2.  Markets and Poverty Reduction.

	
	Poverty, growth and markets.  

	Poverty is complex, dynamic and diverse 
	This section explores ways in which improving the operations of markets contributes to reducing and ultimately eradicating poverty. First, poverty must be seen as a diverse, complex and dynamic process.  It involves low human development, income and consumption, and is characterised by inadequate access by the poor to assets, and return on these assets – human, financial, social, physical and natural.  The poor are also vulnerable.  Their income and consumption are variable and subject to shocks, yet they posses few means of managing this risk.  As a result the poor can move into and out of poverty in response to relatively small changes in economic conditions.  Finally, poverty can result from – and contribute to – exclusion from social, political and economic processes (including markets).  A particular feature here is the exclusion of groups defined in terms of their gender, class, ethnicity, and caste.

	Effective poverty reduction requires progress in many areas
	If measurable reductions in poverty are to be achieved, progress will need to be made across a range of areas:


Growth of assets, incomes and consumption. 


Empowerment of the poor, enabling them to influence the structure and operations of public and private institutions.


Greater equalities of opportunity for poor people to build up their assets and generate livelihoods. 


Security, to counter physical and economic vulnerability that drives people into poverty or threatens the sustainability of their exit from poverty.

	Growth is central… but patterns of growth matter
	Economic growth is a powerful driver of sustained poverty reduction.  Indeed, over time it is a necessary – though not sufficient – condition for poverty reduction. Growth is driven, inter alia, by institutional change and technological advance, and it both contributes to and results from the build-up of assets.  Growth also involves using one type of asset to enhance others (e.g. investment in education and health in order to build up human capital).  In the process, it can be destructive of certain assets – through for instance undermining some forms of social capital or leading to environmental degradation – while building others.  Over time, vigorous growth is strongly associated with poverty reduction, and rising levels of productivity are likely to enhance living standards.  But trade-offs also exist, especially in the short to medium term.  The processes of growth may for instance marginalise traditional social arrangements that may have been beneficial to some poor families. Increasingly, therefore, analysts focus on the ‘quality’ of growth, as well as growth itself.

	Economic change is about the evolution of institutions … including markets 


	The process of economic change prompts institutional innovation as economic agents push for markets to function more efficiently.  Examples include the collective provision of public goods such as improved information, and even regulatory frameworks.  The process of economic development also involves a progressive shift from informal towards more formal institutions, such as the replacement of social norms and codes of behaviour with formally specified, perhaps legally binding, arrangements.  In this way, the role of the state in determining the institutional framework for markets is likely to grow over time.  While the rising productivity that is generally associated with these processes can be expected – in time – to benefit poor people, the extent to which they are able to influence the nature of these processes is an important determinant of patterns of growth and the impact of markets on poverty.

	
	While the process of economic growth will often involve the expansion of market relationships, many key decisions are not taken on a market basis.  Often, they are taken within households, communities, firms and governments.  In affecting poverty outcomes, markets are thus complementary to accountable and competent states, and to inclusive social networks.  

	
	Pro-poor market development 

Markets are institutions.  They can be understood both as ‘rules of the game’ (for instance the set of norms and standards that affect exchanges) and as organisations (including those in the private, non-governmental and public sectors), which enable participants to trade in factors of production, or in outputs or consumer goods and services.  Pro-poor markets are understood as those that contribute to social and economic outcomes in which the poor gain substantially and often more than proportionately.

	Pro-poor markets can have direct and indirect impacts
	The pro-poor effects of markets may be both direct (in that poor people are enabled to participate in a particular market as buyers or sellers) and indirect (in that the markets promote patterns of growth and development that lead to more than proportionate gains for the poor).  Direct impacts may result from improving terms of access to those markets in which poor people themselves participate (obtaining food or selling their labour on more favourable terms, for instance). An example is provided in the grain markets of eastern and southern Africa where deregulation has led to an expansion of local labour-intensive grain mills at the expense of the market share of large-scale flour mills.  At least as important, however, are those markets that have an indirect effect (mainly through affecting the overall growth rate and pattern of growth), but in which poor people typically do not themselves directly participate.  These include, inter alia, markets for foreign exchange, agricultural derivatives, internationally-traded commodities and capital, and power and telecommunications.

