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Using Empower ment and Social Inclusion
For Pro-poor Growth:
A Theory of Social Change

Section 1; | ntr oduction

This paper is an abridged version of alonger paper Whiﬁh is being prepared as a contribution
to the Sector Strategy Paper for the Social Development group™~. The longer paper will seek to
clarify the ways in which poverty isasocia phenomenon -- and to suggest how social development
thinking and practice can offer traction on some aspects of the poverty reduction challenge which
have been the most difficult for the Bank to tackle. In its concluding chapters the longer version
lays out Social Development’ s core competencies: participatory practice and social analysis. It
outlines a set of Social Development tools and approaches which draw on these core competencies
and can be combined in different ways to produce custom products and services that respond to the
specifics of regional and coyntry context. Both versions of the paper draw from PREM’ s
Empowerment Sourcebook®, from the | Paper for the SD Strategy, the concept note on
Institutional and Organizational Analysis™, the writing on Community Driven Development,
Conflict Prevention, Participation and Civic Engagement as well as the on-going work to develop
the OP and Guidelines on Social Analysis and the Poverty and Social Impact Assessment tools.

This short version has been prepared for the PREM, ESSD, WBI Empowerment Retreat
(May 7-8, 200 It offers Social Development’ s operational definitions of empowerment and
social inclusion*as two key processes which focus on the relation between people and the
institutions and organi zations which affect them. Building from these definitions, the paper
presents a framework for poverty reduction through institutional and social change at multiple
levels. The framework builds on the Sustainable Livelihoods™approach, but places more emphasis
on power relations as defined by social identity and economic status and mediated by institutions
and organizations. It focuses particularly on theinter-related processes of empower ment and
social inclusion asthe means of shifting theserelations— and theinstitutions and
or ganizations which embody them -- towar ds greater equity.

After this brief introductory section, sections 2 and 3 present a Social Devel opment
perspective on ingtitutions and lay out the key elements of a framework for understanding how the
processes of empowerment and social inclusion can work to bring change. Section 3 concludes
with adiscussion of the concept of pro-poor growth as defined by Ravallion and others and its
relevance to our understanding of social inclusion. Section 4 offers a theory of social change based
on actions from below and from above that work to restructure the distributional ‘rules of the game’
in agiven country so that economic growth is widely shared and poverty is reduced.
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It is expected that empowerment and socia inclusion will reduce inequality, but what will it
do to growth? Section 5 examines some of the current thinking on the relationship between
inequality and growth. This section also explores Stern’s concept of the investment climate and
finds that empowerment and social inclusion are in many ways integral to the systems of good
governance which provide the foundation of a good investment climate. This suggests that
empowerment which Stern sees an important element in the Bank’ s strategy for poverty reduction,
may actually work, not parallel to growth, but through growth as force that helps to create
specifically pro-poor growth and thus, more rapid poverty reduction.

Section 2: Empower ment, Social Inclusion and Security: The
Social and Institutional Foundations of Sustainable
Development

2.1 Individuals, I nstitutions and Or ganizations

In simple terms, this paper sees social development as development that enables poor
people to take actions to help themselves. Thisimplies that development strategies begin with
poor people’ s aspirations and needs and focus on supporting institutions (including markets) that
areinclusive not only of those with money and power, but also of the poor and marginalized. We
see institutions as critical to poverty reduction because they establish the distributional rules of the
game; they structure access to the assets, capabilities and opportunities that allow people to meet
their needs, manage risks and make progress towards achieving their aspirations. But in most of
the world today the distributional rules of the game vary for diverse individuals and groups on the
basis of their sociglidentity and this has negative effects on poverty outcomes and prospects for
sustainable growth™.

This may sound discouraging; but our knowledge of the reciprocal relationship between
people and their institutions gives us hope. People are born at a certain time and place into the
complex web of institutions which not only determine their initial asset endowments, but also shape
their thinking and behavior. Y et, these same institutions have themselves been created by people —
and are continually contested by other people. The fluidity of the situation is what opens the way
for change.

Just as an individual’ s socia identity has many ovetlapping layers, so ingtitutions also
overlap. Asanindividual, oneisacitizen of one's country”, a speaker of one’s native tongue and
perhaps several other languages aswell. Oneisaso aconsumer of market goods and services, a
producer of goods and services as an employee in alarge firm or perhapsin one’s own small
business. In addition to membership in state and market institutions, individuals also belong to
many civil society institutions or organizations. Inthe US for example, one would likely belong to
or at least identify with one of the two main political parties; one might be a member of alabor
union, or a Rotarian, and also member of areligious group and perhaps also an archery club. The
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list of institutions and organizations to which each individual “belongs’ is along one and the state,
market and civil society institutions with which each individual interacts, is even longer.

Figure 1

¢ People are borninto acomplex web of institutions
w hich shape them.

People | Institutions
Society
I

¢ Institutions are created and contested by people.

¢ So thereis constant negotiation between people (as
individuals and groups) and the many layers of
institutions w hich surround them.

Many of these overlapping institutions reinfor ce each other — sometimes in negative ways.
The WDR 2000/1 notes that, “values, norms and social institutions may reinforce persistent
inequalities between groups in society — as with gender-based prejudice throughout muché)f the
world, the caste system in Indiaand race relations in South Africa and the United States.”
However, institutions also compete with each other for legitimacy and power, thus opening up space
for structural change. Individuals and groups who are disadvantaged in some way by the prevailing
distributional rules under one institution continually use these competing institutions selectively to
negotiate ways to meet their own needs and aspirations. No matter how inequitable the
distributional rules established by a particular institution or set of interlocking institutions may be,
the fact that they are socially constructed also means that they are dynamic and subject to
negotiation and change.

For example, take even something as seemingly rigid as the Hindu caste system which
ranks all individuals with respect to the relative “purity” of the occupation traditionally practiced by
their social group. Thisidentity comes at birth and can be changed only through alife of merit
which would bring re-birth in a higher, “purer” caste group. Y et ethnographic and historical
observations show us that this system can actually be quite fluid on the ground. Groups and even
individual s who theoretically were born into the permanent impurity of alow status caste, can and
do use many strategies to re-negotiate their position. Sometimesit is through migration — exiting
the whole system and taking on a new name and identity in a more anonymous urban setting or a
new country. But sometimes groups stay within the system and use its own rules to redefine their
status — through changing their eating or worship behaviors or, if they have gained enough wealth,
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moving up tHough hypergamous marriage with women from a slightly higher caste group, but a
poor family.

A faocus on institutions helps us to see poverty as a dynamic process rather than a static
situation. — Impoverishment is seen as the social process that resultsin loss of assets and
capabilities of individuals and groups. Socia mobility is the process of accumulation by which
individuals and groups create assets and capabilities. Institutions are key to accumulation because
they establish the “rules of the game’. Theserules reflect and reproduce the power relations
among groups, they structure the authorizing environment and the organizational mechanisms for
the exercise of voice and influence and for holding institutional actors accountable. In other
words, institutions can either help the poor and socialy excluded move up, or keep them down.
The Bank’ s strategic focus on empowerment, social inclusion and security works towards
supporting institutions and organizations that enable the poor to seize and create opportunities to
move up.

2.2 Three Social Development Outcome Goalsin Support of Sustainable
Development

The Social Development agenda supports the Bank’ s overarching goals of poverty reduction
and equitable growth by seeking three specific outcomesin line with the Bank’ s corporate advocacy
priorities of empowerment, social inclusion and security—. These are:

* For Empowerment — Citizen’swith Agency and Voice
* For Socia Inclusion — Inclusive and Accountable I nstitutions
» For Security — Societiesthat are Resilient to Conflict

Each of these outcomesis at adifferent level, yet all are interdependent and essential to
social sustainability. Without a wide range of empowered citizens who can speak out and
influence the behavior of the institutions and organizations that determine their access to public
services and livelihood resources, institutions will not be inclusive and accountable to the interests
of citizens from all socio-economic groups. And without institutions that are seen to be legitimate
and are thus able to mediate the conflict and competition that is a natural and inevitable part of
social life, society will break down as groups who feel powerless and unheard resort to violence.

