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Rural Poverty and M arkets

Markets play a basic role in economic welfare. rith countries life would be
unimaginable without access to a wide array of aeably well functioning markets,
from food to credit and insurance. It is almoswarethe case that a rich-country
household has to produce something in order townast, or that its members cannot
sell their labor for a salary or wage. Credit neskfunction for small businesses and
farms to finance investment projects, credit carals be used to help households cover
income shortfalls, and insurance markets help ptqteople from unexpected income
and health shocks.

Access to markets is just as compelling for a pooal household in Rwanda,
India or Peru. Without good access to marketsper household cannot market its
produce, obtain inputs, sell labor, obtain creldiarn about or adopt new technologies,
insure against risks, or obtain consumption goddewa prices. Equally important, it
cannot use its scarce resources like land and lafficiently. Its decision making is
constrained. Cut off from markets, it is forcedoirself-sufficiency, whether for food,
labor, or other items. Its own subjective valuasiorather than market prices, then
determine how its resources are used.

Consider, for example, a poor farmer who can predugh-quality berries at a
low price. Intown, exporters are willing to pa§y @ents a basket for berries like the ones
he can grow; however, poor roads and informatioouabuyers make marketing this
perishable crop too expensive and risky. So theda produces a few baskets for his
family’s own consumption, and he spends the reshisftime doing low-wage work,
when available, on a nearby ranch. A basket ofiésecosts him 10 cents to produce.
Implicitly, then, this is his decision price, oretlprice at which he is willing to produce
berries. If he could become part of the expopp$y chain, his decision price would
increase to the market price. He could be moreiefit, shifting some of all of his time
from low wage work to berry production, and he vebbave an incentive to invest in his
farm. Most importantly, he could generate badlgdesl cash for his family.

When a household’s production and consumption gess are based on
subjective valuations instead of market prices, ibasehold can reap gains, perhaps
significant ones, by acquiring better access toketar For example, without access to a
labor market, a poor family’s time may be “trappéd’low-return activities on the farm
instead of being sold for a wage in higher-retuctivities on another farm or at a
business in a nearby town. When high transportatiosts or marketing risk keep a
farmer from selling a cash crop, her fallback iptoduce a lower-value crop that can be
eaten at home. When a farmer cannot obtain fegtilor hire labor at the times needed,
or when he lacks the cash to pay for these ingegs,land is sown, output falls and more
productive technologies may not be adopted. fficy is critical, because even a small
income gain can make a significant difference formpoverished household.

Lack of market access can have catastrophic effactaural households when
disasters strike. Serious crop failures (more &% below-average harvests) occur in
Southern Africa in about once every five years. eWlthese happen, local food prices



rise disproportionately (that is, above the impuatity price), with seriously negative

effects on rural households. On the other han@nwhcal markets are closely integrated
with global markets, a poor harvest will have ditif any effect on local food prices.

Without the ability to sell, irregular bumper hast® depress grain prices, undermining
the incomes of small farmers who manage to produserplus. The result is cycles of
low-price glut followed by scarcity (Poulton, et,&005).

Markets are important for pro-poor development gyerty alleviation, for
many reasons. The livelihoods of most of the world’s poor pemplepend directly on
their involvement in markets, either as producarsvorkers. Historically, the major
successes in poverty reduction have been associgtfedhe growth of markets and the
private economy. When asked about the major aingdie confronting them, poor people
frequently cite markets—either their lack of accessnarkets or the effects of markets
on their livelihoods. Markets can play a valuabdée in promoting and facilitating
economic efficiency, by facilitating exchange ame tcoordination of many different
kinds of resources, goods and services. They e§m frotect poor people from local
food-production shocks. In these ways, marketwiméfor income growth and survival.

Nevertheless, markets frequently fail to serve the&erests of the poor.
Understanding why is critical for designing ruralprty-eradication policies.

The market challenges confronting the poor are gisbbgreater now than ever
before, because the context is changing rapidlgve@ments are withdrawing from their
traditional involvement in agricultural marketsciaasingly obligated to do so by the
international trade agreements into which they nt@uly enter. Globalization exposes
agricultural producers to international price gymas but brings potential benefits as well
as threats.

At the same time, in most countries agriculturatkets are being transformed by
the new demands of exporters and supermarketsre Thevide evidence that poor rural
producers have found themselves systematicallylyted from these high-value market
chains, left to fend for themselves in traditioma&rkets in which prices, as well as
quality and other demands, are lower.

The changing market reality offers opportunities fthose poised to take
advantage of them as agricultural producers oreasingly, as nonagricultural producers
and wage earnerdlhe overarching challenge for small farmers isitaol fways to engage
in agricultural markets on more favorable ternspecifically:

. Moving into new high-value agricultural market chains. This includes
both access to new markets and capacity to ergar.th

. For the majority of farmers, who are not part of high-value chains,
making use of existing agricultural markets. This includes both access
to agricultural input and output markets and theacity to use them.

! For an excellent discussion see Dorward, et 8032



. For all farmers, adjusting and taking advantage of the rapidly
changing agricultural market environment. This includes both
opportunities and threats created by globalizatityralization, and the
transformation of agricultural market chains.

These challenges and the ways are needed to adbessstake different forms
for different poor rural households, because thealrpoor are heterogeneous, they
frequently receive income from multiple agricultuend nonagricultural sources, and
they depend on different markets for their liveblds.

I
Setting the Stage: Rural Poverty and the Role of M arkets

The role of markets is complex, for many reasofisere are many different kinds
of markets, and a particular market may be impotmisome poor households but not to
others. Often rural households are both produaeds consumers of crops. Market
competition brings greater efficiency and lowercps for consumers, who include the
poor; however, it also is a threat for some prodsicd’oor rural households are diverse;
thus, different markets matter for different poeople. In general, access to not one but
multiple markets is needed in order for poor hookishto find a pathway out of poverty,
and many of the ways in which markets affect rplerty are indirect. Putting markets
to work for the rural poor requires having not ordgcess to markets but also the
complementary assets required to make effectivelgese markets.

Which Markets Matter to Poor Households?

Figure 4.1 illustrates the roles of diverse marketshaping the livelihoods of
rural households. The vertical panels in the #gdepict the two stages leading to
income and livelihood outcomes in an economic madeln agricultural household: 1)
Production, activity choice, and income; and llg ttransformation of income into
livelihood outcomes via consumption. They reflése dual nature of agricultural
households, as both producers and consumers. rbliggepsion from one stage to the
next is not linear; the double arrows spanningpiiieels indicate that there are important
feedbacks. For example, in the imperfect-markgirenments characterizing most poor
rural areas, incomes and consumption shape produ¢is when a poor household
cannot afford crop inputs or must sacrifice leisungead of hiring labor), and so may
livelihood outcomes (as when hunger impedes orislgyato work).

In Stage |, rural households engage in multipleviiets (colored blue in the
Figure), as discussed in the Background Paper fiap@r 1. They include subsistence
production, commercial agricultural and livestockdguction, nonagricultural production,
migration, and wage labor. The household’s pradactlecisions generate outcomes
(green), which include “portfolios” of productionné incomes. Even in a single



household, the production portfolio often contaiasdiversity of agricultural and
nonagricultural products.

With the exception of subsistence production, tbeskehold’'s activities create
flows of goods and incomes (depicted by the solicbves).  Output markets turn
commercial production into income. The resultimy$ehold income portfolios, like the
activities that produce them, often are diverse.Stage Il, household income portfolios
and subsistence production produce demand andihldgel outcomes, including
consumption of home-produced and/or purchased food.

Multiple markets (colored blue) affect the househait each stage of this
livelihood creation process. The influences of kets are depicted by broken arrows in
the Figure. In Stage |, access to markets fortg)piechnology, and extension shapes
subsistence and commercial production. So doessaco factor markets, including
land, labor, and capital. If these markets areawoessible, or if they are accessible only
on terms that are unfavorable to the householdh bloé mix of activities and the
efficiency with which activities are carried outlhbbe affected. For example, without
access to vital agricultural inputs, the family méoyrego high-paying commercial
production and instead use its labor for low-vatwdsistence production, low-paying
wage work, or migration.

The ability to sell on equitable terms in outputrkeds is crucial in transforming
production into cash. For many poor rural famjlies is the ability to obtain secure and
high-paying jobs in agricultural and nonagricultuedbor markets, as well as to convert
migrant earnings into remittances at low cost.Stage I, the ability to transform cash
into consumption depends on having secure andezffiaccess to consumption markets.

Access to financial markets is vital at all stagéshe household’s livelihood
chain. The lack of credit and income security ey households of access to
productive inputs and discourages them from produbigh-value but risky crops; high
transfer costs can deprive households of 20% oembthe monies their migrants remit;
and when the household lacks access to finanaeices, sharp swings in cash income
can translate into equally sharp swings in consionpfrom which it may be difficult to
recover. The role of financial markets is discdssethe Background Paper for Chapter
3 of this Report.

The broken lines in the figure represent the filnaks in the market chains
connecting rural households to the sellers of tiguts and consumption goods they
demand and the buyers of the goods and servicgsstigply. When accessible, the
output market gives the farmer a farmgate priceiclwhif high enough will give the
farmer an incentive to produce for the market; otiee not. Conditions all along the
market chain end up shaping this farmgate pricer example, if a farmer is part of a
high value market chain, with a contract to supplyxury hotel with quality fruit on a
regular basis, this will be reflected in a highnfgate price. If instead she sells her
harvest in the local spot market or to a trader rwbther farmers are trying to sell
identical produce, her farmgate price almost celyawill be low, even if the trader is
able to secure a much higher price in the urbaexport market where he sells. Poor



farmers’ information about the prices paid for thefoduce further along the market
chain is likely to be scarce or nonexistent. Timsts their ability to bargain for a better
price. A trader who owns the only truck in a \géacan exert monopolistic control over
the market, buying low from farmers and sellinghhig town. Powerful supermarket
chains and their agents increasingly are becomavgepful players in the market chain,
dictating terms and influencing prices for internae@s and farmers.

Formal and Informal Markets

The spectrum of market relations is bracketed by éxtremes. At one are the
many poor subsistence producer households do floarsg of their production and
supply many of their own inputs. At the other ertie are large commercial households
that sell all or most of what they produce and pase most of their inputs. In between
are many households, often poor, selling small artsof their crops as the need for
cash arises and supplying some of their own inpdhite purchasing others. Often they
are involved in informal markets, for example, sacting a few kilos of grain to a
neighbor or the local store, striking labor exchestp harvest their crops, sharecropping,
or engaging in informal loans—frequently with inteking markets, e.g., a loan from a
landlord in connection with sharecropping and anpse to supply labor on the
landlord’s estate at harvest time. Informal mareations also can characterize small
commercial farmers, as when a trader advances toaphirchase inputs ahead of the
harvest and then subtracts it (along with interfstn his purchase price. For many of
the world’s rural poor, having access to thesermfd markets is critical to survival,
particularly when access and the capacity to usedbmarkets are limited.