	… think in terms of pro-poor market development
	Attempting to define pro-poor markets according to structural characteristics (formal or informal, large-scale or small-scale, etc) generally fails, as lessons appear to be highly country-, sector-, or institution-specific.  It is more productive to focus on the ways in which markets function – that is, for instance, how transactions costs are reduced, or information asymmetries are dealt with.  It is also useful to analyse how markets change over time – in effect, to ask whether the terms of access of the poor are improving or worsening – rather than to consider markets in a steady state.   Pro-poor market development is therefore a more useful concept than pro-poor markets.

	How does market development help to reduce poverty?
	The functioning of markets for poverty reduction.  

Market development can contribute to enhancing growth, empowerment, opportunity and security in a variety of ways and through a range of mechanisms (some of which are illustrated in Table 1).  The development of market institutions will increase potential growth rates through, for example, reducing the transactions costs involved in exchange, enabling more types of goods and services to be bought and sold (including through changes to property rights) and allowing prices to reflect scarcity and information.  Improved access to markets and services – for instance for education and skills – can both empower the poor and expand their livelihood opportunities.  Security will often be strengthened by improved access to markets.  For example, through recourse to insurance and other markets, the poor are in principle better able to manage risk and, through access to food markets, to stabilise supplies and prices.   


Table 1.  Links between markets and strategies against poverty

	Strategy against poverty
	Potential positive roles of markets
	Examples of market factors that may work against the poor

	Growth
	Promoting efficiency in allocation and use of resources.
	Market distortions (capital subsidies) 

Disabling economic framework.

Market failures.

	Empowerment
	May provide incentives for local organisation.
	Structure and functioning exclude poor.

Poor not involved in setting market rules; lack of voice.

	Equality of opportunity
	Access to assets, services.

Markets for assets of poor (notably labour).
	Adverse or weak institutions.

Weak demand for assets of poor people

Market failures (e.g. credit markets and excessive market power)

	Security
	Risk management.

Supplies of food and other basic requirements.
	High transactions costs 

Incompleteness of markets (e.g. insurance markets).




	How do markets change so that they support the poor?
	Market change is driven by a mix of economic, political and social factors.  Economic factors can include technological development which alters absolute or relative prices; political factors might involve changes to prevailing ideologies, or shifting balances between urban and rural interest groups; and social considerations might include the decline of traditional authorities which exercised influence over market operations.  Enabling the poor to influence these drivers of change – such as through co-operating to increase their economic influence, or politically through ensuring the accountability of representatives – is an important dimension of empowerment.  However, poor people in general, and some disadvantaged groups, including women, ethnic minorities and isolated rural communities in particular, are likely to be especially poorly placed to effect market change.



	
	For markets to work better for poor people, they need to facilitate the access of the poor to assets, and enable them to use these assets to generate livelihoods and to reduce vulnerability.  To do this, markets must become progressively more developed, and accessible to poor people.



	
	Market development, through inter alia transactions costs falling, information flows improving, and integration increasing, is necessary for broad-based growth, not just for the poor.  However, the central functions of allocating scarce resources and enabling productivity increases require not just improvements in the operation of a given market; markets need also to become progressively more complete in the sense of reducing the extent of missing markets, so that wider constraints can be overcome.  As an example, trading on a local produce market may be highly competitive at the same time as participants operate within severe infrastructural constraints that prevent economies of scale being exploited.  Market development can also occur through the creation of a new market where none existed before; technological and regulatory changes have for instance brought into existence competitive telecommunications services, some of which are accessible to people in isolated rural areas or in low-income parts of cities.

	
	Even successful market development does not, however, assure a pro-poor outcome.  There are circumstances in which markets can exclude the poor, notably those who are destitute and have little to offer the market.  Markets may even harm the poor, where they reinforce inequalities in other institutions.  For instance, markets are closely bound to specific social contexts, and can reinforce unequal local power relationships and undermine certain forms of social capital.  Bonded labour in Nepal – where financial debts, reinforced by the social context, can tie succeeding generations – is one such case.  The exclusion of the poor is often a result of market segmentation.  For instance, in financial markets the poor typically do not have access to low-cost formal sources of capital, and in labour markets they are restricted to casual employment where employers have less incentive to provide a living wage.  At international levels the exclusion of poor countries or regions from key markets can reduce their opportunities for trade and economic growth.  At local, national and international levels, therefore, there will be cases where explicit redistributive measures may be needed to assure pro-poor market outcomes.  Annex 4 on land markets explores one such issue.