Empowerment and Social Inclusion: Complementary Approaches

Figure 2. presents one way of visualizing the main ingredients of “Socially Sustainable
Development”. In thisview, empowerment and social inclusion are conceived as complementary
and mutually reinforcing approaches to changing the institutional environment in ways that foster
pro-poor growth. Empowerment is used to characterize approaches based on social mobilization. A
key element in most social mobilization approaches is helping poor and socially excluded
individuals realize the power they gain from collective action. Often social mobilization
approaches work “from below” to create voice and demand for change among diverse groups of
poor and socialy excluded citizens. But social mobilization can also stimulate the formation of
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coalitions for change between excluded groups and other better-off citizens who aso want a more
equitable society —or share other interests with the excluded.

Figure 2.

x

Social Inclusion is used to describe the complementary approach which seeks to bring about
system-level institutional reform and policy change to remove inequities in access to assets,
capabilities and opportunity. While the socia inclusion dimension of the social change process
may be responding to pressure from below created through empowerment, it is often instigated
from positions of relative power within the existing institutional framework. (See Figure 3)

Socia inclusion isaimed at building the incentives and capacity within institutions that will
enable these institutions to respond effectively and equitably to the demand of all citizens—
irregardless of social identity. In socially inclusive markets each individual operates as a
consumer or a supplier of goods and services on the proverbia level playing field where only their
ability to pay and to produce are taken into consideration. Similarly, in the socially inclusive state,
theindividual’sidentity as a citizen trumps all other identities (in terms of gender, ethnicity, caste,
religion, etc.) as abasis for claims from the state for whatever the state has committed to provide its
citizens (e.g. justice, socia service provision, investment in public infrastructure, police protections,
etc.) through its constitution and legal syst :

This distinction between empowerment and social inclusion is strategically important for the
Bank because although we have some opportunities to support social mobilization/empowerment
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indirectly by insuring that they are integral to our investment lending (particularly through
Community Driven Development projects), the Bank’ s comparative advantage is at the
system/policy level. Increasingly our role will be in supporting governments to change the rules
of the game to make institutions and policies more equitable and socially inclusive — not only on
paper or in theory but throughout the implementation process as these policies are translated into
operational mechanisms and ultimately into impacts on diverse socio-economic groups.

Figure 3.

The complimentary roles of
empowerment and social inclusion in
changing the rules of the game for the poor

Social Inclusion: changesin policies and
institutions --from above

:>I nclusive & Accountable Institutions

Empowerment: pressure for change by
groups mobilized —from below

Defining Social Inclusion

The European concept of socia exclusion encompasses the failure of people’ s socia,
economic and political relationships. It includes 1) social isolation resulting from the lack of or
breakdown of meaningful ties to the family, local or national community associations, etc. and 2)
lack of legal rights and/or the inability to defend them. The socially excluded individual or group
isunable to participate fully in the economy, in social life or in political life and the existence of
such individuals or groupéjs seen as reducing solidarity, increasing social tensions and holding
back social development.

The Bank has articulated its own view of appropriate “policies for social inclusion/equity”
in part C of the rating criteriafor the Country Policy and Institutional Assessment (CPIA) 2000.
Part C has five sections on gender, equity of public resource use, building human resources, social
protection and labor and poverty monitoring and analysis. Except for the section on building
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human resources which mainly focuses on issues of quality, the other four sections under this
heading taken together are quite clear about the importance of equitable policies and pro-poor
revenue and expenditure patterns. A “good” rating in these areas requires that the country to
clearly identify social and economic groups that are either vulnerable or structurally excluded and to
actively seek ways to overcome the barriers these groups face in getting access to basic services and
economic opportunities.

Section 12 of the CPIA on “Equity of Public Resource Use’ presented in Box 1isagood
place to begin in defining social inclusion and what it meansin operational terms. It isimportant
to note that the 5 rating for “good” country pﬁormance specifies that programs targeted to the poor
should be designed “with their participation” Similarly, Section 14 on “ Social Protection and
Labor” aso explicitly seeks evidence of government support for “community driven initiatives’
rather than exclusive reliance on “centralized programs’. However, it isonly Section 11 on
“Gender” that explicitly calls for an assessment of the gap between “adequate policies’ to promote
gender equity and the existence of adequate “institutions to implement these laws fairly and
enforce them effectively.”

Box 2.

Equity of Public Resource Use

This item assess the extent to which the overall development strategy and the pattern of
public expenditures and revenues favors the poor. Nationa and sub-national levels of government
should be appropriately rated.

2* The overall development strategy and the incidence of public expenditures benefits the better-off
more than the poor, or the incidence is unknown. There are few or no policies and programs to address disparities
among individuals, groups or geographic areas in their access to public services or outcomes. The overall incidence of
public revenuesis regressive.

5* Public expenditures for social services benefit the poor more than the better-off. The government has
identified individuals, groups or localities that are poor, vulnerable or have unequal access to services and opportunities
and is designing, with their participation, appropriate targeted programs. The overall incidence of revenuesis
progressive.

* The ratings are done on a six point scale as follows: 1 = Unsatisfactory for an extended period of time; 2 =
Unsatisfactory; 3 = Moderately unsatisfactory; 4 = Moderately Satisfactory; 5= Good; 6 = Good for an extended period of time.

Source: Country Policy and Institutional Assessment 2000, (Assessment
Questionnaire), World Bank

Thisistheall too familiar “implementation gap” between policy and programs and their
intended outcomes. Socia Development uses ingtitutional and organizationa analysis of the
situation on the ground to expose this gap and to help key stakeholders devel op strategies and
concrete implementation mechanisms to overcomeit.  Without such attention, it islikely that even
acountry that has promoted pro-poor and socially inclusive policy reform will have little to show
in terms of actual impact on the lives of poor people. According to Ghani and Lockhart, “ when
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government organizations are not aligned, a policy goal cannot be translated into its intended
outcomes. A policy reflects an equilibrium among a set of interest groups. Policy reform disrupts
this equilibrium and requires that a coalition of interestsisrearranged”. The authors explain that
the required transformation of institutional relationships must begin with an understanding of the
situation “asis’ —with “an understanding oﬁﬁxisti ng ingtitutions and organizations (and) the
dynamic between the formal and informal.”

Social Inclusion and Pro-Poor Growth

The CPIA is quite clear that countries which are judged to use public resources well are
those which target public resources to the poor and where polices and programs clearly reduce
disparitiesin access to services and opportunities. But how do we know whether a given county’s
policies and institutions are pro-poor? Ravallion has proposed a powerful tool for allowing usto do
just that by tracking not just the extent of growth and poverty reduction a country has achieved, but
by measuring the extent to which the growth itself is pro-poor.

It iswell established that growth is poverty reducing. But the WDR 2000/01 and a series of
papers produced more recently by the Poverty and Inequality group in DEC show that the
effectiveness of a given pattern of growth in achieving rapid poverty reduction depends a great deal
on where the growth takes place — in which geographic region, which sector of the economy and
among which economic quantile of the population.

Ravallion makes a compelling case that in order to be called “ pro-poor”, growth must occur
at a faster rate for the poorest deciles than for therichest. He cites the pattern in China over the
past decade where aggregate growth has averaged 7 percent a , but for the poorest, income rose
by 3 percent while for therichest it rose by 11 percent per y . Thereis nothing shabby about
even athree percent annual income growth rate for the poor and in much of the world, especially in
Africawhere many countries have actually experienced economic contraction over the past several
decades, leaders would be happy to see the incomes of their poorest raised by this much.

But the “distribution corrected rate of growth”E'isimportant -- egpecidly if the
international development community is going to meet its core IDG of reducing poverty in half by
2015. In another paper, Ravallion notes that “a one percent rate of growth in average household
income or consumption will bring anything fram a modest drop of 0.6 percent to a more dramatic
3.5 percent annual decline in the poverty rate” = —depending on how growth interacts with
distribution in agiven country. This suggests that the rapid reduction of poverty required to meet
the IDG goal is much more likely to happen if countries consciously seek pro-poor growth.

One way to help concretize what Social Devel opment means by “social inclusion” isto
think of it asthe set of policies and institutions (broadly conceived to include organizations,
norms and codes of behavior) that support pro-poor growth and social equity. Research on
precisely what these pro-poor policies and institutions areisin its early stages, but there are already
some suggestive empirical findings on what seemsto work. One aof the first conclusionsis that
initial conditions matter, especially with respect to asset inequality™= We will return to the

10
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inequality issue later, but at this point we can say that targeted government investment in quality
education seems to make a big difference in the degree to which the poor sharein growth. This
critical “leg” of the 1990 WDR approach to poverty reduction remains a solid one. Broadly
comparing the performance of certain East Asian countries with those in Latin America, it looks as
though land reform can also help — though the way that thisis carried out appears to also make a big
difference and in many contexts what seems to make the most sense is land market reforms that
strengthen rather than undermining property rights and the long term security of tenancy and thus
create incentives for productive investment.