Diversity among Poor Rural Households

Poor rural households exist in a diversity of markettings. The Background
Paper for Chapter 1 illustrates the diversity divéites in which poor rural households
participate and from which they get income. Mdskimg perhaps is poor households’
reliance on wage labor markets. In some cased, eh@spoor household’s wage income
comes from agricultural work; examples include lrgely agriculture-based economies
of Africa (World Bank, 2008). In others, nonagticual wages are more important than
agricultural wages. In China and most Latin Amanicountries, non-agricultural wages
play a far greater role in rural household incothes do agricultural wages.

Nevertheless, crop production is an important ineomctivity for rural
households, particularly in agriculture-based eaoies. In Ghana, Madagascar, Malawi
and Nigeria, even the poorest households parteipabutput markets, selling part of
their crops. The poor African households in the Ri@ata set marketed an average of
between 26% and 59% of their output.

As we saw in the Background Paper for Chapter talrhhouseholds are
diversified across income activities. Many haweetbsified agricultural activities, as



well. This finding by Ellis, et al. (2003) is tyal: “Poor rural Malawians confront

multiple severe constraints that can only be adeédy some combination of raising
agricultural productivity, diversifying farm outpt reduce risk and shift toward higher
value outputs, and diversifying livelihoods towamdnfarm enterprises.” Access to
agricultural input and output markets is vital fooor rural households that receive a
significant part of their income from agriculturactivities, as owner-operators,

renters/sharecroppers or agricultural laborers.

Data from living standards measurement surveys (EpMveal sharp disparities
in market access between poor and non-poor ruratdimlds. This is illustrated in
Figure 4.2 for the 15 countries of the RIGA data Sknhe figure was constructed from an
infrastructure access index that included both ipupbods (electricity, telephone, etc.)
and distance to schools, health centers and towansg principle components analysis.
Infrastructure access was measured differentlizenl surveys; thus, the indices are not
directly comparable across countries. Neverthelesall 15 countries the difference in
infrastructure access between poor and non-poosdimlds is striking. The index is
always positive for non-poor rural households aegative for the poor.

Differences in market involvement between poor and-poor rural households
are also evident in specific input and output mekd?oor households’ participation in
input markets tends to be more limited than that@i-poor households. In Nicaragua,
19% of poor households involved in agriculture ased fertilizers, compared with
32% of non-poor households. In Panama the shasges 1% and 38%, respectively; in
Bulgaria, 17% ad 54%; and in Pakistan, 55% and 70%. Malawi, Ghana and
Madagascar, half or fewer of rural households ia libwest land quintile purchased
fertilizer, and 12.9% or fewer purchased pesticidstany more used hired labor: 64%
in Ghana, 33% in Madagascar, and 29% in Malawi. China, very few agricultural
households hire labor. These differences in ppdion in markets between the poor
and non-poor become magnified when one looks atatheunts of inputs purchased,
which tend to be much larger for the non-poor.

Country-wide indices on rural access to marketsagdy mask large regional
differences. The households that have accesstiketsdend to be concentrated in a few
regions within countries. In the other regiongess indices would show far lower levels
of market participation.

Diversity within Rural Households

Not only do different markets matter for differdmduseholds; the role played by
markets is not the same for all activities or fihmaembers within households.

In most countries, a few large commercial produaarsxist with many small
commercial, subsistence and infra-subsistence fatmearge farms can be thought of as
pure production enterprises, but small-farm houllshbave a dual character: they are
both producers and consumers of food. That ruvateholds engage in both production



and consumption activities has been recognized fong time. When food prices go up,
these households “win” as producers but “lose”’@ssamers. If a poor farmer does not
produce enough food for his family’s subsistence arust turn to the market to fill the
gap, he loses when food prices go up.

In remote areas where physical access to markessity, households diversify
their production partly to satisfy their own congutian demands (Omamo, 1998). High
costs of buying and selling in food markets forcangn households into subsistence
production: selling becomes unprofitable, andsitheaper to produce one’s own food
than to buy it in the marketplace. It is ratiof@ smallholders not to adopt innovations
that raise productivity if they raise transactiasts by more. Because they produce only
for home consumption, subsistence producers ardiretly affected by changes in the
market price of food. However, poor subsistenceéas often purchase inputs, and thus
they are adversely affected when the prices oftigauts rise.

Subsistence farmers also may be affected indirdnglychanges in the market
price of food, through their market relationshipghmcommercial food producers. For
example, a decrease in the market price of graftudes profit-driven commercial
farmers to scale back their production. If a sstiesice household sells some of its labor
to the commercial farm to get cash, its income faill. The subsistence farm does not
sell grain, but it loses when the grain price falscause of its links to the commercial
farm via the labor market. Paradoxically, its ssiesice production of grain may
increase as a result of the decrease in market.pitimable to work for a wage, it may
spend more time producing the subsistence cropoateh Grain production on the
subsistence farm increases, but welfare goes down.this “immiserized growth”
scenario, poor households retreat more deeplysubsistence production (Dyer, et al.,
2006).

In many poor rural areas, smallholders are net tsugéstaples. As consumers,
they benefit if access to new markets lowers theirsumption costs (Jayne). A given
amount of cash will go a longer way towards alleém@ poverty if the prices that poor
households pay for their consumption goods are lbligh transaction costs and market
power are notorious for raising consumption pricesural areas, particularly for the
poor.

Heterogeneous interests and power asymmetrieswptior households may lead
to conflicting interests with regard to market chas. Here, gender plays a particularly
important role. In Africa, there is convincing égnce that, within the same household,
plots of land farmed by women do not receive threesamount of inputs as those farmed
by men (Udry, 1996). The household’s income cdaddncreased by reallocating some
inputs from male to female plots, but gender dymramithin the household prevent this
from happening. One implication is that an incesasmarket prices of “female” crops
will not have the same effect on household income welfare as an increase in the
prices of “male” crops. On the consumption sidegré is evidence that income
controlled by females is spent differently thaname controlled by men. Better access
to markets for consumption goods favored by woneciyding food, according to most



studies) thus will have a different and perhaps enoeneficial effect on household
welfare than access to markets for goods favoreuday.

In short, poor rural households are diverse in maays that shape the effects
that markets have on their welfare. Different nedskrepresent obstacles for different
households. Moreover, the markets, themselveshaneging.

The Changing Agricultural Policy and Mar ket Environment

Prior to the 1990s, governments often were heanilglved in agricultural input
and output markets, subsidizing inputs and comtigplloutput prices. Input price
subsidies benefited farmers with access to theidgizbd inputs. Cheap food policies in
many countries kept local food prices artificialw relative to world prices, hurting
farmers who were net sellers and depressing agralilproduction and incomes while
benefiting consumers, both rural and urban. Thas whe case in many African and
Asian countries.

In other countries, including Mexico and the CahtAmerican nations,
protective import policies kept local food pricesifecially high, benefiting net sellers but
hurting consumers. These policies favored somdymers and consumers. However,
they depressed overall agricultural incomes, byoeraging farmers to invest in the
protected crops and not in other crops that might ppoduced more efficiently.
Overvalued exchange rates discouraged agriculaxpbrts. Many governments tried
subsidized credit and insurance programs, usually poor results. They usually fell
victim to the same conditions that caused the tdqirivate credit and insurance for poor
farmers to begin with and carried a high cost fothlthe rural and national economies.
As Jayne (2008) notes, “the cost of supporting Broller production — through input
subsidies, credit programmes with low repaymerdgssiatommodity pricing policies that
subsidized transport costs for smallholders in tenaoeas and the export of surpluses at
a loss — contributed to fiscal crises and in soases, macroeconomic instability.”

The past decade has witnessed a transformatioheok¢onomic and political
landscape in which poor rural households find trewes. The state has redefined its
role in the rural economy, from that of actively maging agricultural input and output
markets to a more laissez-faire stance. Globabzaand integration, marked by the
WTO and regional trade agreements, have simultahgouncreased agricultural
producers’ access to foreign markets while expo#iiregn to greater competition from
abroad. The degree to which world prices are tndted to local prices varies from
place to place, but there is no doubt that thedtrisnfor farmers to be increasingly
exposed to swings in global prices for the crogy foroduce and the food they consume.

Poor farmers are particularly vulnerable to manete swings. They face a
dilemma. Without access to markets, their incowssibilities are restricted and they are
exposed to catastrophic consumption price spikegnwbrops fail. With market
integration, they are exposed to constant gyratiomgorld prices, instead.



Fluctuations in agricultural prices on world matgkdtave been particularly
striking in recent years. So have the inter-cotioas between food and energy markets,
as a growing amount of the world’s agricultural garotion goes to biofuels. Figure 4.3
illustrates the recent trends in the world pricéshe major food crops. Each of these
price trends is volatile, and all move sharply leighfter 2000. An increasing amount of
corn production is being demanded for biofuels (Fég4.4). Not surprisingly, as oil
prices increase, so do corn prices (Figure 4.5 éffects of higher prices for crops used
in energy production spill over into higher prides other food crops, which compete
with biofuel crops for land and other resources.

How these rising international food prices affeatgs within countries depends
on exchange rates and policies. Exchange rategedomternational prices (in US
dollars) into local currency. Recently, the U3lalohas weakened against most nations’
currencies. This has blunted a large proportiomigrnational cereal price increases. |If
the world price of rice increases 10%, but a coimtcurrency strengthens against the
dollar by 10%, the domestic price is unaffected tbg higher world price. In the
Philippines, the world price of rice in pesos ra$8s between the fourth quarter of 2003
and 2007, even though the world price in dollaiger66%. In the future, if domestic
currencies fall relative to the dollar, the effe€thigher world prices on domestic prices
will become magnified instead.

Countries’ macroeconomic performance thus can &aféeal food prices via the
exchange rate. Governments can also use pricéiztbn policies to reduce the impact
of rising world prices (see Part Ill). The comhineffects of the exchange rate and
stabilization policies resulted in domestic pricégice being substantially below world
prices in the Asian countries depicted in Figu@ 4omestic prices of rice rose only 3%
in Philippines and Viet Nam and 5% in India. Therld dollar price of maize rose 40%
between the fourth quarter of 2003 and 2007, biRhiippine pesos it fell by 1%, and
the domestic price of maize in the Philippines fogenly 5%.