	How do markets fail?
	An essential feature of improving market performance is the ability to deal with market failure (Box 1), both in a particular market and in linked markets – for example, failure in credit markets will often restrict the ability of farmers to hire in labour. 


	Box 1.   Market failure

This paper uses the term ‘market failure’ as it is understood in welfare economics literature which identifies the following types of market failure:


Public goods, which the private sector will not supply (or will under-supply) because it cannot appropriate the benefits


Externalities, which exist when the production or consumption of a good or service has spill-over effects which are not reflected in the market price


Market power and economies of scale, where barriers to entry create market power, enabling monopoly rents to be earned and depressing production


Asymmetric information, where parties to a transaction have different information about the nature of the exchange.  In credit and insurance markets and in input supply systems, information failures are especially widespread


Cost of establishing and enforcing agreements may be so high as to increase risks to the point at which markets do not exist.

Correcting for market failures provides one widely-accepted justification for market intervention --- whether by the state or by private sector or co-operative agencies, the latter often involving self-regulation or other collective action.  State intervention actions to correct for market failures are often warranted --- provided that state failure or the costs of intervention do not outweigh the original market shortcoming.  Means of state intervention may include inter alia regulation (including regulation to encourage the private sector, for instance through strengthening intellectual or other property rights), taxation and subsidies, and direct public provision of services and infrastructure.  


	Externalities and the environment
	Market failures in the form of externalities are a principal reason for environmental degradation, and commonly call for community or state action, whether at local, national regional or international levels.  Actions may be needed to manage common pool goods where it is difficult to deal with the free rider problem (locally in the case of unregulated common grazing, or nationally with fishing within territorial waters), or to address external effects (internationally with global warming resulting from greenhouse gases emitted by consumers and industry, at the moment primarily in developed countries). 

	
	Rural and urban markets
While market failures are potentially present in all areas, some forms may be more severe in rural than urban areas.  Typically, rural markets are affected by: the lower population densities and greater incidence and depth of poverty that combine to diffuse and diminish demand; seasonal and year-to-year variability reflecting the importance of renewable-natural-resource based sectors; particular difficulty in achieving cost-effectiveness in providing infrastructure, social and economic services, and other public goods; high transactions costs; and social capital that includes stronger traditional relationships than is the norm in cities.  Both the analysis of markets and measures to strengthen their pro-poor functioning need to take account of such local realities.

	
	Market and non-market solutions
Markets are not the only institutions which provide for exchange, co-ordination and allocative decisions (see Annex 1).  Non-market or hierarchical solutions will be required in a range of situations, either alone or in combination with markets.  The New Institutional Economics literature explains the internal organisation of firms and of governments as using hierarchical structures as alternatives to markets (or as complementary to markets where governments and firms, as part of their own governance arrangements, combine hierarchies with internal markets). Circumstances in which there may be a case to explore non-market solutions include those where transactions costs are persistently so high that markets fail or do not exist, or where tendencies towards concentration, with resulting abuse of market power, strong in situations in which government capacity to regulate monopoly is limited.

	Risk, uncertainty and investment
	Risk and uncertainty

Pro-poor outcomes require enhanced means of managing risk and uncertainty, whether at the household or macro-economic and sectoral levels.  Poor households need to be able both to reduce vulnerability to shocks and stresses and to invest in assets to improve future livelihoods.   As important as investment by poor people themselves is investment in the wider economy which will create demand for poor people’s products and services.  Reducing uncertainty will help lower the threshold for risk-taking and is therefore an important component of any intervention aimed at stimulating investment and growth.  

Risk may take the form of supply risk (affecting the ability to participate in the market as a seller of produce or services --- such as family labour for instance) and of market or price risk.  Risk has multiple possible sources: supply risk may result, among others, from climatic variability or family illness.  Market risks may result from ineffective or unaccountable institutions, or weak or absent linked markets such as those for insurance. 