Besides the initial endowment of physical and human capital, Ravallion also suggests that
“location, social exclusion and exposure to uninsured risk” be factors that can reduce the
extent to which the poor share in aggregate income growth.” In a separate paper he and Datt |ook
at a specially designed data set for IndEls 15 main states to understand why growth has been more
pro-poor in some states than in others.~ They find that the sectoral composition of growth is
important. Growth in rural areasis more poverty reducing than in urban area; growth in the
primary and tertiary sectors helps more than growth in the secondary sector and where thereisless
labor market dualism (as measured by wage differentials between the formal and the informal
sectors) theﬁ will not only be more growth, but what growth does occur will deliver more benefit
to the poor.

Their most interesting finding however, is on the marked differences in the extent to which
growth in the non farm sector has benefited the poor in different states. Ironically but
understandably, in the states where poverty is deepest, growth in the non farm sector has had the
least impact on poverty reduction with “poverty effects ... (varying) from alow of 0.26 in Bihar to
ahigh of 1.08 in Keralaand 1.24 in West Bengal”=*. Consistent with the observations above on
the importance of theinitia distribution of human and physical capital, these turned out to be the
most salient variables determining the poverty impact of non farm rural growth in the 15 states.
Physical capital was measured by the share of landless in the rural population and human capital
was measured by state level infant mortality and female literacy rates. Given the nature of the type
of job opportunities that are likely to be available in the non-farm sector, it is not surprising that
differencesin literacy levels between the states was by far the most powerful factor explaining the
differences in the poverty impact of non-farm growth.

What is clear from this study and a host of othersis that there are important interaction
effects between the various elements of pro-poor policy and institutional reform. As Ravallion
notes, it is not just a matter of ticking off as many things a possible from the emerging list of
poverty reduci&g actions. It looks as though pro-poor policies are not just additive, but
multiplicative.~ Investment in the non-farm sector — through better rural infrastructure and
connectivity, improved rural financial markets, etc., -- needs to be accompanied by investment in
better quality education if it isto have its full potential impact on poverty reduction. And though
this dimension is not dealt with in the paper, we are tempted to wonder whether factors such as the
nature of local level governance (the way in which decentralization has been approached and the
extent to which Panchayati Rgj institutions are inclusive and accountable to the broad range of their
constituents) in the different states may have also played arole in the extent to which each state can

11
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be said to have followed a pro-poor or socially inclusive path of development. (Check with Ruth for
literature)
Security and Social Sustainability

Socia Development’ s contribution to the third corporate advocacy priority, security, comes
through its efforts to help clients ensure that the development they undertake is socially sustainable.
As noted above, competing and sometimes conflicting ideas, values and identities are an integra
part of social, economic and political life. The constant competition and negotiation between ideas
and between the institutions that embody them is what makes change and the hope of greater equity,
possible. But without political and market mechanisms, without robust and credible institutions
and organizations that permit differences to be voiced, negotiated and (at least temporarily)
resolved, society losesitsresilience. Normal, healthy differences can turn to violent conflict. As
the WDR 2000/1 notes,

ethnicity can become a basis for competition for political power and for accessto material
resources. Unlessinstitutions of the state and civil society offer forums for mediating inter-
group rivalries and forging cross-cutting ties among diverse ethnic groups, these ethnic
cleavages can lead to é?nflicts, tearing a society and community apart and leaving everyone
vulnerable to poverty.

Although the Conflict Prevention and Rehabilitation Unit’s work in support of socia
sustainability is the most prominent example, it is clear that Social Development’ s work on
participation and civic engagement, social safeguards, social analysis and community driven
development are also critical — as are the contributions of other networks (notably Social Protection,
PREM PO, Economic Management, Public Sector Management and Private Sector Devel opment)
and the IMF. There are few events that hurt the poor as much aswar or civil conflict. But hyper-
inflation, public sector downsizing or forced resettlement can also lead to insecurity and greater
poverty.(see secton 3) Good political and economic governance that provides a framework for
political disagreement, that regulates market competition and provides some social insurance for
when that competition or other shocks create temporary hardship, is fundamental to socially
sustainable development. And from this perspective empowerment and social inclusion can be seen
as not only a national but also a global public goods because they are critical to security and social
sustainability.

Section 3: A Conceptual Framework

3.1 De€finitions

Socia Development’ s theory of social change isimplicit in two key definitions -- of
empowerment and social inclusion -- which have been articulated in the draft OP on Social
Anaysis™ Thesetwo definitions are as follows:

12
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*  Empowerment is the enhancement of assets and capabilities of diverse individuals and
groups to engage, influence and hold accountabl e the institutions which affect them.

» Social Inclusion isthe removal of institutional barriers and the enhancement of incentives
to increase the access of diverse individuals and groups to assets and devel opment
opportunities.

(Add a discussion here of alternative definitions such as Naila Kabeer’ s definition of empower ment
as“ enhancing the capacity to make strategic life choices of people to whom this was previously
denied.” Explainthat SD chose its definitions because they are operational in that they outline a
process not an outcome and thus provide a guide to action rather than a description of an end
point..)

3.2 Elementsin the Framework

There are three basic elements in the conceptual framework pehind these definitions: people,
their assets and capabilities, and the institutions and organizations™ which structure their
interactions and express their bel iefd values. Thisframework shares a great deal with the
Sustainable Livelihoods Framework?including these three main elements and also the idea of a
vulnerability context which impacts on each of these three elements and which in turn, can be either
mitigated or exacerbated by the institutions and organizations that have developed in agiven
society.

People, represented in the figures which follow by atriangle, are the starting point. In very
simple terms, people are actors:. they do things; they have agency. Also in every society people are
stratified to greater or lesser degree on the basis of their social identity (gender, ethnic group, caste,
religion, etc.) and their economic status. Low socia and economic status usually reinforce each
other. Hence, peoplein their social relationships are represented by the triangle based essentially
on economic status with the rich (and powerful) at the apex and the poor (and disempowered) at the
base.

Second, are peopl€e’ s assets and capabilities. They leverage peopl€’ s agency by making
peopl€’ s actions more effective and increasing the returns to their labor. Here we have adopted the
pentagon used in the DFID presentation of its Sustainable Liveljhoods framework to show the five
types of “capital”: financia, physical, natural, human and social™. The first three capitals are
traditional “assets” while human and social capital are perhaps best thought of as“capabilities’.
These assets and capabilities are combined in different strategies that people use to produce and
sustain their livelihoods.

The third element are the institutions defined as thEaﬁormal and informal rules of the game
or “the humanly devised constraints on human interaction™". In recent years the Bank has become
increasingly aware of the importance of institutions. Much of the concern with improving the
“investment climate” for growth is a concern with promoting good governance and the rule of law
so that there is greater predictability in business and other social interactions and |ess dependence
on personal connections to get things done through an unresponsive or corrupt state

13
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Figure 4.

People:
A e ... are actors; they do things; they have agency.

Assets & Capabilities:

Q e ...leverage people’s agency; they make people’s actions
more effective and increase the returns to their labor*

Institutions:

|:| e ... establish people’s obligations and their claims on assets
and capabilities
e ...are multiple and often contest each other —making
conflicting claims and supporting different values

e ... have different spacial domains— from the local to the
global — and are not always co-terminus with the state

bureaucracy. We know that the type of livelihood strategies that people chose to pursueis greatly
influenced by the type of institutional environment in which they work : when the institutional
setting isweak or unpredictable, poor people especialy, tend to stick with low risk/low
productivity strategies.

Related to thisissue of risk isthe final element in the SD framework which isthe
vulnerability context. Itisclosely linked with the third social development outcome goal, security
and with the central goal of the Sustainable Livelihood framework which is livelihood security.
Understanding the vulnerability context also helps usto clarify just what is meant by socialy
sustainable development which is the core goal of the ESSD network.

People — and especially the poor — are vulnerable to two broad categories of risk. At every
level of social, political or economic organization, there are some risks which are exogenous or
generated from outside the system, while others are endogenous, generated by the system itself.