The competition between biofuels and food no daubtintensify in the future,
and there are indications that the observed lomg teecline inreal prices could come to
a halt, signaling a structural change in world @gtural commodity markets.

What does this mean for the rural poor?

This question really has two parts. The first isether the recent increases in
world food prices make their way to the places witae rural poor live. Once exchange
rates and government price stabilization policiemdlate world prices into domestic
prices, the effect on the farmgate prices recebsethrmers and on the consumer prices
paid by households depends on how efficiently ntarkeansmit price changes across
spacewithin countries.  The second part of the questionhstier increases in local
food prices are good or bad for poor rural hous#hol The answer to both of these
guestions is “It depends.”

A few studies have tried to test for market intéigra that is, whether local food
prices vary in tandem with world prices. They finéht that the extent to which changes



in world prices are transmitted within countriegiesa from place to place, reflecting
differences in country policies as well as the ogfinicy of domestic markets. The
transaction costs of using markets may be diffefi@mh one village to another and also
among farmers in the same village, for example,revlo@e farmer has a truck and others
do not. Because of this and other structural featof markets (including monopolies),
healthy systems of market exchange do not appeamight after market reforms.
“Markets require supporting infrastructure, inditas and policies, and are mediated
through existing social and economic relationshipark, et al., 2002).” In some
instances this means that benefits and costs déaneeforms do not reach small farmers
as quickly as they might if markets operated mdfieiently. Generally, the benefits and
costs of market reforms will reach some farmerseamuickly than others.

Mexico is a case in point. The 2003 Mexico NatloRaral Household Survey
found that the average price of a kilogram of mairevillage stores was 2.57 pesos.
However, it ranged from 0.8 to 11 pesos. For evdrkilometers of distance from the
village to the local (county) commercial center thaize price increased by an average
of around 4 cents. The distances to the commecaater ranged from 1.5 to 300
kilometers. The survey also found striking diffezes in wages: the daily wage of an
agricultural worker ranged from 40 to 140 pesos.

Some countries have tried to minimize regional eriifferences through pan-
territorial pricing. These are policies that gifeemers a higher price for their crop in
low-price areas—or, more commonly, try to impodeveer price in high-price areas (in
an effort to keep food prices low for consumerBie effect on the rural poor depends on
whether the poor are net producers or net consuwmfetee crop. Inevitably, pan-
territorial pricing creates distortions that disgimate against some crops and results in
potentially costly losses in agricultural efficigna@a drag on agricultural growth.

The dual character of poor rural households asym@® and consumers creates
an inherent conflict of interests within the housldh What is good for production (e.g.,
a higher food price) may be bad for consumptioml{er food costs). Some recent
studies of the effects of changing food-import @sion rural households suggest that the
consumption effects dominate the welfare outcomrenfost small-farm households in
Central America (Taylor, et al., 2007). Meanwhiesearch from Mexico suggests that
the supply of cereal crops is not as elastic asnofbought (Dyer, 2007), and for the
nation’s many small, subsistence farmers, it magdeerse, increasing when the market
price falls (Dyer, et al., 2006).

Supply Chains and the Supermarket Revolution

At the same time that farmers have become incrggsintegrated with regional
and world markets, there has been a rapid and ymdféransformation of agricultural
supply chains in many countries, driven by expsreerd supermarkets. As the demand
for vegetables, fruit, nuts and other high valueddpcts has risen, urban retailers are
handling increasingly more of these high value caditnes. The demands of
international consumers as well as large-scalaleetaare reshaping the supply chain.
Studies find that, in much of South America andtEAsia, the average share of
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supermarkets in food retail went from roughly oh+20% circa 1990 to 50-60% by the

early 2000s (Reardon and Berdegué 2002, Reardah @003). These countries saw

supermarket diffusion in a single decade that temke five decades in the U.S. and the
U.K.

Can a small producer whose vegetables fetch a loge pn a local produce
market become a supplier of Wal-Mart or Carrefo@fwill she be driven out by larger,
more efficient suppliers? As more and more consanimiy their vegetables at
supermarkets, can small farmers afford to remaitraditional market chains? Or will
the defection of middle and large producers to nkigh-value chains open up new
spaces for poor producers to compete in traditioraakets?

In the new agricultural market environment, thevate sector and civil society
are becoming increasingly integrated. Rural hoolsish governments, development
institutions, and NGOs are all scrambling to fihdit way in this new order. As a recent
report put it,

“This has created many new opportunities, but alsew questions
regarding the roles, functions and core capacit@sthe various key
players. Deep-rooted principles and paradigms hbgen cut down in a
short period. It is sometimes like mixing an Italibasketball team with
Nigerian soccer players, and trying to play in alegball tournament.
The new situation raises many questions about m@vgame is played,
and who are the winners and los€kKdTT, et al., 2006, xii)’

It is important to realize that the impact of suparkets on agriculture varies enormously
from country to country. Evidence suggests thgtesmarkets have had a negligible
influence thus far in Africa (Jayne, 2008). Tslghiret al (2004a) and Tschirley et al
(2004b) found that in Africa supermarket chaingdHeks than 2 per cent of the national
urban fresh produce market in late 2003. TrailDO@ estimates that Kenyan
supermarkets will hold at most a 16 per cent sbatetal food sales by 2013. One study
found that, even in the relatively modernized alpitf Kenya, Nairobi, small kiosks,
informal shops, and small independent stores adeduior 71 per cent of consumers’
expenditures on food staples; local open marketssarall millers account for another 13
per cent, and the big supermarket chains accodateshly 17 per cent (Muyanga et al,
2005). Throughout the country, across all retarisumer food expenditures, the share of
supermarkets is estimated to be roughly 3 per €&gdrdon and Timmer (2006) note that
there is uncertainty about how quickly the supekmiasector will grow even in Kenya,
and in most of the rest of Sub-Saharan Africa it“uslikely that...we will see
supermarket growth for several decades.” This mehat, with the exception of the
small minority of farmers who are able to enterhhigllue export and supermarket
chains, traditional market chains will continuelt® more important for small African
farmers than modern ones. The challenge, thdmwisto enable poor African farmers to
capture more benefits within traditional marketioka
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Challengesfor Poor Farmersin the New Market Reality

Poor farmers are typically the weakest link in nearlkchains on both the
production and consumption side. They are thet labke to take advantage of new
market opportunities and the most vulnerable tadpally changing market environment
around them. No matter how successful they ama@toving their production practices
and raising productivity on the farm, the termshwithich they engage in markets
represent a constraint, often a decisive one.

Broadly speaking, there are two ways in which adtical markets can be used to
help poor households meet the objectives of higimme and greater income stability.
First, poor farmers can move from low to high vaimarket chains. Many of the most
captivating development success stories in recesdrsy involve small farmers
significantly increasing the value of what they gwoe by moving into new market
chains. Second, they can increase their sharerwfits in existing chains. These two
challenges become one and the same for the warldisy small farmers who are unable
to access any markets.

Poor farmers face significant obstacles both termy high-value chains and to
strengthening their position within existing onlesyever.

Challenges to Entering High-Value Chains and CaipmMore Value in Existing
Ones

In general, small farmers have to create valuerderto capture benefits in
markets. No downstream market actor would be mgllio pay more for the same thing
that they now get at a low price. The key chalgripen, is enabling poor farmers to
create and capture more value, whether in existingew market chains. As agriculture
becomes increasingly integrated with agribusinestkratailing and procurement systems
are increasingly connected to supermarkets, nevorbppties arise, but the challenges
become more daunting. Competition in modern alitical supply chains is intense, so
strategy, innovation and efficiency are critic&nly chain participants who are able to
compete and add value can survive in modern sughains.

Poor farmers are at a disadvantage in this nevcwgrral market environment.
Modern procurement systems favor large farmers astngountries. Naturally, buyers
for supermarkets and agro-industries prefer to huseliable supply of high-quality
produce from a small number of large farmers irsteamany small ones, if they can.
Nevertheless, market empowerment is not only deteminby farm size. Many small
farmers can participate gainfully in modern supghgins if (a) if they can ensure buyers
of a reliable quantity and quality of output, amjl if the production of many small farms
can be efficiently aggregated into the larger ld&snanded by buyers. In order to
succeed, small farmers need to have access tocphyBuman, and social assets: to
education, irrigation, transport, roads, and sutfmerophysical assets as wells, cold

12



chains, greenhouses, good quality irrigation wéftere of contaminants), vehicles, and
packing sheds (World Bank, 2008, p. 127).

Belonging to an effective producer organization tena vital asset enabling
small farmers to enter high-value supply chainsoup action is valuable when it is able
to reduce transaction costs, either on the inpududput side. On the input side, it can
improve farmers’ access to seeds, fertilizers, atiwer inputs as well as credit and
information at lower cost. A study in Kenya foutitht lack of credit was the single
major constraint limiting the success of producearkating groups (Shiferaw, et al,
2006). On the output side, it can make it posdibleombine many farmers’ production
into larger lots. Both increase value in the symblain. A farmers’ organization also can
increase farmers’ bargaining power with buyers.

Nevertheless, a producers association is not lik@lgucceed if its members do
not have access to the other assets just listeost fdrmers in developing countries who
lack these assets find themselves excluded from-Vadue market chains. To a great
extent, poverty is about not having access to agsee Background Paper for Chapter 1).
This, in a nutshell, is the greatest challengertnging poor agricultural producers into
high-value supply chains.

In fact, there is strong evidence that farmerseasdo land, water and other key
resources is critical to group success (BarhamgR0®@s a result, poor farmers tend to
be left out of initiatives to organize small farrmeand improve their market access. As
Shepherd (2007) notes:

“Collective access to markets for the poorest faisngho lack education,
numeric skills, etc., is improbable and thus somwenfof targeting is
required to ensure that farmers have the minimuadities for successful
intervention. Linking organizations...want to wavikth poor farmers who
have the potential to supply markets. But poomfans usually lack crops
with market potential and have poor market accessabse of road
conditions and other constraints.”

In China, it appears that the poor are able toqpate in the new opportunities
arising from the growing demand for high value lootture commodities. Smallholders’
access to very good markets is a key to China’sesscin this regard. Another key may
be that modern wholesalers and retailers have eretpated into rural communities—the
supply of horticultural products in China largelpws through traditional small-trader
dominated supply chains (Wang, et al., in pres®ecause of the nature of land
institutions in China, buyers, whether in moderntraditional market chains, generally
do not have the option of purchasing from largenfans like in most other countries.