Successful risk management involves both the ability to identify and evaluate risk, and access to means of coping with it.  Poor people are likely to be badly placed in both these respects, highlighting the importance of risk analysis as a dimension of promoting pro-poor markets.  Mass and individual information (some of it publicly provided) may assist poor people with risk evaluation.  Supply risk for the poor may be managed through measures that include infrastructural investments, and improved advance warning and insurance.  Market and price risk may be reduced through improved market institutions, such as hedging mechanisms, whose effects on the poor are often indirect rather than through their being directly accessible to poor people.  Market development can assist poor people in managing some aspects of risk (improving food supplies in the event of climatically-induced local shortfalls), while fragmented or poorly regulated markets can increase other sources of risk. 

	
	Complex and adverse effects

Clearly, the role of markets in poverty reduction is not straightforward.  While this paper suggests that their role is generally positive, it is sometimes ambiguous, and may even be harmful.  Careful judgements is always needed to determine where and how intervention is needed.  Three areas of concern may be highlighted:



	
	
First, changes in regulation for some markets may increase systemic risks if the mode of regulation is inadequate. The most obvious example is capital market liberalisation to allow short-term capital flows.  These reforms, intended to develop markets, can have major consequences for growth and poverty if they lead to instability in capital flows.


	
	
Second, the development of markets changes, and in some respects may increase, the risks and vulnerability faced by the poor. For instance, increased market integration reduces the risks faced from local supply and demand shocks, but increases vulnerability to external shocks. In some cases there may be trade-offs between the expansion of opportunity and increased risk.



	
	
Third, if the rules of the market are determined in a manner that is biased against them, the poor may be disadvantaged. There is a large literature on how modes of agricultural market regulation in South Asia operate in the interests of local elites and lead to the reduction of competition.  Also some groups (such as women and children) can be especially vulnerable to exploitation in some labour markets – an issue that is explored in Annex 3. An important question is whether and how the poor can or should be able to influence the rules for these markets.

	What role do markets play in the livelihoods of the poor?
	Markets and livelihoods.  

To function well from a pro-poor perspective, therefore, markets need not just to be efficient, but also to work in ways that enable participation by the poor and improve their terms of access.   At the micro-level, markets affect livelihoods of poor communities and households through three principal mechanisms:


Facilitating access to human, financial, social, physical and natural assets. Clearly markets can do this only up to a point: they cannot alone remove the more extreme inequalities of asset ownership or political empowerment.  However, as Annex 4 on land markets indicates, improved operations of markets can ease access of the poor to assets, whether by sale or rental.  Further, they can enable the poor to exchange a relatively abundant asset for another, for instance by using labour to obtain livestock or capital.


	Box 2. Markets and sustainable livelihoods principles.

Markets represent one means by which SL principles can be applied in strengthening pro-poor development.  These principles are: putting people at the centre of development (so that policies and institutions work in ways that are congruent with households’ livelihood strategies); holistic (in that SL approaches seek to identify the most pressing constraints faced by, and promising opportunities open to, people regardless of sector or geography); dynamic (in that they seek to support positive patterns of change); building on strengths (seeking in the first instance to identify potentials); emphasising macro-micro links (underlining the importance of macro-level policies and institutions to the livelihood options of communities and individuals, and stressing the case for higher-level policy to be informed by lessons learned at the local level); and sustainability (broadly understood to include environmental, economic, social and institutional dimensions).  SL approaches emphasise the importance of assets (human, financial, social, physical and natural), mediated through policies and institutions --- including markets --- in enabling households successfully to enhance their livelihoods.


	
	
Enabling households and communities, through improving the returns on their assets, to improve their livelihoods, both by raising the overall level and by managing risk to reduce vulnerability.  At the heart of this is the role of markets in enabling the poor to raise their productivity.  Labour markets (Annex 3) are of particular importance to the livelihoods of the poor, given the paucity of other assets.  However, the poor, if not the absolute poorest, if given the chance, are also known to save financial assets, and require secure means of doing so (Annex 2).  Livestock are commonly a store of wealth among pastoral peoples and are available to be sold or bartered for grain.  