(see Figure 7) For example, at the level of the nation state, externally generated threats to
livelihood security include degradation of the international environmental commons (which could
lead to desertification, reduction in fish populations, etc.), transmittable diseases such as the
HIV/AIDs pandemic, war, international financial shocks, hurricanes, volcanic eruptions, etc.
Although strong country level institutions can help cope with such events, individual countries have
only limited control over these external threats and must depend on broad international cooperation
to prevent and deal with them.

However, citizens face many kinds of risks to livelihood security that the state and other
private sector and civil society institutions can either mitigate — or exacerbate. For example, good

14



INCOMPLETE DRAFT August 7, 2002

public social protection systems combined where feasible with private insurance, can help deal with
some of the more ictable risks such as old age, illness, unemployment, seasonal or periodic
droughts or floods* Through good environmental policies, governments can create incentives for
equitable and sustainable management of both private and common property natural resources,
increasing livelihood securityfor all and reducing the vulnerability of the poor who often depend on
common property resources ™.

Government and international development agencies can reduce risk and ensure sustainable
development by enabling the development of inclusive and accountable institutions that give equal
access to al social and ethnic groups. Thisincludes sound financial systems, equitable laws and
effective and independent judicial systems, democratic political structures and responsive, high
quality social services. When these are not in place citizens are more vulnerable to irreversible
declines as they try to deal with exogenous shocks. Thereis also greater threat of internally
generated shocks as excluded groups resort to civil conflict and violence to achieve the access and
dignity they feel they have been denied.

3.3 Ingtitutionsfrom a Social Development Per spective

The Bank’ s recognition of the importance of institutions has begun to expand beyond its
traditional focuson “economic” institutions such as the market and the formal institutions of state
administration, to encompass the whole range of institutions -- including those such as kinship,
local networks of exchange and reciprocity, etc. which are defined as specifically “socia”. What
has not yet been fully recognized is that in fact, all institutions are social, just as kinship and local
networks are also economic and political.

Social Development’ s understanding of institytions and organizations is based on the classic
“rules of the game”/ “ players of the game” definitions™, but with special attention to
implementation and how things actually work in practice. The focus on practice leads to afocus
on people, how they play the game in the most creative way they can in order to win and how they
make and contest the rules. Institutions are really about the power to shape human interaction and
the distribution of obligations and entitlements among different social and economic groups. This
perspective iswell captured in North’s definition of institutions as humanly imposed constraints
on human interactions, constraints that establish fields of opportunities with boundaries.

Looking at the constraints on human interaction we see a cascade beginning with natural
constraints (see figure 5) like weather shocks or other natural calamities -- or like the biologica life
span over which humans have little or no control. Below these natural constraints come a series of
different levels or categories of humanly imposed constraints or institutions. The category of
institutions which have been the primary field of development intervention are the formal
institutions of the state and, through the state’ slegal and regulatory power, formal market and civil
society institutions.  These institutions are familiar to development practitioners. They have

Figure5.
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Lessvisible are ahost of informal institutions that operate at all levelsand in all sectors.
Some, like informal savings and credit groups or traditional systems of natural resource
management, work outside the formal system, but are fairly easy to identify and often already well
aligned with the development goals of poverty reduction and pro-poor growth. However,
informality, like social capital, is not necessarily good initself. For every formal institution or set
of rulesthat is established to achieve a certain purpose, there are also informal norms and codes of
behavior which we call the “institutional culture”. Institutional culture has a profound affect on the
way ingtitutions actually work and the outcomes they actually achieve. It tends to reflect the actual
incentive structures underpinning that institution — incentives that sometimes produce behavior
completely contrary the formally stated purpose of the institution.

Informality is the space of human agency. It istherealm of practice where individuals and
groups playing the “game” use the inevitable space around the rules to make them work in their
favor. Itistheream of strategy that keeps the outcome of the game from being entirely predictable
even when we know therules. It's the difference between knowing the rules of poker and being a
good poker player. Or to put it another way, it’s the difference between the government’ s published
budget document and the way the funds actually get spent.

The most difficult set of “rules’ or ingtitutions to understand and factor into development
practice are the often tacit rules of what Graham and Naim have called “meta’ institutions. These
institutions “represent rules (formal and informal) which are not expressed in an organizational
hierarchy, and that mediate exchanges among and within economic sectors, cites, villages, cultures
and societies.”™ These deep structure institutions operate at the cognitive and emotional level
where values and beliefs are formed. These are the institutions like kinship, gender, caste and
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patron-client systems which shape individual and group identity. Such institutions are usually
difficult for those outside them to “read” because they are embedded in the specific cultural and
historical context of a particular country or region. For those born and socialized within them,
much that is most important and powerful about these norms and codes of behavior istacit or
unspoken because it is axiomatic. It needs no explanation. Y et even as outsiders, Bank staff
intuitively know that these structures and the norms and values they express have profound
influence on the way that the more visible formal public and private sector institutionsin a given
country actually work and hence, on the development outcomes which flow from them.

Figure 6. presents a schematic view of these different levels and domains that need to be
drawn into our analysis because they affect the outcomes of Bank-supported investments. In the
top left quadrant on the “explicit/forma” side are the macro and meso level domains that occupied
the Bank’ s attention for most of itsfirst 40 years. Indeed, its earliest history was preoccupied with
action at the sectoral or meso level, building roads, health posts or agricultural extension systems.
Only in the 80’ s did the Bank turn its focus to broader policy and structural issues. Increasingly in
the 90’ s we began to pay more systematic attention to the bottom left quadrant as it became more
and more evident that village level (micro) and intra-household (micro-micro) systems and
relationships can critically affect project outcomes. This was the period during which participatory
approaches began to be recognized as necessary to project effectiveness and greater attention began
to be given to the gender dimension of development.

But only in the last five years has the Bank begun to look at the right half of the figure -- the
informal and tacit systems of meaning and value in which the formal institutions and explicit rules
of the left half of the of the figure are rooted. Asthe use of the term “rooted” suggests, the
informal/tacit domain is far more influenced by the particularities of history and place than the more
“generic” public policies and institutions that populate the left side of the diagram -- especially
those in the top left quadrant. And yet we know that behavior even in formal institutions can be
powerfully influenced by the deep seated values and systems of social organization such as caste or
gender systems.

Figure 6. also illustrates that institutions have different spatial domains — from the local to the
global. And although we are used to thinking in terms of countries, many influential institutions are
not co-terminus with the state. Decentralization is occurring as more and more countries across the
world seek to shift certain types of government obligations and powersto lower levelsthat are
(hopefully) more accessible and accountable to the people they serve. In the other direction we are
increasingly aware that not only do trans-national business entities, the UN system, the Bank and
other MFls operate across boarders, but so do a growing number of civil society networks and
“movements’ aswell as “deep structure” institutions such asreligion. At least some part of the

discomfort that many voice about globalization arises from the sense that while it is difficult
enough to build and maintain accountability, social equity and good governance within the

Figure5

17



INCOMPLETE DRAFT August 7, 2002

SD's Special Take on Institutions
Bxplidt/Formel Tadt/InfornA

Adadd Led Nationdl Cultural and Higtaricd

Netiondl and SateLevd palicy Catext
Eoonarvic, Sodd, Enviranentd, Traditiondl caete, ethric and gader exdusion
Finerdidl, Fiscal and certain agpects * FeuH treditiors and petronege systas
of Sectorel Rolicy « Bhricad Religious deaveges between ardwithin
courtries
jo Swtoral Rolicy; Interaionwith 5 'rﬂit“_““?l@'t“re@ st
Gosamet LireMirisriesad st: ; FeEart:j/ di stl:fi gwg g?ﬁ;é
Sdd Ddivay Sgtersa Sae . :
MeoLevd ard District Level m busnessand NGO community

Local Culturd and Higtorica

VillageLevd Adrindreivead
illageLev nigretive Cortod

Hedted Government Sruduresad

i * Villegefadtios
avs NCOsoparding a the
. ]?d&mevd R * Rddiosbewen cadtes etric& rdigiaus
MicoLesd gap
m * Rresacear ebsanoedt postivesodd cepitel

Treditiond Househdld digparitiesin acoessto

Srudureard Autharity Sygem resourcssand |
oppartunities i@

MiccoMico

boundaries of asingle nation state, it is exponentially more difficult to do so across those
boundaries.