China may be an exception, though. There are meaaynples of projects that
have successfully brought small farmers into highug market chains. (Some of these
are described in Part Ill). However, the pooremtmiers are not likely to be the
beneficiaries of these projects. When bringing plo®rest farmers into new supply
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chains entails overcoming severe marketing and afstacles, it is worth considering
whether other, more accessible pathways out ofppsbould be pursued, instead.

Frequently, success stories involving small farniensigh-value chains focus on
export markets. However, overall, developing cdastexport less than 10% of their
fruit and 5% of their vegetable production. Thisturally makes domestic markets a
more reasonable target for market-chain developmdddmestic markets offer other
advantages. In export markets, increasingly fasnteve to meet not only quality
standards but also safety requirements, and ifutihee they will have to comply with a
range of other social, environmental and ethiciéga. Export producers are confronted
by an on-going need to stay up-to-date with newdseds or else risk losing their
position in the market.

Chile following its fruit-export boom is an exceikeillustration of how this
affects the competitiveness of small farmers. Agpnately 43% of Chile’s agricultural
land (9.9 millions of hectares) was expropriatetieen 1965 and 1973; nearly all large
farms were partly or wholly redistributed as pascaeraging 9 Basic Irrigated Hectares
(BIH).? Today, the average size of fruit-export farmsgproaching 50 hectares. A
small farmer wishing to partake in export markedsets stiff challenges in this new
market environment, and a poor small farmer evererso.

Not surprisingly, market linkage projects currentach only a small minority of
farmers. NGOs and governments almost never incdudgorous diagnostic component
in their projects to test whether poverty wouldnigher without the projects, but because
of the considerations described above, few poanédas have benefited directly from
market linkage projects.

A study of potato and coffee producers in Peru dberidence that technical
service providers screen farmers for primary sdhgobefore offering them assistance
with access to “dynamic markets.” The key chamastics determining market access
were found to include human capital (primary edwcathousehold size, gender of
household head), agricultural and livestock assdditgs, social capital (number of
organizations to which the farmer belongs), ankl agersion and access to credit. The
latter is particularly important given that trangjption costs are higher for farmers
supplying dynamic markets than for those in tradil markets, due to greater distance
to dynamic markets as well as quality requiremethet raise transportation costs.
Nevertheless, the study found that the lack of ssc® dynamic markets can be
overcome for a large segment of small farmers, dsigihing interventions focusing on
their disadvantages relative to farmers who sufipbge markets. “Although it obviously
is not the only solution for overcoming the probtewf rural poverty, improving the
opportunities for the small producer to gain acéessew and better market opportunities
is a critical objective of any rural developmemagtgy (Escobal, 2005, p. 3).”

2 A BIH was the amount of land estimated to haveetipgivalent productive potential of 1 ha of prime
irrigated land in the Maipo River valley, one ofilets best agricultural regions.
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If poor farmers are not able to enter high-valuppdy chains, they may still be
able to benefit in other ways, particularly by slypp labor to commercial farms, via the
demand linkages that are created within rural eco@® when agricultural incomes
increase, or by entering or expanding their salesaditional markets. As the nonfarm
economy expands, both in rural and urban areastowed access to non-farm labor
markets increasingly becomes an option for manyr pacal households. Nonfarm
wages constitute the single largest source of ircéon rural households in a growing
number of developing countries.

Challenges to Capturing Benefits in Existing Chains

Because most agricultural production goes into ddimenarkets and given the
stringent quality and other demands farmers fagxport markets, capturing benefits in
existing supply chains offers greater promise toaragricultural households than trying
to enter new, high-value chains. Nevertheless, anaus studies by governments,
development agencies and researchers reaffirm sé@dus market-access challenges
confront poor rural households in traditional a$l e modern markets.

One study estimates the fixed transactions cosiaga&Kenyan semi-subsistence
maize farmers in 30 villages to be 15.5% of magkiéte and argues that these are a
major barrier to market participation. A study Reru found that transaction costs
represented 50% of the value of sales. They werssiderably higher for small
producers (67%) than large producers (32%). Tepoments of these transaction costs
included distance and time to market, the producexperience in the market, the
stability of their relationships with buyers, anteir investment of resources in
supervising the implicit contracts related to themrket transactions (Escobal d’Angelo,
2000).

A study in Tanzania found that when a price shatkdne market, its effects are
transmitted imperfectly to other markets, the restilpoor market integration and high
transaction costs. The time required for pricéed#nces to adjustalf wayranged from
just under 4 weeks (between Mbeya and Iringa) toentlman 22 weeks (between Dar es
Salaam and Iringa). Adjustment “half lives” andrsaction costs both increased with
distance between markets (Van Campenhout, 2007).

There are little-studied connections between forara informal markets—and
even with subsistence producers. In Mexico, orgyb% of farmers who grew either
maize or beans sold their crops. Two thirds ofrpagricultural households in Mexico
grow maize, but most are subsistence producersdy 1196 sell any of their production.
It appears that even subsistence producers atended by the market prices for these
crops. Although subsistence producers do notgiaatie (or participate only minimally)
in maize markets, it takes only one commercial poed to transmit the effects of
changes in the market price of maize to subsistprm@ucers in a village. Price shocks
in markets for staple goods are transmitted toistérsce producers through interactions
in factor markets. In a poor region of Mexico, eckase in the market price of maize

15



was found to reduce commercial production sharpigless accompanied by other

policies to encourage maize production, like inpute supports). Yet subsistence
production of maize went up, stimulated by lowegesand land rents. The result was a
situation of immiserized growth: subsistence puomis’ output increased, but their

incomes fell. A 10% drop in the market price ofineawas found to increase poverty

among subsistence farmers by as much as 1.7% (Etyal, 2006).

Responding to, and Benefiting from, Rapidly Changing M arket Environments

The alternative to moving forward, through empowenimin existing chains or
entry into new ones, is not to stand still. Therkma environment in which rural
households find themselves is changing rapidly, #ns raises new challenges. A
livelihood today, secured in part by protective artptariffs that keep food prices high,
can quickly become untenable if those policies dismantled and food prices fall to
world prices. On the other hand, a policy thatnspep foreign markets for agricultural
exports, or the arrival of the supermarket revoluti can create new income
opportunities. How can a rural household avoiinfglinto poverty in the first case and
escape from poverty and prosper in the second?

Responding to rapidly changing market environméetsomes a challenge when
households face constraints in gaining accesswo ascending markets and in moving
out of old, descending ones. The challenges arat@r still for poor households that
were not successful participants in traditional ke&s to begin with. Economic research
that tries to model the likely impacts of trade andrket reforms on rural households
assumes that households will shift their productiod labor out of the activities that are
disfavored by the reforms and into the activitiesttbecome relatively more profitale.

In real life, significant obstacles restrict poauseholds’ ability to adjust in this
way. One set of obstacles has to do with poor élolgs’ lack of the assets, including
land, capital, and skills, that are needed to entw production and employment
activities. Another has to do with a lack of ascesmarkets because of high transaction
costs, typically in both input and output markets.

When the obstacles prevent poor households froppneng to market shocks,
the fallback or default course of action is to eamm on in what has become a more
precarious activity, possibly falling into poverty, if already poor, into poverty more
deeply.

Access to markets brings both income opportunéres threats to poor producers
and workers. Access to markets for agriculturadgocan create direct benefits for poor
self-employed producers of these goods, but ontiigly do not face serious barriers to
entry associated with the nature of the crop, tp@nd quantity requirements, output
marketing systems, input markets, and access td &m other assets. There is

% This includes computable general equilibrium medafery few such models consider high transaction
costs or other barriers limiting producers’ adjustirito market shocks.

16



considerable potential for poor households to ketess directly, by supplying wage
labor to less-poor farmers producing agriculturabds for new markets. One of the
most striking examples is Chile’s fruit boom, iniath the rural labor market played a
vital role in transmitting benefits of export pradion to poor rural households. There
is potential for poor households to benefit evess Idirectly, by supplying goods and
services demanded by less-poor farm householdbé&ew).

Recent studies explore the effects of market aadetrintegration. In China,
where both poor and non-poor farmers work small l&woldings, agricultural labor
markets are thin. Because of this, there is lpt¢ential for poor rural households to
benefit from Chile-style employment linkages. A Ban problem arises in Mexico,
where agricultural labor markets exist but wherenf@mployment is falling even as the
value of crop production increases—a rise in pradilg perhaps related to new
investments stimulated by the North American Fread& Agreement (NAFTA). In
these cases, if the agricultural incomes of poarskbolds are going to increase as a
result of trade integration, it will have to be viee sale of own agricultural production.
Full-time farmers are among the absolute pooresthima and live in relatively poor
parts of the nation (Rozelle, 1996; World Bank, 200

For China, WTO will lead to more imports and lovgeices of edible oils, sugar,
maize and cotton. Farmers producing those cropshawe to become more productive
just to stay even. However, there are other conitiireedn which China has considerable
comparative advantage—for example, rice, meat, @duwae, and horticultural products.
Cheaper imports of inputs (for example, feed grdike maize and soybeans) will help
those who produce or can shift into these competijoods become even more
competitive.

A study of the effects of the WTO in China conclddkat, for the average farm
household, the net impact will be positive. Howeweot all households and not all
commodities will be treated equally. Huang, Rozellel Chang (2004) find that good
markets in the face of trade liberalization havmiged effect. If the poor happen to be
producing an “internationally competitive commoditgnd there are good domestic
markets, they benefit from trade reform. The ogpas true if the poor are producing
"internationally uncompetitive commodities." Paoh®useholds, especially those in the
provinces in the western parts of China, will bethlihe main reason is that the farmers
in Western China are currently producing commoslitieat are receiving positive rates of
protection, and their production prices will fall.

How, then, does one minimize the negative effecth@se households? The key
is either to provide direct assistance in the fafmncome transfers that few countries
can afford, or more constructively, to eliminatee tbonstraints that prevent poor
households from becoming more efficient by shiftitigeir production towards the
commodities that will benefit from trade liberalim and by increasing their
productivity (through more R&D, extension, investiheand access to inputs, including
credit).
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Instead of urging a halt to liberalization, donarsd development practitioners
need to find ways to target those who are being ther most with assistance programs,
while eliminating the constraints that keep pooudeholds from shifting into more
competitive activities. The studies from Chinahtight the importance of thinking
regionally. When poor rural households are redlgrencentrated, targeting them with
development projects can be easier than when thelave to be identified and targeted
within more heterogeneous populations. Nevertselpsor regions tend to be poor
because they face challenging geographic, economiather constraints that may be
difficult to address.

