Besley and Ghatak is thus that the traditional line between the public and private (whether for profit or nonprofit) sectors’ roles in the delivery of public goods is becoming increasingly blurred, perhaps even irrelevant. The attention of economists and policy makers should be refocused instead on core issues of incentives and mechanism design that are largely common to both sectors, as well as on the related role that should be played by the competition between them.

Intellectual Property Rights

The next two essays, by Jean Tirole and Michael Kremer, focus on the vexed issue of intellectual property rights. Writing in the shadow of the impending implementation of TRIPS (Agreement on Trade-Related Aspects of Intellectual Property), both Kremer and Tirole are acutely aware of the cruel dilemmas it poses. In particular, under TRIPS all countries would have to respect current product patents on medicines, which almost surely will substantially raise the prices of many lifesaving drugs for people in developing countries. However, as drug companies are never too shy to remind us, drug development is an enormously expensive and risky business that most firms would not undertake unless the promised rewards were commensurate. Patent protection has long been the accepted way to provide these rewards, in effect by offering the firms a guarantee of monopoly profits for a fixed period. The result is drug prices that are beyond the reach of a large part of the world’s population.

The way to solve this problem, Tirole argues, is to ensure that drug prices are lower in poor countries. He suggests that this may do a better job of helping those who are genuinely in need than almost any other policy of global redistribution. However, while the pharmaceutical companies may want to set different prices in different countries, the prices they would want to set in poor countries will not be nearly low enough to be affordable for the average person. This is because cutting the price to the point where the poor in developing countries can afford to buy essential drugs would leave firms with almost no profit. They would do better by setting a high price and selling only to the rich. To get the prices down enough, public action is needed.

There are obviously many ways to get the prices down. Forcing the firm to give up its patent through compulsory licensing would do it, but at a substantial political (and perhaps economic) cost. Tirole favors a less radical option: buying out the patent for a particular country, using government or donor money, and then selling the drug there at an affordable price. One of his key points is that this need not be very expensive: the company targets only the elites in poor countries and therefore sets a relatively high price for the units it sells there, since no one else can really afford the drug. Since the elites tend to be small, it is unlikely that the firm is making very much money from that country, so buying out the patent should be reasonably cheap.

The idea that we should buy out patents and take them out of the hands of monopolists is taken a step further in the essay by Michael Kremer. Kremer argues that buyouts not only have the potential to bring existing drugs to those who need them, but they also provide an efficient way to reward the development of new drugs. This is especially important for the treatment and prevention of diseases such as malaria and tuberculosis, where there is very little new research, largely because they are seen as poor people’s diseases. Drug companies do not put a lot of effort into developing drugs and vaccines for these diseases, simply because they do not expect to make a lot of money by selling them. To make matters worse, once there is a drug, it will be politically very difficult for the firm to not give it away if large numbers of people are dying from the disease.

To get around this problem, Kremer suggests that donors establish a fund to back up what he calls a purchase commitment. The fund would stand committed to help developing countries buy a certain minimum number of doses of the vaccine (or drug) at a price high enough to make it worthwhile for drug companies to develop it. Since developing countries would not be able to afford that price (this is why the commitment was necessary in the first place), the fund would top up the amount the host countries are able to pay. For units beyond the committed amount, the fund (or the country) would have the option of buying as much as it needs at cost. Since the firm would have already covered its costs through the commitment, it should have no grounds for objecting.

More generally, Kremer distinguishes between “push” programs that subsidize research itself—for example, through grants to researchers—and “pull” programs that reward research outputs, such as a purchase commitment. He feels that push programs are important for generating the core ideas that everyone builds on, but they do not really provide rewards for doing what it takes to turn successful research ideas into drugs and vaccines for everyday use: undertaking the trials, the approval process, the patenting process, the risks of lawsuits, and so on. These costs of developing a marketable drug can be as large as the cost of generating the original idea, or even larger. While research has its own rewards (publications, prizes, recognition), development costs pay off only if the drug gets to the market. Finding ways to reward firms for incurring these development costs is therefore crucial; pull programs have a lot to offer in this regard.

Both these essays offer a way forward from the simple opposition of human need and corporate greed. They recognize the need to reward innovation and the need to make drugs available to everyone, and argue that a limited amount (i.e., relative to the social benefits) of donor money can do a lot to help us reconcile these needs.

Economics, all too often, is about trade-offs: what you gain in one place, you tend to lose in another. What makes the above discussion of intellectual property rights different is that it is less about reconciling the irreconcilable and more about finding a way forward: in other words, innovation rather than accommodation.