3.4 Ingtitutionsand Social Capital

When we say that institutions are “the rules of the game” we mean that they establish
peopl€e’ s claims on assets and capabilities and aso their obligationsto others. In asense every
ingtitution is based on either formal or informal, explicit or tacit sets of expectations between
people. When these expectations are formal, backed by the rule of law we speak of “rights’ and
contractual obligations; when they are not so codified we sometimes speak of “trust” or “social

capital”.
In its broadest definition social capital can be seen as ameans of solving collective action

problems — reducing uncertainty about whether claims and obligations will be honored, facilitating
the sharing of knowledge and the management of commonly held resources and generally lowering
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the transactions costs of human interaction. If institutions are the “rules of the game”, then social
capital is something like the collective agreement to play by thoserules. From this perspective
social capital can encompass both the formal laws and the power of coercion vested in S%&vernment
aswell asthe voluntary cooperation found in informal socia networks and associations™ Collier’s
distinction between “public” social capital®—and “civil” social capital capturesthisdifferencein
both the nature of the agreement established (backed by the formal authority of the state or backed
by informal social sanctions) and also the source of the social capital. Public social capital is
generate%)y government and manifest in “the institutions of government that facilitate private
activity”™. Civil socia capital is generated by the community and manifest in the form of “trust
which lowers transactions casts, knowledge (shared) through socia networks and enhanced
capacity for collective action™"

Pursuing this distinction, Knack@defi nes public socia capital as “governmental
institutions that influence peoples ability to cooperate for mutual benefit — enforceability of
contracts, the rule of law and the extent of civil liberties that are permitted by the state”. Civil
social capital by contrast, “ encompasses common values, norms and informal networks and
associational memberships affecting the ability of individuals to work together to achieve common
goals’. Both types of socia capital improve the gains to cooperation within the group.

Collier and Knack both appear to see public socia capital primarily as amacro
phenomenon (where the “group” in question is the nation) and civil social capital asamicro
phenomenon (where the group could be the household, the community, or other local or meso level
aggregations). While Knack sees the economic effects of civil social capital as occurring only at the
micro level, he does concede that its political effects can be manifest at the macro level as “socidl
cohesion and civic engagement”. He cites a number of studies which suggest that civil social
capital can “ strengthen democratic governance (Almond & Vertan,1963), improve the efficiency
and honesty of public administration (Putnum, 1993) and improve the quality of economic policies
(Easterly & Levine)”. Added to thisthe evidence available from Social Development’s own
Participation and Civic Engagement group on the results of public accountability mechanisms
pursued by civil society groupsin India, Philippines, Brazil and elsewhere and their effects on
public expenditure and service %Jﬁal ity, makes it difficult to confine the economic effects of civil
social capital to the micro level.

Ideally public and civil socia capital complement one another, together providing what
Fukiyama describes as the “high trust society”. In such societiesthereis “less need to spell things
out in lengthy contracts; less need to hedge against unexpected contingencies; fewer disputes and
less need to litigate if disputes arise” *  He cites Japan, Germany and the US as high trust societies
and China and France as low trust societies. The main difference he seesisthat in the latter
countriesistheir reluctance to trust people outside the family. Trust in these societiesis “ specific’
between people one already knows and has links with rather than “generalized” trust in strangers. It
isthis generalized trust or “spontaneous sociality” that Fukiyama sees as supporting more flexible
and productive economies where new ideas and technologies can be taken on and corporations can
hire professional managers rather than keeping all the manageria positions “in the family”.
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KnackE'lnotes although Fukiyama’s book islargely descriptive, an empirical study
carried out by La Porta™ provides support for his conclusions. Using an index of trust measuring
the percentage of a sample suryey who think that “most people can be trusted” to “you can’t be too
careful in dealing with people’™ the study found that regardless of income levels, countries where
there is high generalized trust grew faster than countries where peopl€’ s trust was confined to
family members.

Thereisagood deal of evidence that civil social capital — often generated within more local
level groups where face to face contact and personal relations can be maintained — comesin to fill
the “trust” or “contract enforcement” vacuum left by the absence of good governance. Knack and
Keefer=-found that the impact of trust on growth is significantly higher for poorer countries —
where legal and financial markets are less well devel oped.

The discussion of public and civil social capital isuseful in elucidating the connection
between socia inclusion and empowerment. While public social capital and social inclusion
manifest themselves primarily through policies, laws and formal institutions at the national, civil
social capital and empowerment tend to be most visible at the local level and in the tacit, unwritten
codes of behavior. Just as policies, laws and government institutions can either be inclusive and
pro-poor or not, so civil social capital and the norms and behaviors that support it can either support
and empower the poor and marginalized -- or it can be repressive, locking them into perpetual
poverty and exclusion.

Thisiswhere the agency of individuals and groups manifestsitself. Aswe noted earlier,
even for asingle individual, the number of institutions which may shape his or her identity and
valuesis myriad. So are the accompanying claims that individuals can make on others and the
obligations he or she has towards others by virtue of membership in these various institutions.

And while some of these institutions present mutually reinforcing claims and obligations, other
institutions affecting the individual present very different — and often competing — sets of claims
and obligations. Some of these claims and obligations empower her and increase her freedom while
othersrestrict and confine her. Thisisthe seemingly chaotic field upon which socia change takes
place. Thisiswhereindividuals and groups act by accepting, rejecting or combining in new and
creative ways some of the“ humanly devised constraints on human interaction” which institutions
present to them.

Section 4: A Theory of Social Change
4.1 Initial Conditions of Poverty and I nequity

Figure 7 shows a hypothetical country X where the “initial conditions’ are high levels of
poverty and inequitable distribution of the assets and capabilitiesin the livelihood assets pentagon.
The income pyramid has asmall tip of elites who control most of the assets and capabilities and
maintain their strong influence over the set of interlocking and highly exclusionary social, business
and government institutions. The way these institutions operate is heavily influenced by underlying
hierarchical norms and codes of behavior based on social identity. In other words, thisis a country
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where each individual’ s social identity in terms of gender, racial, linguistic or ethnic background,
determines his or her access to good employment, good schools, health care, political influence and
so on. The poor and socially excluded who make up more than half of the citizens of this country
are disempowered. Despite their great numbers, they have very little voice or control over the
institutions in their country and must make do with the thin flow of assets and capabilities that
come their way.

From the perspective of this paper, empowerment and socia inclusion are viewed as two
closely linked dimensions of the process of social change needed to loosen the elite group’slock on
the assets and institutions in country X. How do these two dimensions of the change process
work? And how are they related to each other? At present, we have no clear answers to the second
guestion. There does not appear to be any necessary starting point or linear sequence for the
empowerment and social inclusion dimensions of the change process. The two are intertwined and
opportu%iesfor action will be different in each socio-palitical context and at each historical
moment.~~ Even in cases where the absence of pro-poor policies and institutions suggests that
action must begin at the grass roots level with empowerment, it isimportant to recognize that
action “from below” also requires some minimum degree of an enabling institutional and policy
environment. So this*“social inclusion” or structural dimension of the change process can never
be ignored.

Figure 7.
Country X: Poverty and Exclusionary Institutions
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4.2 Two Dimensions of Empower ment

Asdefined in the draft Social Analysis Policy, the process of empowerment seems to fall
naturally into two parts: 1) Enhancement of the assets and capabilities of diverse individuals and

21



INCOMPLETE DRAFT August 7, 2002

groups...2) so that they can engage, influence and hold accountable the institutions which affect
their well being. While there is no absolute necessity that the process proceed in this sequence,
attaining sufficient assets and capabilities to earn a secure livelihood (what Friedman calls “life
space’™) isthe foundation for everything else. Social mobilization of the poor, political
awakening, grass roots organizing, consciencization: whatever we call the second aspect of
empowerment, it can rarely be sustained unless some attention is paid to improving accessto
services and livelihood assets. At the same time, it has been found that unless the poor are
mobilized to take some responsibility for improving their own situation while they aso learn to
hold those delivering services accountable and to continue demanding better access to livelihood
resources, even the most well-intended top down systemsrarely deliver.

The two aspects of the empower ment process are illustrated in Figures8 and 9. In
operational terms, the first aspect (shown in Figure 8) isimproving accessto services and
livelihood assets. We call this“livelihood empowerment” and it can be initiated by outsiders
(governments, donors, NGOs) and involves increasing access to the assets and capabilities that can
sustain at least a minimum base of livelihood security and create the human capital foundation for
upward mobility.