Overcoming Obstacles Preventing Poor Households from Accessing and Using
Markets

Addressing these major challenges requires overgprainumber of obstacles,
which loom patrticularly large for the rural poo©vercoming these obstacles represents
“sub-challenges” that need to be the focus of pedi@and development projects. The
obstacles include:

(2) A lack of power in agricultural input and outpuarkets

(2) Poor access to complementary assets

3) Poor access to complementary markets

(4) Weak market linkages

(5) Food security and inability to diversify incomaurces

(6) Market isolation

(7 Poor access to market information

(8) Poverty traps

(9) High Consumption Prices

We consider each of these sub-challenges in turn.

(2) Empowering Small Farmers within Markets

Strengthening the market position of small farmgften is the most important
single thing that governments and development pt®jean do to make agriculture a
pathway out of rural poverty. Reforms can be maldag the market chain to make it
more competitive and efficient, but this will noitamatically create benefits for the
poor. For example, a truckers’ association cafob@ed to provide farmers with more

18



transportation options, breaking the monopoly &cal transporter. More trucks should

mean greater competition and lower freight priceddrmers. Similarly, regulations that

reduce the market power of a monopsonistic buyer sapply chain can increase prices
for any or all agents in the supply chain betwdenfarmer and the buyer. Poor farmers
need to become empowered within market chains d@eroto reap benefits from such

changes. Otherwise, the benefits almost certaitilyaccrue to other chain actors.

(2) Gaining Access to Complementary Assets

Household assets shape activity participatione (8ackground Paper for
Chapter 1). They also shape market participati@nral households cannot be expected
to benefit from a greater and more equitable actssarkets if they do not have the
multiple complementary assets needed to competihdse markets. These include
human capital (education and know-how), naturaitabfmwnership of good quality land
or access to other households’ land via local lamarkets), physical capital (the
ownership of assets such as livestock and machinpuplic capital (access to public
services and infrastructure such as good roadsotshhealth clinics, and electricity),
social capital (participation in organizations, asations and links to other individuals
and households, both within and outside the comtyniinancial capital (access to
credit, insurance), and geographic capital (protyinto markets and favorable agro-
climatic conditions). (See Jalan and RavallionQ20 Having access to markets may
yield a positive economic return for a householdt, this return may be small or even
nonexistent unless the household has access ittacassets. For example, the ability to
take advantage of commercial opportunities in aputumarket depends on also having
access to skills, capital, high-quality land, amglut markets.

Boughton, et al. (2006) find that participationcitop markets increases sharply as
one moves into the upper tail of the land distifiutin Mozambique. Other assets,
including livestock, labor and equipment, are gisasitively correlated with crop market
participation. And investments in roads and maiké&rmation, without addressing
these asset differences, are not likely to resulbtroad-based increases in crop market
participation. They find a troubling relationstbptween gender and markets. Female-
headed households, even if they have the samesassahale-headed households, are
significantly at risk of exclusion from cash crogpntract farming opportunities.

3) Gaining Access to Complementary Markets

Many of the world’s rural poor are farmers, saitatural to focus on agricultural
input and output markets when one thinks aboutdles of markets in rural poverty and
poverty alleviation. This makes sense in countr@sregions where poor rural
households get most of their income and/or foodhftheir own crop production. In a
number of African countries, studies show that@gdtural growth reduces rural poverty
and hunger. There are also poor rural househialdsore urbanized and transition
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countries that depend on farming for their liveblds. Facilitating access to agricultural
input and output markets in these cases is almasainly a prerequisite for escaping
from poverty.

Agricultural markets are not the only ones thattarathough.

Incomplete markets (e.g. for land, labor, creditinsurance) explain why many
poor farmers reap meager and uncertain returns fhamn land. Dorward et al. (2003)
conclude that the poor are not likely to gain digantly as producers of tradable
agricultural commodities as markets expand, unflesg manage to get access to land,
capital, and other key complementary markets agetgs

Even for agricultural households, other marketstenatPoor households lack the
cash to invest in farm inputs. If fertilizer woubsost output and profits, this may be of
little consequence to a poor farmer who cannotdwarr An inherent challenge in
agriculture is the need to purchase inputs momntlds ia some cases, years in advance of
the harvest.

Another inherent challenge is risk. Nature sugpkey inputs (rain, sunshine)
free of charge but with uncertainty. The inhenasits of farming make banks reluctant
to loan to small farmers. High transaction costd mformation asymmetries between
the bank and the farmer exacerbate this problernt. ofAthese problems, plus highly
covariate risks (when one farmer’s crop failssilikely that many farmers’ will) make
formal crop insurance nonexistent for all but a f#whe world’s farmers and crops.

The importance of financial markets for the rurabpis discussed in detail in the
Background Paper for Chapter 3. Typically, poamiars face linked constraints in
financial and agricultural input and output markefBhe most obvious linkage is poor
farmers’ inability to pay for agricultural inputshen they do not have access to credit or
savings, even if inputs are available and outpotiEmarketed at competitive prices, the
profits from selling a crop cannot be used to fecemputs prior to the harvest when
credit is not available. If banks are willing wah money to small farmers, the terms of
the loan may discourage risk-averse farmers fromolang, particularly if they risk
losing their property should they find themselvaahle to repay the loan, for example, if
severe weather destroys the crop. Risk and ctedstraints thus are inherently linked.
A development project that enhances small farmarsess to input and output markets
as well as credit is still likely to fail if it d@enot address the inherent risks of going into
debt to finance crop production.

A similar problem involves consumption risk. Faggturity concerns may divert
poor people from their farms into low-paying wagerky creating a vicious circle of low
productivity and food insecurity. In Malawi, smadlders make up about 80% of the
population and about 90% of the poor. Recently,gbvernment has made the growth of
smallholder production a cornerstone of its develept and poverty-alleviation strategy.
Policy reforms focus on improving smallholders’ ess to agricultural input and output
markets, including the removal of restrictions aoduction and marketing of certain
crops (particularly tobacco) and reforms in land &émansport markets. The hope is that
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these reforms will increase smallholders’ accessnéw market opportunities and
stimulate agricultural intensification and diversdtion as a means of reducing poverty.

There is evidence that many smallholders leave taed to seek work as casual
laborers at low wages. The result is labor shedam smallholder farms and low yields,
as critical cropping activities are delayed or amwared. Will improved access to
agricultural input and output markets reverse titesd?

A recent study by Alwang and Siegel (1999) suggests It concludes that a
combination of liquidity constraints and concern food security create labor shortages
on smallholder farms. Although wages are low, #moéders value the liquidity they
provide as a means to achieve food security. Lewrns to labor and land on
smallholder farms, in turn, exacerbate food inséguthus creating a vicious circle.
Development projects focusing on agricultural inpnd output markets are not likely to
succeed unless they address these linked constrassbciated with financial market
failures, including risk.

According to Barrett, Reardon and Webb (2001 p.32Missing credit markets
can impede diversification into activities or asseharacterized by substantial barriers to
entry. Smallholders typically cannot afford to puse a truck and enter the long-haul
transport niche of the food marketing channel, ratten how profitable it might be
(Barrett, 1997).” On the other hand, if non-farm aff-farm options can be accessed
easily, but credit markets are thin or missing, -fom earnings can be a means for
overcoming working capital constraints and puramgsnputs for farming (e.g. fertilizer,
seeds, equipment, labor) or to making capital imeneents (e.g. bunds, ridges,
irrigation) to one’s farm (Reardon et al., 1994:tBla et al., 1998; Reardon et al., 1999).

In some cases, nonagricultural markets can su@mitulture. Labor markets
can substitute, albeit imperfectly, for a missimgdit market. So can migration: Income
sent home by family migrants can stimulate farmestinents by providing cash and
security (Rozelle, et al.,, 1999; Taylor, et al.02p) Wages from a son or daughter
working off farm can help finance crop inputs arfé€oincome security. Long-distance
migration links many small-farmer households walbdr markets where wages are not
correlated with crop incomes back home. Remittafroes migrants can provide income
security and make farmers more willing to make strreents that yield high expected
returns but are risky. Of course, off-farm workdamigration also can compete with
agriculture for a poor household’s limited time.

A new FAO study seeks to understand the ways inchvlaff-farm income,
primarily wages, influence crop production and\agtichoices in rural households. It
finds both bad news and good news for agricultpratiuction. When rural households
have access to off-farm work, the opportunity @ifteeping their labor on the farm goes
up, and this negatively affects crop productiorhne Hood news is that income from off-
farm work improves smallholders’ ability to purckaaputs and raise productivity on the
farm. The challenge confronting development ptiacters is not how to keep the labor
on the farm; it is how to make off-farm income cdempent farm production and raise
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incomes of the rural poor. This invariably meamdpimg poor households get better
access to not only financial but also input angbotitnarkets on favorable terms.

In other cases, credit may be available, but landiriacceptable as collateral
(because laws make it difficult for banks to foose on the land) while evidence of
steady off-farm cash income can enable one to orrda still others, land may serve as
collateral, but poor risk-averse households areilling/to put themselves in danger of
losing their land if their crops fail, or are willy to do so only if they also have access to
nonfarm income (Boucher). The result may be ardifieation of poor households’
labor and other resources into multiple, low-retaativities. If, as is widely believed,
risk aversion is decreasing in income and wealtentthe poor will exhibit greater
demand for diversification for the purpose of exeanisk mitigation than the wealthy.
The fact that diversification rises with wealthimcome in both absolute and proportional
terms in rural Africa (Reardon, 1997; Reardon et &DB98; Barrett et al., 2000)
underscores that the most vulnerable households tlee resources to diversify into
nonagricultural markets.

Agricultural markets are not the major source otome for many rural
households, even in the poorest countries. Inavigg number of transition and
urbanized countries, most rural income does notecbom farming or farm wages (see
Background Paper for Chapter 1). Consider Nicaaagud Guatemala, where small basic
grain producers get less than 5% of their inconoenfgrowing basic grains. The rest
comes from a diversity of sources, including nomrafavages and migration. Trying to
raise income in these households by improving actestaple markets almost certainly
would be the wrong approach. In Easterly’s (20@®)ds, it would be like trying to
make more pancakes by adding salt, not flour;ithdbcusing on the wrong ingredient.

The importance of non-agricultural markets in theome portfolios of poor rural
households is highlighted by the study by Boughtiral. (2006). It concludes that, for
Mozambique households that do not have the negeasset portfolios to escape poverty
through crop market participation, there will néede policies and programs that enable
more remunerative household participation in offifalabor market and non-farm
entrepreneurial opportunities. This conclusiondeaed by Dorward et al. (2003), who
argue that poor rural households unable to beagfgroducers when agricultural markets
expand may be able to benefit in other ways. Begrto entry into nonfarm tradables
production are likely to limit poor households’ litlgito benefit from those activities as
self-employed producers. However, there is comalie potential for them to benefit
indirectly, through employment on commercial farmusd by providing nontradable
goods and services to others who demand thesestlaagheir incomes rise. Local
markets, particularly for labor, need to work irder for poor rural households to reap
these indirect benefits.