Microfinance

The potential for innovation in economics is perhaps best exemplified by the project of microfinance. The next essay, by Jonathan Morduch, starts by arguing that poor people in developing countries are largely excluded from financial markets, a theme that also appears in the essays by Townsend and Udry. The poor cannot, for example, buy insurance against things that are palpably outside their control, such as rainfall. As a result, when there is crop failure resulting from a drought, farmers often deal with income shortfalls by cutting their consumption.

Morduch describes one of the key problems with providing insurance to poor people: it is very costly to keep track of and collect premium payments from them. In part this is because they tend to live in more remote places or places where insurance agents are reluctant to visit. In part it is because they are poor, and therefore what they can afford to pay is not worth the cost of collecting. Morduch mentions an example from burial societies among fishing communities in Cochin, India, where the premium paid for life insurance was 4 cents a week. And in part it is because the poor find it difficult to save: it is a lot easier to collect $2 once a year than 4 cents once a week, but that would require that the poor hold on to their weekly 4 cents until they have accumulated $2.

Despite this, the Cochin fishermen have not given up trying to get insurance. Instead, they have innovated: they now pay their 4 cents per week into a communal pot and then the claims are paid out from this pot. Since no one has to come from outside to collect, those costs are avoided.

What they have is, however, far from perfect. One problem is that the community is small, and the total amount of claims in a year is quite unpredictable. In order to make sure that it has enough money to cover all the claims in a bad year when many people step forward with claims, the fund has to collect more cash than it would need in a typical year, which imposes a significant burden for cash-strapped fishermen. Moreover, the community does not have the sophistication to tailor its insurance product to the needs of its clients: everyone gets the same deal, even though needs often vary dramatically. And once one moves from death to more complex sets of risks, the community is even less likely to be the best insurer, simply because it does not have the capacity to adjudicate the claims. How is the community supposed to know whether the rainfall was indeed as low as a rainfall insurance claimant insists, or whether a particular health problem was covered by the insurance?

To resolve these problems, a different innovation is needed, one that allows the advantages of community monitoring and collection to be combined with the know-how and scale of a large insurance company. This is what microinsurance, the insurance side of microfinance, is meant to do. Morduch’s essay describes a number of important recent attempts in this direction, such as the development of rainfall insurance in Morocco. Nevertheless, he argues that these problems are nowhere near being solved entirely. Often, one solution creates new problems. For instance, rainfall insurance designed to protect the incomes of farmers pushes up grain prices in a drought, which ends up hurting the rural landless who are net buyers rather than sellers of grain.

The next essay, by Robert Townsend, evaluates microfinance from a different angle, asking what it has delivered rather than what it can deliver. His focus is on villages in Thailand, where financial markets generally work very imperfectly: the poorest cannot borrow at all, and even those who can, typically need to put up collateral worth many times the loan they are getting. Access to both formal and informal finance did improve considerably over the two decades between the mid-1970s and mid-1990s, the period covered by his study. Based on the observed correlations between credit, investment, and consumption, and a model that allows him to predict changes in people’s decisions, Townsend tries to evaluate the effects of this expansion. He recognizes that this is a complicated exercise involving large amounts of guesswork, and therefore devotes a substantial part of his essay to explaining the underlying methodology and assumptions. With all the resulting caveats, his results suggest that some forms of microlending are much more effective than others. In particular, cash loans are much more valuable than loans in kind, and financial institutions that also provide savings services and training achieve the best outcomes. His estimates suggest that having the best institutions may raise the growth rate of incomes in the village by as much as 5–6% per annum.

This kind of result is of course part of the reason why microfinance has generated so much excitement in the development community. But it also underscores the importance of getting microfinance right, and the need for careful evaluations of what works and what does not, and being open to further innovations.

NEW WAYS OF THINKING ABOUT POVERTY

Modern development economics grew in part out of resisting culturalist explanations of underdevelopment. As evidenced by the essays by Schultz, Eswaran, Laffont, and Miguel in the first section of this book, the resistance still continues. This is not always how it was in development economics. In the 1950s and 1960s, many of the leading theorists of underdevelopment, such as Arthur Lewis, Walter Rostow, and Simon Kuznets, were comfortable with the idea that poor countries were not altogether ready for capitalism. From this standpoint, people in these countries were viewed as much too indolent, inclined to enjoy rather than accumulate; the goal of the development project was to instill in them the capitalist virtues of thrift and hard work.

This was, of course, entirely in the spirit of the broader paradigm of modernization theory that dominated sociological theory of that era. The idea that underdevelopment is rooted in essential differences between people is of course much older, often associated with theories of racial superiority or, in a different form, in the work of the great sociologist Max Weber, who emphasized the essential historicity of the culture that created capitalism. Modernization theory, a product of the optimistic postwar years, went a step beyond Weber: the conditions for capitalism were now subsumed in the broader condition of being modern; this condition was something that could be engineered by a judicious mixture of education and state intervention.