Figure 8
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The second aspect of empowerment —which can be initiated from outside, but in the end can only
be done by poor people themselves —is social mobilization (shown in Figure 9). Thisis
“mobilization empowerment” and it builds on the very skills, information and linkages (human and
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social capital) needed for livelihood empowerment. Mobilization empowerment can lead to new
self understanding, solidarity and capacity for collective action. Organizations emerge that can
influence and change the encompassing institutional environment — or the “rules of the game’ that
are used to distribute assets and opportunities to different individuals and groups in Country X.

Figure 9.
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4.3 Social Inclusion

Thisleads usto social inclusion which is about the institutions and the policies that must
be changed (see Figure 9). Once again, we are guided by the definition in the draft Social Analysis
OP: “ Social inclusion is the removal of institutional barriers and enhancement of incentives
(through good policies?)to increase the access of poor men and women and other excluded groups
to assets and development opportunities.” The route to an inclusive society is through pro-poor
policy and institutional reform.

While empowerment focuses on the individual or group and hence the micro level, social
inclusion is about changing institutions at the system level. However, both are about increasing
access for the poor to assets and capabilities and as mentioned earlier, both are closely intertwined.
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Figure 10
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To borrow the terms used by M ose@and M onneuxmi n their various writings on changing
gender systems, empowerment tends to begin by mobilizing poor and excluded people around
meeting their immediate practical, survival needs. Livelihood empowerment process beginsto
address those needs. Then over time through social mobilization, this energy can be turned to
creating the awareness and building the organizations of the poor that can address their longer term
strategic needs. Social inclusion too, is aimed at meeting the strategic needs of the poor. Like
the social mobilization aspect of empower ment, social inclusion seeksto change the overall
system within which the needs of the poor areto be satisfied. But asit isused here, social
inclusion refersto action which isinitiated not “from below” like empowerment, but from a
position of power — usually within the system that is to be changed.

At the micro level individuals and groups use assets (including their civil social capital) and
capabilities to empower themselves to be able to influence institutions and negotiate a better “ deal”
in terms of the flow of assets and opportunities dispensed by these institutions. So micro level
change (and the development intervention that seeks to catalyze it) can lead to system change. But
other than cases of violent revolution, the process of change from below is halting and frustratingly

24



INCOMPLETE DRAFT August 7, 2002

slow for poor people, for concerned better-off fellow citizens who want to help from within the
system and for development agencies who want to help from outside.

The reason that the needed socia transformation is so slow is the same reason that
empowerment from below needs to be supported by complementary efforts at the system level to
make institutions and policies moreinclusive. After al, the institutions which control the rules of
distribution are themselves controlled by those who benefit from the current patters. Asthe WDR
2000/01 observes, the greater the social and economic inequality in the “initial conditions’, the
more difficult it isfor economic growth to trandate into poverty reduction.

Figure 10 illustrates country X after it has made important structural changes fostering
empowerment/civil social capital and social inclusion/public social capital. Here, poor and wealthy
citizens alike have significant influence on formal public, private and civil society institutions—and
the underlying socio-cultural institutions do not privilege one gender over another or certain
religious or ethnic groups over others. Hence, access to the assets needed for sustainable
livelihoods are broadly available. The rule of law prevails and there are both strong formal
regulatory systems as well as high levels of generalized trust — all of which lower the transactions
costs of doing business.

4.4 Managing Risk

Figure 11 expands this picture to show improvementsin the vulnerability context of
country X. Earlier, when itsinstitutions served only the interests of asmall group of elite, most of
the ordinary citizens of country X had little help in dealing with the predictable risks such as old
age, unemployment, natural disasters, etc. Without clear contract enforcement and transparent
accounting norms, business risks were high. Street violence and even armed civil unrest was a
constant threat.  While this situation affected rich and poor alike, itsimpact on the poor was the

most harsh. In the transformed country X however, the government has established social
protection systems for old age and unemployment security. Now even the poor have some assets to
cushion them form adverse shocks and safe savings and even insurance services are available to
them to help with consumption smoothing.

In the WDR Attacking Poverty, several of the actions proposed for “making state institutions
more responsive to the poor and removing socia barriers’ involve bottom up actions which we
would describe as empowerment . “Facilitating the growth of poor peoples associations and
increasing the political capacity of poor people” (WDR 01:99) are two examples which prepare and
mobilize individuals and groups of people so that they can be effective in changing the “the system”
from below. These two examples both involve fostering civil socia capital and civic engagement.
However, most of the approaches discussed in the WDR involve efforts at system level change that
result in what we have called social inclusion. The approaches mentioned include public sector
reform, pro-poor decentralization, financial sector reformsto support the delivery of market based
financial servicesto the poor, improving the legal system to make it more equitable and accessible
to excluded groups, etc. Clearly, these reforms must be lead by government and involve the creation
of public social capital.
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Figure 11.
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However, since government isitself part of the system that is to be changed, the pressure
from below created by empowered citizens are essential. Barraclough gives a powerful example of
the complementarity between empowerment and social inclusion:

While not a sufficient condition for needed reforms, peoples ability to articulate their
demands and mobilize for collective action (or the fear that this may happen) are usually
indispensable for bringing about reforms. Popular mobilization leading to collective action
may provoke violent repression and other anti reform measures, but in thelong runitis
usually essential. Look at South Africa, for example. If there had been no collective and
articulated pratests by the victims, would official apartheid have ended in the 20" century?
One doubtsit™

Section 5: TheLink to Economic Growth

5.1 Distribution and Growth

But alingering concern remains. Does the picture of our “ideal” reformed society in
Figures 10 and11 show us sustainable poverty reduction, or isit just a picture of redistribution?
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Evidence from countries across the world tells us how important growth is for sustainable poverty
reduction. In arecent study tracing the sources of the decline of poverty in India, Ravallion found
that 87 per cent of the improvement was due to the growth component rather than changesis
distribution® So we must ask whether the new, more equitable institutional relationships between
peoplein thisreformed country X will actually contribute to growth and help to increase the overall
size of the assets pentagon or isthisjust a case of changing the allocation of afixed pie?

For many development economists, more equitable distribution has been seen as a tradeoff
with growth. Redistribution through populist transfers could lead to fiscal destabilization — or if the
transfers were paid for by high taxation, it could reduce incentives for investment and
entrepreneurship. Either way growth would stagnate. The World Bank’ sfirst WDR on poverty in
1980 putjts faith in the growth process itself -- “the rising tide that lifts all boats’ -- to reduce
poverty™. | , Hollis Chenery and others held that the growth process itself would bring
redistribution™.

The debate continues and some recent studies have found a positive and significant
relationship between inequality and growth — at least in the short and medium term™% But thereis
growing evidence that inequality — especially with respect to the distribution of assets — actually
slows growth. A number of empirical studies based on what is called endogenous growth
theor;ﬁnave found a negative correlation between the average rate of growth and a number of
measures of inequality in cross country regressions>. The general theory used to explain the
observation is that the lower growth performance of high inequality countries reflects the
differential access of the poor to productive assets in these countries. This under-investment in the
poor leaves large numbers of workers less productive than they could be and thus reduces the
aggregate efficiency of the economy. Birdsall and Londono suggest that for Latin America, at least
half of increase in poverty in the 1980s can be accounted for by the deterioration in income
distribution relative to the previous decade. They calculate that “if the economies of Latin
American had maintained the same income distribution thraughout the 1980s as in 1970, the
increase in poverty would have been smaller by amost half**in the years 1983-1995.”

There are anumber of direct channels through which high levels of inequality are thought to
dampen growth. Alesinaand Rodik trace the link through the “median voter therom” which holds
that (at least in ademocracy) the median voter will determinethetax rate. Thusthe lower the
average individual’ s share of capital income (relative to his labor income), the higher his ideal tax
and the lower hisidea growth rate. Aslong asincome ishbeing transferred to him through atax on
capital, he has no incentive to accumulate capital himself.”= Another channel isimperfect credit
markets. because of the inability of the poor to offer collateral, and the difficulty of reaching many
disbursed and often illiterate clients with small loans, lenders fail to make potentially productive
loans to the enterprising poor——. A third route by which inequality hampers growth is through the
instability and social unrest that it is expected to create. Deininger reportsthat in Latin Amg._ilca
where inequality is highest, crime leads to an average loss of 7.5 percent of the annual GDP.
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5.2 Investment Climate: Improving the Link between sowing and reaping.