Failures in agricultural input and output marke#s @revent rural households
from entering into nonagricultural activities whettee returns to their labor may be
higher. Missing land markets, for example, carplestplain why a skilled blacksmith
who inherits land spends scarce time farming alghcuis comparative advantage lies in
smithwork. Were land markets operative, he might c& sell his land and devote all his

22



time to blacksmithing. But in the absence of landrkets, and with labor market
imperfections that preclude hiring others, his mwti use of time may well include
relatively low productivity farming, lest his larakset return nothing to him. In China
and (prior to recent changes in land tenure lawsibb, farmers had to work their lands
or else risk having the government redistributartite other households. Reforms of
land institutions that enable farmers to rent, bog sell land can lead to higher incomes
both on and off the farm.

A poor household that does not produce a cashrmigpt begin doing so if it had
access to the right input and output markets. kasto understand poor households’
actualand potentiaincome strategies, as well as the market chalkengefronting them,
in order to help them find a pathway out of poverfyor a given poor rural household,
the answer may be agriculture, but it also mayni@on-agricultural activities. Either
way, having access to efficient markets is fundaalen

4) Strengthening Market Linkages

A market has direct importance to a poor rural bbo&d whose income depends
on having access to the market. Without accesspiat and output markets for a cash
crop, a household will not reap benefits by prodgcthe crop. Without access to
employment or the skills needed to get a job, akesis forced to scratch out a
livelihood at home, most commonly as a subsistgmoducer. An important pathway
out of poverty involves helping poor rural houselsobcquire access to these critical
input and output markets.

Markets can affect rural poverty in less direct siathough. One of these is
through consumption linkages. If some rural hookihobtain income by producing for
markets, their demands for goods and serviceseaaffeyother households will increase.
This is illustrated in Figure 4.7. A policy or nkat change that directly affects a non-
poor household (say, a commercial farmer) indudest household to adjust its
production and consumption activities ((a) in thgue). In the process, it creates new
linkages with the non-farm sector but also may ease its demand for goods and
services supplied by other rural households (Xudi8s of village multipliers find that
when one household’s income from outside the \éllagcreases by $1, total village
income can increase by $2 or more because of thelsages. |If the households
supplying the good or service are poor, poverty magrease. It is not difficult to find
village brick layers, butchers, and even hair dressvhose businesses would dry up if
other village households did not have access to the etskom which they get their
income. To put these more complex webs of martetsork, poor households need
access to the markets linking them to the otherséoolds’ demands, as well as the
capacity to meet those demands.

5) Gaining Access to Diversified Income Sources
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Some rural households specialize in agriculturaldpction, but in most of the
developing world rural households get income fromhiveersity of production and labor
activities. Diversification offers clues about haffectively different markets work for
the rural poor. When a household has full acaesdl markets on favorable terms, it can
specialize in the activities that it does bestrlyEaconomic thinkers like Ricardo argued
that diversification usually comes at a cost, amdnemic research confirms this,
particularly for the poor. The most common exptamafor diversification is risk: by
spreading its investments across multiple actwitiwhose returns are not highly
correlated, a household can reduce its exposuretme shocks in any one activity. In
doing so, it loses the efficiency gains from spkirgg in the highest-return activity. If
the household had access to other forms of incoswwance, it could protect itself from
risk without forfeiting the benefits of specialimat. Index insurance linked to micro-
credit is an example of how new strategies forrfaial-market development are trying to
enable agricultural households to produce moreiefftly (Carter, et al., 2007).

Market failures can lead households to diversifyblarck their entry into high-
return production activities. High-return cashpgcpmroduction typically comes with a list
of requirements that are beyond the reach of mawy pouseholds, including access to
input and output markets, land, and capital; thewkhow to adopt new crops and
associated technologies and enter into contractis luyers at high prices; and the
guality, quantity and timing requirements of neyply chains shaped by the demands of
processors, supermarkets and agricultural exporteask of access to well-functioning
consumer markets or the risk of having to pay Hagd prices at certain times of year
create incentives for households to devote sonadl of their land and other resources to
food production or low-paying wage work, even ifjimer-return activities are available.
A household’s production and income portfolios eefl these market constraints. In
some cases, households engage in cash crop padbati divert some of their resources
to lower-return staple production or wage work.many others, market failures prevent
cash crops from entering the production mix. Omdoumd evidence that agricultural
households close to markets specialize (the whiéa & Figure 4.8), but the more
isolated the household is from markets, the gratgativersification into multiple crops
(the black area).

Absent or poorly functioning markets impose two stosints on producers. First,
they take away producerfiexibility in changing their choices of what to produce and
how. Second, as prices and other factors in tlomaoy change, producers are less
responsivevhen shifting their variable inputs.

The early stages of China’s agricultural reformsvpie a striking illustration of
why markets matter. Under China’s Household Resipdity System in the 1970s,
small farmers became residual claimants to themstivom their production, keeping the
profits from what they produced while also bearithg risk of losses. While still
maintaining control over markets, China’s governtrianreased the purchase prices of
crops. After 1984, China enacted far-reaching etarkforms, further lifting restrictions
on trade, commercializing the state-controlled mteading system, and investing in
market infrastructure. By the mid-1990s, most faminmodities were marketed by
farmers at market-determined prices. The result agharp increase in the growth of
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agricultural output and major declines in rural @dy. Studies suggest that in some
countries, including China and India, economic giowssociated with agriculture is
more effective at reducing poverty than growth mlet®f agriculture.

Enabling poor rural households to get access to ineame sources can help
them directly, by increasing and smoothing thegome and consumption, as well as
indirectly, by providing them with the liquidity drsecurity they need in order to invest.

A first step in enabling poor households to achiavenore favorable income
activity mix is to identify the impediments to tlsnooth functioning of product and
factor markets, including markets for cash croabof, land and capital, which condition
households’ on- and off-farm investments, and tlaeicess to complementary assets,
particularly skills and know-how.

(6) Overcoming Market Isolation

Geography is often pointed to as a determinant hwbric poverty: natural
resource constraints, poor soils, lack of reliatdmfall, climate-dependent infectious
diseases. Geography and market access often gar&éiand. Rugged terrain and poor
roads often isolate chronically poor householdsfioput and output markets. Not only
do they make it costly to market output and purehagputs, they also limit the
information rural households have to make good yectidn decisions.

Non-poor households can fall below the poverty lineveather shocks cut off

their market access. Poor roads that become imp&as® storms may prevent a
household from selling its produce or acquiring kgyuts. They also may deprive poor
households of affordable consumption goods, drivipdhe local price of food and other
items. When this happens, even the best concenallet support programs may fail to
achieve their poverty-alleviation objectives. Sorneal households have the assets to
overcome and even prosper from geographic barri@ré:wheel-drive vehicle can allow
a rich family to stay connected with market cenersn during inclement weather, and
also to demand a high price for the goods it brivaysk from town to sell in the village.

The World Bank reports that just over 60% of theakypopulation in developing
countries live in favored areas where there igation and little moisture stress and
medium to good market access (fewer than 5 howrs &2 market town of 5,000 or
more). However, in Africa two-thirds of the ruabpulation lives in less-favored areas,
with poor market access. Using agriculture to cedpoverty requires targeting poor
households in more favored areas as well as congpatitreme poverty in less favored
ones.

(7) Securing Access to Market Information
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Roads carry not only people and goods, but alsornmdtion about markets,
technologies, etc. Lacking a reliable, efficienddow-cost communications system, a
farmer or trader must travel, sometimes over lorsgadces, in order to obtain market
information. Advances in communications make isgble to decouple transportation
from communications to a great extent. Cell phomes enable farmers and
intermediaries to obtain information about markeithout leaving their villages (see
Part III).

By linking cell phones to market exchanges in regicommercial centers, even
small farmers can overcome tremendous informati@sgimmetries that have limited
their bargaining power in traditional supply chainsnowing at what price their crop is
selling in town can provide farmers, and especigtiyups of farmers, with a base from
which to negotiate with traders for higher pricethe farm gate.

(8) Avoiding Poverty Traps

New research is finding that there are criticakgiolds of wealth that people
have difficulty crossing from below (Barrett, 200bybbert et al., 2004). Once a
household drops below a critical threshold, povestiikely to persist for a long time.
The fundamental distinction between transitory amdonic poverty arises from the
existence of these threshold effects. For exanipée family’s herd drops below some
critical size, it will no longer be sustainable, evbas above the critical size it will
continue to grow. This is illustrated in Figur®Awhich relates heard size in a given
year (t, the horizontal axis) to herd size in tb#ofving year (t+1, vertical axis) in a
pastoralist population of Ethiopia. Herd sizegshe left of the shaded “recovery zone”
are not sustainable; the size in the next periagmaller than that in the present period,
eventually falling towards zero along the sold eurFor herd sizes within the recovery
zone, the opposite is true. The challenge, thetg keep poor households from falling
below the recovery threshold, which in this reg@estimated at 3 head of cattle.

Access to markets can play a critical role in emmgbftural households to avoid
poverty traps. For example, a poor household’$itplio obtain a high price for its
animals on the market can make the difference leetweeing able to invest in new
breeding stock to stay above the critical threslawid not. Access to input markets, for
example, veterinary medicines, can make the diffie¥ebetween losing an animal and
dropping below the critical threshold and not.

More likely, the capacity to avoid a poverty trappdnds on having access to
multiple markets. Without access to credit, aitigy-constrained farmer may have to
sell his livestock at a low price during a droughit]y expecting to have to buy new
animals at a higher price to renovate the herd ate In effect, the farmer is forced to
“borrow” through the product market. It is rarehetcase that a single market constraint
is solely responsible for a household falling belidw poverty line and into a poverty
trap. Barrett (2005, p. 56) notes that: “In plReéth good market access and favorable
agroecological endowments...poverty traps aredeste, trapping fewer people.”
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Low incomes, ‘thin’ markets (with small volumesdeal and large seasonal variability in
supply and demand), poor infrastructure, diffiestin enforcing contracts, and poorly
regulated rent-seeking by politicians, bureaucratsninals and private-sector actors
make it difficult to develop supply chains, lockitlge rural poor into a “low level
equilibrium trap” by dampening incentives to invaking the supply chain (Dorward, et
al., 2004). The key to getting people and regious of poverty traps is to create a
minimum level of investments above critical minimuhresholds. Even here, some
researchers argue that the very poorest shoulaeedssarily be the primary targets of
programs to eliminate poverty traps. A projectt ttaagets households just below the
poverty-trap threshold is likely to be more effgetithan one that targets even poorer
households that will not make it above the minimilmeshold as a result of the project
intervention. As Barrett, et al. (2008) write, “line presence of poverty traps, modestly
regressive targeting based on critical asset tbfdsimay have better long-run poverty
reduction effects than traditional needs-basecktarg.”