The work of Ted Schultz, Gary Becker, and others, starting in the 1950s, was explicitly intended to be in defiance of all this. Drawing on a range of evidence, Schultz argued that a peasant family in a poor country is no less rational in its use of its meager resources than its richer American counterparts. The fact that people in poor countries have many children, while those in richer countries have only one or two, Gary Becker argued, has nothing to do with their religiosity or their view of human agency. It has everything to do with what he called—with more than a touch of “épater la bourgeoisie”—the quantity/quality trade-off in children. Parents, he argued, have children in part as a way of ensuring that they are taken care of in old age. From this point of view, it would always be better to have more children, except that the more children you have, the less you invest in any one of them. This, however, matters only if you are investing a significant amount to start with. If you are not going to invest, say, because there are no jobs for educated children, you may as well have as many children as you can manage. On the other hand, if you do plan to invest quite a bit, having fewer children may be a good idea. The poor will stop having many children when they have reason to invest in their children. Until such time, it will be fruitless to try to persuade them to use contraception: Beckerian economists delighted in stories of condoms, distributed for free by well-meaning outsiders, that ended up being used by kids as balloons.

In a similar vein, though somewhat less controversially, Ted Schultz argued that the failure of the poor in developing countries to educate their children reflects the lack of economic opportunities for educated people in these countries. When there will be jobs for the educated, education will naturally follow. Government programs that try to encourage children to get more education are, at best, misguided and quite often harmful since they induce children to spend time in school that they could spend more profitably working.

These rather extreme recommendations, not surprisingly, have long been abandoned. Most economists today, more or less across the entire political spectrum, take the view that the government does have a role in promoting both education and birth control. The main disagreements are about the relative importance of outside interventions versus the internal dynamics of families. But in the arguments made to justify outside intervention, it continues to be taken as given that the goal is to help people do what they want but cannot achieve on their own because they lack resources or power or proper access to markets. Thus, the subsidization of education is justified on the grounds that people may not be able to afford the education they want, and the promotion of contraception is described as a way of helping women to avoid having more children than they want. In other words, there is no suggestion that poor people or people in poor countries want the “wrong” things. They simply cannot get what they want.

For development economists until very recently, this was something of an item of faith. A large body of evidence showing that people do have a hard time getting what they want—both because they lack resources and market access and because of the way families function—did little to undermine this faith. It was recognized, of course, that none of this rules out the possibility that poor people and people in poor countries also differ in what they want. But the available language within economics did not really encourage talking about these issues. De gustibus non est disputandum, Gary Becker and George Stigler famously declared—economists should not argue with taste. But if all tastes are equally “right,” it is awkward to have to argue that many people, and indeed many nations, are doomed to poverty as a direct consequence of what they want. No wonder the literature has preferred to stress external constraints.

Conspiracies of silence, however tacit, are always at risk of being undermined by evidence. The essay by Esther Duflo tries to see how far one can go with external constraints. She describes a long line of evidence, which confirms the relevance of external constraints but also raises, with increasing urgency, the need to go beyond them. Her essay culminates with the description of a cumulative sequence of experiments that eventually force us to confront the limits of the received theory.

In these experiments, Duflo (along with her coauthors Michael Kremer and John Robinson) tried to understand why most farmers in Busia (in western Kenya) do not use fertilizers, despite being strongly encouraged to do so by government agronomists. The initial experiments, carried out in partnership with a Kenyan NGO, involved getting farmers to apply different combinations and quantities of fertilizers on randomly chosen small plots of their land. The first results confirmed one natural suspicion that one might have under these conditions. The government agronomists were wrong—the full package of fertilizers that they recommended using at planting did not pay, mainly because the seeds often failed to germinate and required replanting. On the other hand, the returns on using a small amount of fertilizer after the seeds had germinated, which is sometimes called top-dressing, seemed to be uniformly large and positive—the six-season average return was 231%—but the farmers need not have known about this. Knowledge is indeed an external constraint.

Once the farmers tried top-dressing and saw what it did, one might have imagined that they would need no more convincing. However, just so that nothing got left to chance, field officers from the project visited every one of these farmers, discussed their (profitable) experience with top-dressing, and told them that all their neighbors had had a similar experience. Yet in the second season only 37% of these farmers used any fertilizer, compared with 20% in the control group, and by the fourth season this was down to 29%.