Although he does not refer directly to distributional issues, Nicholas Stern does cite
instability and high levels of violence among the factors which he sees as detrimental to the
investment climate.”™ Understanding what makes a good investment climate is another way to help
us to understand why empowerment and social inclusion — and the higher levels of equality they
create -- can actually be good for growth. A careful reading of Stern’swriting on the investment
climate suggests that the policies, institutional arrangements and behavioral norms that promote
empowerment, social inclusion and security are very similar to those needed to attract investment
and stimulate the entrepreneurial creativity which leads to economic growth.

When Stern writes about the Bank’ s role in helping countries to improve their investment
climate, he uses the language of business and finance. He sees this asthe “structura” or growth
agenda and outlines the need for macroeconomic stability, good governance (in terms of sound
regulation to promote competition, over é?mi ng bureaucratic delay and inefficiency, fighting
corruption) and improved infrastructure.™ But integral to the success of the “structural” reformis
what he sees asthe “social” or poverty reduction agenda. They are not in hisview, separate
agendas:

Some may be tempted to think of the structural agenda as for (hard-headed) growth and the
social agenda for (soft-hearted) poverty reduction, but thisis the wrong way to view these
issues. The social agenda of delivering public services, providing effective social
protection, and empowering the poor to participate can contribute strongly to growth. And
the structural agenda — aItEﬁugh aimed directly at improving the investment climate —is
vital for poverty reduction.

Whilein part, he still usesthe word “socia” here in the more limited sense to refer to the
state’ swelfare obligations, it is clear that when he brings in empowerment and participation heis
actualy using “socia” in a“structural” way that refers to institutions and the power relationships
they establish between people.

Stern’ s strategy for development has two pillars:

* Investment climate> Growth - Poverty Reduction
*  Empowerment - Poverty Reduction

Considerable evidence is presented to show that the results of a good investment climate are
good for the poor: more jobs in a growing economy (especialy jobsin SMEs which tend to be more
accessible to the poor), higher productivity, higher wages, deeper financial markets that can offer
consumption smoothing and risk management products even to low end customers and so on. This
isfamiliar territory, but Stern points beyond the usual growth/poverty linkages when he describes
the institutional and behavioral foundations Ofgﬁ good investment climate as“a morereliable link
between what you sow and what you reap” ™.
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From the business point of view thisreliable link between investment and profits may mean,
the rule of law that guarantees enforceable contracts and equal treatment, sound monetary policy,
regulation of key industries to insure open competition, a banking system that observes international
accounting standards, a stable, democratically accountable government with well paid civil servants
who do not expect bribes to perform their functions — and who can expect negative repercussions if
they do not perform. Such institutional and behavioral foundations do not remove the risk inherent
in investment, but they greatly reduceit.

These same foundations also reduce risks faced by the poor and the arbitrary “taxes’
impo%j on them by predatory bureaucrats and criminal gangs. The volumes of the Voices of the
Poor ®™and Moser’ swriting on violencein Latin Americaiggive powerful evidence that the
absence of the rule of law and accountable, transparent public and private sector institutions affects
the poor more harshly than anyone else. Demands for bribes, police harassment and street violence
al increase the vulnerability of the poor and constrain their ability to participate in the market
economy and in the civic life of their communities. Added to the failure pf, the state to provide
basic protection, is the failure to provide basic services and infrastructure™ such as education,
health care, water and sanitation, energy, communication and transportation. If they are available at
al to the poor they are likely to be unreliable, poor quality and/or high cost. Or, as De Soto shows
us, many of these services such as water, lighting and transportation, may be provided to the poor
by other poor — the entrepreneurial “informals’ who are forced to operate illegally outside aformal
government system controlled by the elite™ In such situations the formal state bureaucracies not
only fail to deliver servicesto citizensliving inillegal slums, but refuse to even officialy recognize
the existence of these decades old slums and place formidable bureaucratic barriersin the way of
recognizing the small businesses that do provide basic services in these areas.

If we return to Figure 11 on the vulnerability context, we see that many of the things
governments would need to do to improve their investment climate would also greatly reduce the
risks of what we |abeled the “internal shocks’ that affect %j citizens, but are especially threatening
to the poor. As pointed out by Holzmann and Jorgensen™, socia protection systems that help
people deal with unemployment or loss of livelihood through old age, illness or during a drought
are fundamental to enabling the poor to take the necessary risksinvolved in planting a new higher
yielding crop or opening a new business. In addition to the risk aversion which traps the poor in
low return activities, the absence of public or affordable commercial risk management systems can
also force the poor into traditional ipformal risk sharing arrangements which have “high transaction
costs and hidden opportunity costs’™ An example that comes to mind hereisthe practicein
Bangladesh where even though the law mandates that daughters get some share of the paternal
property, sisters feel obliged to turn over their sharesto their brothers. They do this not just out of
“affection” (which may a so be afactor), but because they view such gifts as away to insure their
right to return to their brother’ s house should they be expelled or widowed. In a setting where land
markets are “sticky” and buying and selling land requires time and sophistication to maneuver
through the rent seeking legal bureaucracy, and in a male dominated society where it is difficult for
women to productively manage property, it may be difficult for awoman to gain much direct
benefit from such an inheritance. So giving it away in exchange for thisinformal “insurance
policy” with the brother isarationa choice. However there is no guarantee that the policy will pay
off, and several authors have noted that in recent times with the greater fluidity of rural Bangladeshi
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society and the frequent weather related economic shocks, brothers are less and less willing or able
to take in their destitute sisters even when they have benefited from their share of the family
land.(get refs)

In addition to reducing risk through the provision of social protection, good governments
also support policies and institutions that provide the stability that both businesses and citizens (rich
and poor alike) need to thrive. Just looking at the items mentioned in Figure 11 we see the many
ways awell functioning government can simultaneously reduce vulnerability and attract growth
promoting investment and entrepreneurship:

» A stable macroeconomic environment that reduces the likelihood of rapid inflations
which hurts business and the poor.

* Environmental and natural resour ce management policieswith along term view —
especially those that recognize local community ownership — encourage a healthy
environment, a balanced and sustainable flow of renewable natural resources. Both the
positive health impacts and the sustai nable management of natural resources are
important to all citizens — but especially to the poor who suffer the most from poll ut%
air and water and who are often dependent on natural resources for their livelihoods.

* A sound financial and banking system is clearly good — indeed essential -- for a
vibrant and growing business economy which provides employment opportunities for
the poor. But beyond that is the even more direct benefits of afinancial system that is
deep enough to provide not only working capital and investment credit to the working
poor, but savings and insurance products that can help them — and even the ultra poor
who cannot borrow —to smooth consumption and manage risk.

» Theruleof law and an effective legal system are clearly important to business which
needs contract enforcement, etc. and to both rich and poor citizens who need to be free
from the arbitrary use of power whether by the private sector, the public sector or by
civil society.

» Related totherule of law are civil liberties and an inclusive political system that
makes gover nment democr atically accountableto all citizens.

* Where such institutions are not in place to negotiate differences and resolve conflicting
interests among different groups, thereisincreased likelihood of violence and civil
conflict. Even the threat of such conflict puts achill on legitimate business investment.
The actual outbreak of violence directly threatens both the physical and the economic
security of al citizens — but especially the poor who are often the least able to |eave the
war zone.

5.3 TheAfrican Example

Collier and Gunni ngE'loffer aparticularly rich and empirically grounded example of what a
poor investment climate means and how it manifestsitself at both the aggregate and the micro level
in the African context. The authors review the aggregate data for the region from a number of
growth regression studies that have sought to understand why Africa has suffered a decline in per
capita GDP over the last decades. They then look at micro data to see how agents (households and
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firms) and markets have responded to the constant risks and uncertainties they face in this hostile
setting to see whether macro and micro level explanations are consistent.

The section on agents is particularly useful because the data on households gives us a sense of
the “vulnerability context” in which the poor must operate to earn a livelihood and how they have
responded, while the data on firms gives us the business point of view and helps us understand why
the “investment climate” is so important to growth. While the authors conclude that households
have actually coped better than firms, it is clear the same public sector institutions which have
failed business have also failed the poor — for many of the samereasons. In Stern’ sterms, both
households and firms in Africa suffer because they cannot be sure of a reliable link between
reaping and sowing and this has had disastrous impact on economic growth and on welfare
indicators in the continent.

Part of the uncertainty is because of the harsh physical environment in Afri cali! but Collier
and Gunning convincingly demonstrate how, instead of reducing the uncertainty through the kinds
of policies and institutions discussed above, most African governments have only compounded it
with frequent policy changes and reversals. The authors' conclude that along with the high risk
posed by Africa s hostile environment, a major cause of economic stagnation in the continent has
been “inadequate social capital -- particularly dysfunctional government”™.