Avoiding poverty traps can involve improving pooouseholds’ access to
agricultural input and output markets. Agriculiurauseholds that do not have access to
input and output markets (due to high transactmsts; lack of information, small scale,
inability to comply with quality standards, etcreanore likely to be chronically poor.
They are also more likely to fall below the povelitye and become transitorily poor
when misfortune strikes. This is particularly shen one takes a dynamic perspective.
If a nonpoor household gets better access to dgniatinput and output markets, it may
be able to distance itself from the poverty lined atreate an asset base (savings,
livestock, etc.) that can keep it from falling inpoverty in the future, a sort of self-
supplied safety net. The perishability and lowuealo-bulk ratio of food crops makes
access to markets particularly crucial to profiighi Good market access can both keep
agricultural households from falling below the padydine and enable chronically poor
agricultural households to climb out of poverty.

(9) Making Sure Consumption Benefits Reach the|lFRoar

Poor rural households spend a disproportionatebelahare of their income on
food. For example, in six countries studied byfHlis, et al. (2008), the food budget
share for the poorest quintile of rural househotohged from a low of just under 60% (in
Guatemala) to more than 75% (in Nepal). Even thgogor rural households in these
countries get 20 to 70 percent of their income friamm and related activities, higher
agricultural prices were found to reduce welfarepoor rural households because of
increased consumption costs.

Greater integration with markets does not autorafiyidower consumption costs
for rural households. If there are intermediavigh market power, they will attempt to
capture rents by buying cheaply and selling deatWwhen some agents hold market
power, there is no guarantee that the benefitsosel consumption prices will be
transmitted to the rural poor.
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It is also possible that outside demand for thedgand services supplied by rural
households will push up consumption prices in sounal areas. This could happen, for
example, if a new road or export opportunities @mran agriculturally rich but isolated
village to outside markets. Without these, fooddoiction would be “trapped” in the
village and food prices would be low. Such casebably are rare, however, because
historically the agriculturally rich areas have bemong the first candidates for road
projects, and many already sell in outside markétss more likely that access to new
markets will lower prices for consumers—a cleardfierior rural poverty alleviation.

Securing Accessto M ultiple pathways out of poverty

As the diversification of rural incomes suggestgré are multiple pathways out
of poverty, and these pathways may be differenditberent rural households or even for
the same rural household at different points inetimThey may include agricultural
intensification (via the adoption of new crops daadhnologies) and commercialization,
critically involving both agricultural input and tput markets. They also may include
transitioning from agricultural to nonfarm actiei$, participating in rural nonfarm labor
markets, or migration. Many rural households useombination of these strategies.
Access to agricultural, nonagricultural, labor amdigrant-labor markets shape
households’ capacity to make the choices necedsagscape from, and stay out of,
poverty. The key is to have some pathway out efpy, so that choices can be made
that lead to the accumulation of enough produassets to earn a surplus above what is
needed to stay out of poverty. When getting higfarns on assets depends on wealth-
determined market access, a key to rural povelgyiation is extending market access to
the poor.

[l
Successful Responses and Har d-Won L essons
The Market Development Challenge

Views on whether and how markets can be made tee e rural poor are
bracketed by two extremes, those of market skepticd market fundamentalists
(Dorward, 2003).

The skeptical view is that poor rural household® fsuch an unlevel playing field
that they cannot possibly be expected to succeetbimpeting in the marketplace. We
offer two responses to this view. The first isqi@al: market integration is a fact of life,
and if poor rural households do not benefit frorthégy may well do the opposite. The
second is optimistic: there are a growing numlbeases in which poor rural households
have successfully overcome challenges in makingketarwork for them, as well as
successful projects to assist them in doing so.rk&ta can indeed contribute to broad-
based poverty-reducing development.
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The market fundamentalist view is that providingess to markets is a sufficient
condition for such development. This perspectweverly optimistic, because many
stakeholders, particularly the rural poor, lack tlemplementary assets and
empowerment that are required to successfully ctanpemarkets. Improving market
access without addressing deprivation with regardomplementary assets is not likely
to succeed in reducing poverty.

Economic growth, facilitated by the expansion ofrke& activity, is a necessary
condition for nationwide poverty reduction, buisithot a sufficient condition. Growth of
agriculture and other rural sectors can have sagamf impacts on rural poverty, as can
urban growth when linked to rural household welféineough food and labor markets or
migration. Development efforts that focus on agltioce can have significant impacts on
rural poverty, but only when poor households geingportant fraction of their incomes
from crop production, agricultural wage labor, oenthnds for goods or services
stimulated by rising farm incomes. Often, howewbgy do not. In the future, rural
poverty reduction will have to rely on more thamdmt-based growth. Instead, it will
depend on the success of targeted, pro-poor pioliegventions (Huang, et al., 2008).

Lessons can be learned from past failures of agwi@l policies. One lesson,
highlighted by the 198%orld Development Repoiis the high cost to the economy in
general and agriculture in particular when govemisiénterfere in input and output
markets. Today there is much less latitude in gawents’ ability to directly interfere
with the workings of agricultural input and espdgi@utput markets under the rules of
the WTO. It is wrong for governments to completeistance themselves from markets,
however. Governments have an imperative to enthat markets work fairly and
equitably, regardless of socioeconomic status, gerethnicity, or other characteristics
of rural stakeholders. There is still a long waygb on this count. Asymmetric market
power, including monopolistic and monopsonistic powf market agents, corruption,
and discriminatory practices, create an unevenimafield, particularly for the rural
poor. The fundamental theorem of welfare econorbresks down when markets are
imperfect, opening up a wide berth for policy amdgvam interventions to improve both
equity and efficiency.

Access and capacity to take advantage of remuweratid equitable markets is a
priority challenge for most poor rural people. Ajor development policy challenge is
enabling rural households to compete and make @sheonew market and policy
environment. At a grassroots level, this meansetstdnding the obstacles that lie
between rural people and the marketplace. Supgé/-snstraints, including access to
technology, extension, inputs, and financial sawjaesult in sharply decreasing returns
in crop production, higher costs, and lower profitsligh transaction costs related to
inadequate infrastructure, lack of storage faediti and lack of access to cheap
transportation, create a gap between market anthite prices, squeezing profits. So do
asymmetric power relations along the supply chaihack of access to reliable
information about output markets (buyers, qual@guirements, prices), inputs (reliable
input providers, input prices) and production (n&xehnologies and agro-ecological
constraints) further constrain production decisidns small farmers. Information
asymmetries and risk shut small farmers out ofrnioal markets. These problems result
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in production decisions that diverge, often sharflgm what they would be with good
access to markets.

Each of these constraints represents a logicalt pefirentry for development
programs. The first step in addressing rural piyves to ascertain which of these
constraints or combination of constraints is mostling at a grassroots level, from the
perspective of the rural poor. This, in turn, riegg understanding the diversity of rural
income strategies. Some markets are more impottmt others to a particular rural
household, multiple markets and complementary sssettter, and no single market-
development model is capable of representing alevan the majority of poor rural
households. No “one size fits all” policy can aiége poverty in rural households with
substantially different characteristics and accéss markets. Designing poverty
alleviation policies and programs requires undeditay, first, the changing market
context in which the rural poor find themselvesd aecond, the challenges confronting
them within this context.

Many projects have been implemented to address mogerty, some by
governments, others by NGOs. Some have succeewwty have failed. Successful
projects invariably are ones in which clusters ofarete challenges confronting poor
rural households are understood and measures signdeé to enable poor households to
overcome them. Although there are many commoaalitihese challenges tend to be
context specific.

The changing rural context creates new challengesifal households as well as
for development practitioners. To compete, rualdeholds have to be able to adjust to
a changing and unpredictable economic environmérd. be successful, development
projects need to understand the livelihood stretegif the rural poor and the market
obstacles they face in pursuing these strategidschware different for different
households in different contexts.

Helping rural households access new market oppitganrequires public
investments in rural education and health, rurdfasiructure, collective action to
increase farmers’ competitiveness, agricultural R&Bproving land tenure so that asset-
poor households can acquire access to land, &ibt micro-credit development, and
making input and output markets work more effidgnt Better education and health
boosts not only farm productivity but also the capato find more lucrative off-farm
work (Schultz, 1975; Zhang, Huang, & Rozelle, 2002)mprovements in rural
infrastructure, such as roads and rail, creatgtssibility of bringing a larger share of
the price eventually received at the end of theketarg chain to the farm gate. They
also make urban and nonfarm rural jobs more addessiAgricultural R&D, by raising
agricultural productivity, can enable small farme&yompete in new as well as existing
markets. Improvements in the land tenure systemeteble poor households to gain
access to land in local land markets. They alsoease the incentive to invest in land
and enhance the collateral of farm householdscdb@mpanied by improvements in rural
financial markets, investments by farmers back iagpiculture could rise. In some
places, including in China, smallholder incomesldaise further if governments relaxed
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informal taxes/levies on farmers and removed reimmgimistortions that depress the
prices of agricultural commodities (Anderson, et 2004).

Meeting these challenges often requires partnesshgween rural stakeholders,
governments, and development agencies. Just axrgoents are withdrawing from
agricultural markets, so are development agend¥SOs are realizing that their role is
to facilitate the integration of small farmers imew, sustainable market chains and
strengthen their position in existing markets, eatthan playing a direct role in these
markets. Projects that subsidize small farmeia arhich an NGO or government entity
occupies a link in the market chain are unlikelgtiovive once the project ends.

Experiences from the plethora of projects that hattempted to make markets
work for small farmers yield insights that can afbuld shape future initiatives. Some
concrete examples of successful responses to @ggicty rural economic environment
are presented below. We first consider governmpelfities and their effects on rural
poverty. Then we turn to the experiences of NGOs.

Policy Optionsfor Alleviating Poverty
Market Integration: Lessons from CAFTA (Sub-chgks4 and 9)

Developing countries increasingly are becomingigsrto regional and global
trade integration initiatives. In many cases, regskvithin countries are also becoming
better integrated. Market integration means tle prices shaping producers and
consumers’ decisions are determined in outside etsirkA policy that restricts imports
of cheap agricultural goods, with quotas or higtiffsg is similar to a poor road that
limits access to cheap food in town, in the sehaelioth protect the food producer while
hurting consumers.