The meeting of consumption needs, especially but not only for staple foods (Annex 5).  The great majority of the poor, in both urban and rural areas, are net buyers of food, and therefore require food markets that are efficient, accessible and provide a degree of price stability and predictability.   This requires the integration of local, regional and national markets.  The progressive integration of national food markets into world markets, especially of grains, underlines the importance of international efficiency and equity in the operations of the markets, and the need for developing countries to have access to international stabilisation mechanisms such as derivatives markets.  Relief of emergencies such as famines have also been shown to work better if schemes such as food-for-work are organised via established food markets.


	How to determine if markets are working for the poor
	Analysing pro-poor market development 

A framework for determining whether markets are working well from a pro-poor perspective is set out in table 2.  This also identifies – for illustrative purposes – some of the specific areas of analysis that need to be considered.  The main features of markets are grouped into four categories: the enabling framework; market failures; power relationships and exclusion; and linkages to other markets.  This framework is used in determining appropriate actions by different stakeholders (section 3 below) and is applied to particular markets (section 4 below, and annexes 2-5).  




Table 2.   Pro-poor market development: defining characteristics

	Market 

Characteristic
	Domain of intervention or collective action
	Illustrative areas for analysis


	Enabling framework
	Macro-economic policy 


	Extent of inflation.

Capital subsidies displacing labour.

	
	Law and Administration
	Integrity, accessibility and representativeness of judicial system.

Property rights.

	
	Political and social culture, governance 
	Democratic accountability of representatives.

Extent of male-dominated institutions.

	
	International markets 
	Open access to developing country products.

Instability of capital flows.

	Market failure
	Public goods
	Adequacy of rural infrastructure.

Lawlessness, insecurity.

	
	Externalities
	Pollution of natural resources

	
	Market structure and power, monopoly
	Degree of competition.

Land ownership concentration.

	
	Information asymmetry
	Education on citizens’ rights.

Legislation on product description

Quality of agro-chemicals

Access to credit

	
	Transactions cost
	Contract enforcement mechanisms.

Barriers to formal financial sectors.

	Adverse power relations, exclusion
	Regulations anti-poor, anti-women, ethnic bias
	Female property rights limited, inheritance laws

Law favours formal enterprises

	
	Organisational bias 
	Gender awareness in service providers

	
	Social relations link to markets
	Bonded labour obligations inherited.

Intra-household control of cash sales

	
	Market segmentation
	Barriers to accessing formal credit.

Barriers to formal labour markets.

	Inter-market linkages
	Risk management
	Facilities for savings.

Accessibility of insurance mechanisms.

	
	Linked markets
	Means for transmitting migrant remittances

Extent to which credit market failures limit labour markets


	Analysis must be location- and market-specific
	The full range of analysis that needs to be undertaken to assess whether markets are working to benefit the poor is considerable (table 2), and needs to be undertaken locally and in relation to specific markets.  However, some of the main points that commonly arise are:


A macro-economic policy framework that promotes broad-based growth is fundamental.   Rapid inflation appears to harm the poor more than the rich (who have more means of maintaining the real value of assets), although the evidence is mixed on moderate levels of inflation. 


A legal and administrative system that is accountable and honest appears to favour the poor who are generally too weak to operate effectively in more ‘negotiable’ systems


The costs to developing countries of protectionist tendencies in OECD markets for products in which they have a comparative advantage (e.g. textiles and farm products) have been extensively documented.


Market failures are widespread, and may be so extreme as to cause markets to fail to develop altogether.


 The linkages between markets and social and political structures and processes are manifold and will often exclude or otherwise disadvantage the poor.


Market segmentation (whether caused by ethnicity, formal/informal rigidities, and rural/urban or other geographical divides) is generally harmful to the effective workings of markets and to the poor.


The ability of people to manage risk is fundamental to their ability to escape poverty on a sustainable basis.  However, market mechanisms enabling risk management are often weak, which may call for collective or public provision of help in managing risks. 

Linkages between markets are crucial, with failures in one (e.g. financial markets) worsening the terms of access of the poor to another (e.g. labour markets).