The distinction between public and civic social capital discussed earlier in section 2 isimportant
to the analysis. Public socia capital defined as “the institutions of government that facilitate
private activity " seemsto fit well with Stern’sidea of the investment climate. Civic social capital
isembodied in more informal socia networks. Aswe recall, it includes Putnum’s horizontal
associations -- the choirs, guilds, bowling groups, etc. -- aswell as more vertical networks such as
kinship systems and various hierarchical relationships. These networks, in addition to whatever
social or physic benefits they provide, also “build trust which lowers tran%ctions costs, (offer) ..
knowledge externalities... and ... enhance capacity for collective action”™

In the authors' view civic social capital isimportant to growth because civic organizations put
pressure on governments to produce public social capital, or in other words, a more socially
inclusive governance system that is responsive to a much broader segment of society — rather than
serving the interests of asmall select group. In the African context the absence of civic socia
capital has contributed to economic stagnation,

because governments wer e captured by a narrow elite that undermined markets and used public
services to deliver employment patronage. These policies reduced the returns on assets and
increased the already high risks private agents faced. To cope, private agents moved both
financial and human capig abroad and diverted their social capital into risk-reduction and
risk bearing mechanisms.

This picture of public, private sector and even most civic institutions captured by the elite —
and used to set the “rules of the game” to favor themseves in the distribution of assets and
capabilities, is very much the picture we see of Country X in Figure 7. The institutions which
control the access to (and even to some extent the returns on) assets and capabilities are

31



INCOMPLETE DRAFT August 7, 2002

exclusionary. Neither the middle class, nor the poor have the influence or voice they need to make
either public or private sector institutions accountable to them.

What Figure 7 does not show is that over time in the absence of any reliable accountability
mechanisms, the tight little circle of elites who control the institutions of Country X (and through
them, the lion’ s share of wealth), breeds corruption and inefficiency and ultimately in the case of
Africa, negative growth. The asset and capabilities pentagon in African countries has actually
contracted as both foreign investors and the elite themselves found high risks and low returnsin
their own economies and sought to invest their assets (financial and human) elsewhere. The poor
governance situation in country X and in so many African countriesis also highly likely to lead to
violent conflict. While Africais highly fractionalized™, an earlier study by Collier=-found that
high ethnic diversity only has negative growth effectsin societies lackingin political rights—
as has been the case with so many African countries until recently. The negative effects are not
limited to economic stagnation. X out of sub-Saharan Africa’s xx countries, xx have undergone or
are currently in the throws of violent conflict. (Check with lan and Conflict group for data).

The lack of accountability to the broader public which initially seemsto leave political
leaders free to do as they wish, ultimately makes them more vulnerable to discontented factions
within their own small group of elites. Collier and Gunning cite this as one reason that early
attempts at reform in Africa proved short lived and were soon reversed: “Being insulated from the
mass of the rural population and having only Iirg&ed legitimacy, governments were acutely exposed
to pressures from their own base of supporters’™. When inefficient businesses owned by the elite
began to suffer from competition caused by removal of trade barriers and price controls, the
majority of the population who stood to benefit, had little influence or voice to prevent areturn to
the status quo.

The ray of hope for Africa s return to higher growth which Collier and Gunning offer usis
very similar to the mechanisms of empowerment — especially empowerment through social
mobilization —shown in Figure 9. They point to the “wave of democratization in Africaduring the
1990s (which has) weakened the power of the old elites and so paved the way for politically
sustainable reforms’™.  The new-found civil liberties should enhance the level of civic social
capital which has been so weak in Africa. Thiswill enable amuch broader group of citizensto
protest thelegacy of low public social capital -- the poor government services, lack of physical and
institutional infrastructure, corruption and favoritism. Rather than the “quiescent majority” who
long remained without voice or influence over the workings of government, there is now scope for
broad based “coalitions for change” between the poor and the middle and upper classes (see Figure
12). Such coalitions can arm themselves with information that can be widely spread through a more
open press.  They can mobilize public opinion to demand an overhaul of the inefficient, narrow
and often brutal ingtitutions and policies of the past. The authors don’t foresee a quick and easy
transformation to economic dynamism in Africa, but they are clear about the important role that
empowerment through the resurgence of civic socia capital will play in the process.
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Figure 12
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The African account suggests a way to expand on Stern’s strategy for development by
visualizing the common foundation of good governance/inclusive and accountabl e institutions that
underpin both the growth and the empowerment pillars. It turns out that civil liberties which
empower awide cross section of society to speak out and protest unequal treatment and poor
service delivery isalso critical for agood investment climate — and therefore to growth itself.

Figure 13 presents a new visualization of Stern’s strategy for development where instead of
parallel pathsto poverty reduction through investment climate and growth on the one hand and
empowerment on the other, we show investment climate and empower ment both emerging as
two complementary outcomes of good gover nance and jointly producing pro-poor growth and
rapid poverty reduction. The positive impact of public and civil social capital on growth is seen
to operate through the creation of agood investment climate on the one hand and on the other,
through empowered citizens who can make sure it stays that way. A good investment climate
allows markets to work by offering enforceable contracts and transparent, predictable business
dealings where no special treatment is given. But the very rule of law that creates this enabling
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Figure 12.
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environment for business also empowers citizens so that they can continuously insist on transparent,
inclusive and accountabl e institutions rather than institutions which favor one group of citizens over
another. Citizen empowerment then becomes a means of ensuring the checks and balances between
public and private sector are maintained and makes it more likely that the type of growth which occurs
will be pro-poor.

Thelink posited here between empowered citizens and growth is not the same as positing a straight
forward link between democracy and growth. It iswell known that some of the East Asian countries
where there has been rapid growth and poverty reduction over the last several decades have not been
highly democratic. It is also well known that there are important variations in the degree of influence
which the avaage citizen actually has within the general set we call democracies. However, Bueno de
Mequita et al*“'have suggested away of measuring the size of the group to which government leaders
must respond if they are to stay in power rather than simply categorizing countries as democracies or
autocracies. The authorslook at two institutions which they believe determine the degree to which
leaders will be concerned with the production of public goods rather than private goods which get
distributed to a small group of their supporters. Oneinstitution is selectorate : “ the set of citizens who
have a chance of becoming members of the winning coalition” . In a genuine democracy thisincludes all

34



INCOMPLETE DRAFT August 7, 2002

adult citizens who have the vote. In an autocracy it would include a much smaller group of elite families
or perhaps members of a certain favored ethnic group. The second institution of concern isthe winning
coalition: “that portion of the selectorate who keep the incumbent in office and who get privileges not
available to non-members’. Again, in ademocracy the winning coalition would include all the members
of the winning party while in an autocracy it would be whichever of the ruling families had chosen to
back the current holder of power. The authors explain that for autocrats bad policy is often good
politics:

When the winning coalition is small, leaders are more inclined to provide private benefits, rather
than public goods because such an allocation better servestheir desireto stay in office. When the
winning coalition is large, leaders must be more concerned with provision of public goods, not out
of civic mindedness, but because providing such goods is compatible with their desire to stay in
office. Thus large wi nrg'ﬁg coalitions, such as exist in democracies, encourage attention to the
quality of public policy.

Using the size of the winning coalition as a continuous variable the authors examine the growth
rates of 176 of the most democratic and 176 of the most autocratic leaders since 1952 . The results show
an average growth rate of 3.04 per cent per annum for democratic leaders as compared to 1.78 percent for
the average autocrat. This difference can be significant over the long term. Beginning with an average
real income of $500 per year in 1950, citizens under the autocrat would be earning $1,200 by 2000 and
$2,910 by 2050. In adem%rﬂacy an annual income of $500 in 1950 would have grown to $4,480 by
2000 and $10,035 by 2050™.

Political leaders who are accountable to alarge group of citizensto remain in power are forced to
pay much more attention to good public policy than those who must only keep a small group happy by
providing them special privileges. And although the danger remains that the outcome could be the “over
production” of public goods through populist policies which create disincentives for capital accumulation
and entrepreneurship, it looks as though thisis not necessarily what happens. It looks as though the
creation of public goods such as infrastructure, education, socia protection and the rule of law which
help the poor also serves to improve the investment climate and stimulate pro-poor growth.
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