When asked why they did not use fertilizer, all the farmers said that they did not have the money. The trouble is that this could only be the whole story if the farmers were literally penniless, since even a small amount of money invested in fertilizer would be very profitable (it would cover just a small amount of land). The experimenters were not convinced: they felt that farmers could certainly afford to save up a little bit to buy fertilizer.

This was confirmed when the NGO offered a random subset of these farmers the opportunity to buy fertilizers at harvest time and promised to deliver the fertilizer to them in top-dressing season. Fertilizer usage doubled, suggesting that these farmers both had the money and were willing to wait for the extra rewards that fertilizer would bring them. Yet they needed the NGO to do the saving for them: they were not prepared to try to hold on to the same amount of money on their own for the few months between harvesting and the next round of sowing. When they said that they did not have the money, they were acknowledging some internal constraint on their ability to save on their own, rather than an external constraint on their resources (though the fact that they had limited resources might play on their willingness to try harder to save).

The worry is whether one can talk about internal constraints without, in effect, blaming the poor for their poverty. The essay by Sendhil Mullainathan suggests a way out. He starts from the premise that these internal constraints are universal. Indeed, a lot of them, he suggests, are almost hardwired into us, and only the most stringent application of will can free us from their insidious control. As an example, he describes an experiment by Madrian and Shea, in which a U.S. firm made a small change in the form people fill out stating how much they will put into their 401(k) accounts, in which they save for retirement. Traditionally the default option on the form was to contribute nothing; in the experiment this was changed to a contribution of 3% of income. For anybody who was actively exercising the choice, this should not have made a difference, since both no contribution and 3% of income remained options both before and after the change. Yet the change in the form raised the fraction of 401(k) participants from 38% to 86%. All these people were happy to save more, but were incapable of the (small) act of will that would have let them do so. Actively choosing to do the right thing is very different from passively letting it happen.

It follows from this distinction between active and passive choices that the fact that some people make better choices than others is as much about the environment (especially the nature of the available default choices) as it is about the people themselves. Poor people and people in poor countries often suffer because the default options they are offered are not particularly well designed, perhaps for some of the same reasons that vaccines for poor people’s diseases are undersupplied. Moreover, given the economic pressures they are under, the benefits from better default choices are likely to be bigger for these people than for middle-class people in rich countries. Mullainathan ends by describing an experiment by Ashraf, Gons, and Yin, in which poor subjects in the Philippines were offered the option of locking away their savings, which effectively changed their default option, and got an enormously enthusiastic response. In this context, the reader may also recall the essay by Morduch, earlier in this volume, which talks at length about how hard it is to get the poor to save.

This is not to say that the poor are entirely or even primarily passive in the way they respond to the fact that markets often do not do what they want or need. One way they deal with these problems is by making use of their social ties. This is the topic of the essay by Kaivan Munshi. He offers the example of the market for savings and credit. Many people in the developing world do not have access to a bank, and even where they are physically able to get there, the bank often finds it unprofitable to deal with them. As a result, the community serves as a “bank substitute.” People come together to form rotating savings and credit associations (ROSCAs), called chit funds in India, tontines in Cameroon, and a multitude of other names all over the developing world. In these ROSCAs everyone puts in a fixed amount of money every month for several months, and one person among them gets the entire pool in each month. The order in which different members win the pool is decided either by lottery or through a bidding process. Those who win late are in effect lending to those who win early.

The problem with this kind of organization is that someone needs to make sure that the people who have already won the pot continue to pay their dues. This is where social ties come in. Most ROSCAs are organized around some kind of community-based network, and the power of the network over its members helps make sure that people do not default.

Relying on the community to deliver what the market does not also has its costs, however. The main concern is that it gives the community too much power over the lives of its individual members. Sometimes this is exercised purely as a way for the powerful to exploit the less powerful. Munshi offers the examples of sugar cooperatives in India, which were originally set up to protect sugar farmers from exploitation by the market, but in which the more powerful big farmers now exploit the smaller farmers. Munshi does not take a stand on whether this makes it worse than it would have been, had the market been allowed to operate. But he is clearly warning us against any expectation that the community will be able to entirely replace the formal institutions of capitalism. In a similar vein, he suggests that sometimes the community exerts its power by restricting the choices of its members in ways that harm their long-term interest. If the community disapproves of contraception, as it seems to have done in the parts of Bangladesh that Munshi describes in his essay, then people who value their community ties will not use contraceptives even if they personally prefer to have fewer children.

In the next essay, Glenn Loury expresses a similar concern about the power of the community. His specific focus is on discrimination and the persistence of poverty among African Americans in the United States. The pernicious form of discrimination in today’s United States, he suggests, is not the open and crude discrimination that one found fifty years ago, but the more insidious kind that is rooted in the way society implicitly theorizes about race. What Loury calls biased social cognition happens because people have become used to thinking about social phenomena in terms of race. As he points out, people are troubled by the fact that girls are underrepresented in science and math classes in schools, but not by the fact that African American men are overrepresented in prisons. Loury argues that this is because our theory tells us to expect no differences between boys and girls in the first case, whereas in the second case society sees nothing that it did not expect. It is willing to use race as a category to explain behaviors that lead to imprisonment.

Moreover, Loury argues, even if the “theory” that race, rather than any other attribute of African Americans (such as poverty or a history of being mistreated), explains their greater proneness to crime, this could just be the result of how society thinks about race. If everyone suspects you of being a criminal because you are black, jobs will be hard to come by; then crime may well be the only alternative left to you as a means of survival.

Yet because other people usually are not conscious of the power of their own “theories,” they see the problems of African Americans as an unfortunate but inevitable fact of life, which will remain that way until African Americans decide to take charge of their lives. This creates widespread resistance to social policies that focus on helping African Americans. The poverty trap is then rooted ultimately in the minds of others in society—on their conceptions and misconceptions.

This is obviously an important caveat to the discussion about internal versus external constraints. Loury is warning us that external constraints come in many variants, some more apparent than others. Poor people have to deal not only with their lack of resources but also with the prejudices of others, and, as the essay by Debraj Ray eloquently argues, their own prejudices about themselves.

Ray’s essay deals with what he calls failures of aspiration. Aspirations, he argues, are what make people try hard to succeed, but only if they consciously or subconsciously perceive that success is within reach. In other words, what matters is what Ray calls the aspiration gap, the difference between the standard of living that people aspire to and the standard of living they have already achieved. He argues that they will try harder when this gap is neither very large nor very small. If it is too large, the goal seems too distant to be within reach; if it is too small, it is not worth the effort.

This, then, suggests a simple theory that might explain the findings reported in Duflo’s essay, where the poor do not always grab every opportunity offered to them: their aspiration gap may be too large or too small. It may be too small because the poor may not be aware of certain possibilities, and therefore think that they have nothing to aspire to. This is possible, though perhaps unlikely in the modern world of television. The more worrying possibility is that the gap is too large: the poor see what they want, but believe, incorrectly, that they have no way of getting there. They might not have, for example, met anybody who made it there, and therefore mistakenly assume that it is beyond their own reach. This is most likely in economically polarized societies, where the poor may not know many people from their own milieu who have made it out of poverty. In caste- or race-structured societies, the social structure may have been frozen for so long that people in different social groups have come to believe that there are immutable differences between them.

Taken together, these essays presage what we feel is an important new trend in the economics of poverty: a willingness to take the social and psychological environment of the poor seriously. At the same time, however, economics is increasingly being taken over by a hard-nosed empiricism, which is skeptical about all ideas unless, as the expression goes, they “show up in the data.” These two vectors are just beginning to cross. Where that encounter takes us will surely be interesting new terrain.

NOTES

1. See Human Development Report 2004, table 2, 129.

2. See Human Development Report 2004, 129ff.

3. See, for instance, “More or Less Equal?” The Economist, Mar. 11, 2004; “Pessimistic on Poverty?” The Economist, Apr. 7, 2004.

4. This is reported by Martin Ravallion in The Economist, Apr. 7, 2004.

5. For a review of the detailed evidence on this, see Fields (2001), chap. 5.

6. See Moises Naim, “Washington Consensus: A Damaged Brand.” Financial Times, Oct. 28, 2002.

7. See, for instance, Anne O. Krueger, first deputy managing director, International Monetary Fund, “The Challenge of Poverty: How the IMF Can Help Africa.” Keynote address to the African Economic Research Consortium, Nairobi, Kenya, Dec. 4, 2003, available at http://www.imf.org/external/np/speeches/2003/120403.htm.

8. For an introductory survey, see Fields (2001), chap. 3.

9. One can already see this in middle-income countries (say Brazil), which must confront redistributive issues of both the “classical” and “new” kinds.

10. One should be careful that this might not carry over to poorer countries, where the fiscal system is not as well developed and there are many more opportunities for tax evasion, capital flight, etc.

11. A welfare loss occurs unless parents suffer from present-bias (time-inconsistent) preferences or underestimate the returns to education. In such cases, “paternalistic” interventions may (but need not) raise family welfare.

12. The gains in children’s health associated with such programs are of course intrinsically desirable, but health could be subsidized independently of education.

13. See Kremer (2003).

14. See Hsieh and Urquiola (2003).
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