Market integration, whether international or donwstoffers tremendous
advantages to rural households, including the pgadrit also poses dangers. When rural
households have access to well-functioning markets] security does not imply self-
sufficiency. (It does, however, require having tlash to purchase food in the market.)

The effects of economic integration on rural poyemte complex in part because
of poor rural households’ dual character as produaad consumers. A household that
both produces and consumes staples is invariafdgtatl both positively and negatively
by the same staple-price change.

In 2006 the countries of Central America and thenacan Republic embarked
on a new market experiment: a free-trade agreemigimtthe United States. The stakes
are high from a rural welfare point of view. Rupaverty ranges from 60% of all rural
residents in the Dominican Republic to 86% in Hoadu The main immediate effect of
CAFTA will be to phase out tariffs on food importghich ranged from 10% to 62% for
grains and as high as 164% for chicken (legs amghdsh CAFTA is also being
implemented in a context of generally deterioratiggcultural trade balances.
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What are the likely impacts on different rural helusld groups? An Inter-
American Development Bank study concluded thatethsill be little effect on the
incomes of many smallholder households, who dcsalbtgrain or meat and thus will not
lose from cheaper grain imports. In general, #ngdr commercial households lose more
when the market prices of grain and meat fall.

With few exceptions, though, the welfare of ruralikeholds increases, because
the benefits of lower food-consumption prices oudveany loss in cash income that they
might experience (Taylor, et al, 2006)This is particularly true for the poorest rural
households, which spend most of their income od.foo

One key to ensuring that poor rural householdgjquéarly the landless, benefit
from trade integration imaking sure that the lower consumption prices reéhehrural
poor. The other is to make sure that poor rural hooisishhave access to new jobs in
cash-crop and non-agricultural production.

The most important things government policymakews @o to help markets work
better for the poor fall into three broad areas.

The first is to create an economic and politicaliemment in which markets can
flourish in rural areas, and in particular, notintervene in ways that impede market
development. This includes not only wise macroeaan policies, which would be
conducive to growth in any sector, but also settpadicies that do not discriminate
against agriculture—for example, cheap food pdicimtended to keep urban
consumption costs and wages low. It also inclym#sical stability, fighting corruption,
and avoiding regulations that promote rent-seeky@ublic and private entities. When
public policies create opportunities for individsiéb capture rents instead of contributing
to rural development, they will. Even well inteddpolicies often have unintended
consequences, and these generally do not favorutlaé poor, who invariably are the
weakest links in the chain.

The second priority for public policy is to creaelevel playing field so that
farmers have access to markets and the capadgntefit from them. Investing in public
goods, from roads to communications networks anal education, is paramount. So is
vigilant monitoring and regulation to ensure thaarkets do not discriminate against
particular social groups: the poor, ethnic minesit women, etc.

The third priority is to target poor householdshaprograms that will enable them
to have better access to markets and the capadaityet them. The conditions of poverty,
by their very nature, create an unlevel playingdfieTargeted interventions to help poor
households overcome obstacles to benefiting fromkets is a flash point at which
coordinated interventions by governments, NGOs,@nate actors come together. 1Itis
unlikely that any of these three sets of actorsdmit alone. The imperative for targeted
programs is greatest where the rural poor havealfastito a rapidly changing market

4 By an increase in welfare we mean that the cosgtery variation or transfer needed to leave the
household no worse off after market integrationdgative.
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reality, as is the case with far-reaching markétrmas. Adjustment policies are crucial
during a transitional period, at least.

Creating a Stable Economic and Political Environinen

A central message of the 198vorld Development Repowtas that government
policies created market distortions that discrirtedaagainst agriculture in developing
countries. Since that time, developing countriagehmade progress towards removing
policy distortions that discriminated against agitiere, particularly small farmers, but
much remains to be done. According to World B&008, p. 10),

Recent reforms have improved price incentives @picaltural producers

in developing countries, reducing but not elimingtihistorical policy

biases against agriculture. Between 1980-84 and0204 net
agricultural taxation declined on average from 2&gent to 10 percent in
agriculture-based countries, from 15 percent toedcgnt in transforming
countries, and from marginally negative protectionnet protection of 9
percent in urbanized countries. However, a low ll@feet taxation hides
a combination of protection of importables and t&xa of exportables
(especially in the agriculture-based and transfargricountries), which
can both be high...Hence, considerable room remaims further

efficiency gains through reforms in developing ddes’ own trade

policies.

Creating a Level Playing Field (Sub-challenges an@ 7)

Removing policy distortions can increase the egficiy of agricultural producers,
but only if they have access to markets. Becasmation is such a large correlate with
poverty and is detrimental to income growth, maeyelopment projects have focused
on road construction and rehabilitation to bringrenpeople to markets. Assessing the
impact of roads on poverty is very difficult, besauthe placement of roads and road
projects is not random. Comparisons of places waiith without roads can be deceptive.
Countries and localities purposely build roads antipular locations, for example, where
there is economic potential or, if road construti® funded locally, where the resources
exist to pay for them. In general, studies coneltltht roads are a necessary condition
for rural economic growth, but a good road is ndfisient to ensure that the benefits of
this growth reach the poor.

Estimates for Madagascar suggest that a 50 pepsgnkilometer reduction in
travel time on feeder roads would increase ricapctdon by 1 percent, and the same
reduction in travel time on highways would raiseerproduction by 1.3 % (Jacoby and
Minten, 2007). In Kenya, inadequate public investinin roads discourages low-cost,
high-volume transportation providers, resulting'igh farm gate input costs; low farm
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gate output prices; low traded volumes; volatilekats; [and] low productivity” (Obare,
et al., 2003).

Four to six years after road rehabilitation in Vi, markets were more likely to
develop and were held more frequently, and moresdéionids diversified into trade and
service activities as a result of road improvemeat¢sording to a study by Mu and van
de Walle (2007). Road passenger transport serwees more likely to respond where
markets were already established and natural disastere relatively infrequent. The
same study found that the availability of goodshi@ market improved more when roads
were built or improved in mountainous areas, wiyg@graphic constraints are greatest.

A study of the impacts of road rehabilitation in dégia found that in the
aggregate, opportunities for off-farm and femaleggv@mployment were significantly
increased in project villages that received the @ improved roads compared with
comparison villages that did not. The gains infafin employment from better roads
were confined mainly to non-poor households; howetlee gains from extra female
wage employment tended to be for poor women. $hidy found no impact of road
guality on sales of agricultural products.

In Nepal, where rural poverty fell in the last déedargely because of rising
nonfarm incomes and remittances, better road aatdiegsoportionately benefited the
rural poor (WDR, p. 120). Access to all-weathead®in 15 villages in Ethiopia reduced
the incidence of poverty by 6.7 percent (Dercoal 2006).

In Vietnam, rural road improvements were foundnicréase the variety of goods
— primarily fruits, vegetables and meatsthat households sold in the market, but on
further investigation these effects were found ofiolly households in the north of the
country, and more so for better-off and educatags@bolds. Rural road rehabilitation in
Vietnam resulted in the rural poor engaging in mmasual wage labor. Low education
households increased their participation in trat service activities.

Creating a level playing field involves more thamgly building roads. It also
includes investing in information creation and ascemarket infrastructure, and rural
education—assets that are critical complementsaikets. When wealthy farmers have
access to good market information but poor farndershot, the results are likely to be
detrimental to both production efficiency and eguifThroughout the developing world,
there is a huge need for public investments in bothating information and ensuring that
small farmers and poor rural households have adoei$s The importance of access to
information on agricultural markets is illustrateg the large budgets that developed
countries devote to it.

In Niger, the construction of cell phone towers viasd to reduce differences in
grain prices across markets as well as loweringvidugation in grain prices across
seasons. The greatest impact of cell phones wawioa differences between places
connected by low-quality roads. The primary mearanby which cell phones affect
prices appears to be a reduction in search castgam traders operating in markets with
cell phone coverage search over a greater numberadfets and sell in more markets.
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This positive information effect increased withtdisce and also over time, as traders
adjusted to the new communications technology.| @enes appear to have improved
both consumer and trader welfare, perhaps aveamgven worse outcome during the
2005 food crisis. Construction of a cell phonegomcreased per-capita consumption of
grain by an estimated 4.5 kilograms per year (AR608).

Improved communications cannot help small farmenéess there is useful
information to convey. Linking information exchasgto cell phone technology can be a
promising means of creating a level playing fielithwespect to information.

Multi Commodity Exchangeof India has been in operation since November
2003. In 2007 it operated from more than 800 centeith more than 1,600 members
and 12,000 trading terminals, as well as througmymarivate networks and internet
terminals, covering more than 30 agricultural cordiies and many other commodities
and financial instruments. It was the world’s fastgrowing futures exchange in 2005
and 2006, becoming the world’s " 0argest futures exchange in 2006, surpassing the
value of transactions conducted at the New YorkrBad Trade®

Through linking technology developments with spathanges, handling and
transport of physical commodities and futures ergea, many of the instruments used
for financing and risk management are now availébl&armers in the remotest parts of
India. Stand alone trading stations in places whieesls do not reach are linked via
satellite connections to spot and futures markbtebile telephony connected sub-
brokers have enabled price information to reachméas who otherwise would not have
any means of obtaining it.

These farmers are now able to base their produaemsisions on information
generated in markets where the price discoverygaoas transparent; demand better
quality seeds that allow them to produce produtes gquality that they can deliver to the
exchanges; and deposit their products in exchaogevérehouse receipts that can be
used as collateral to borrow money from finanaiatitutions, without feeling the need to
sell crops immediately after harvest. All of thistgntially brings new capital into rural
areas, creating new employment opportunities afgrigeimprove farmers’ income.

Lowering transactions costs and improving accesmfirmation will always
achieve welfare gains in the aggregate, but trecetin agricultural production and local
welfare is not always clear. New market linkaged &etter information can enhance
agricultural production and affect land use, cnujemsity and other production decisions,
but it also can stimulate off-farm diversificatiamd encourage migration. Aggregate
output and income gains are likely, but there &meoat certain to be losers, too, when
relative prices shift against the interests of sp@aple.

® L. Rutan,India: developing a new ecosystem for agriculturatle, risk management and trade
International Conference on Commodity Exchangestheid Role Market Development and Transparency,
Istanbul, Turkey, May 2007.

® In the 2006/07 season the average monthly turnoaerUS$ 42.27 billion.
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Improved access to information and roads is likelyyimprove welfare only if
there are not other market failures standing invthg. Even then, it is conceivable that
better information among traders will not benefitadl farmers, unless the latter are
poised to make use of the information to enhaneg thargaining position in the market.
It is possible, for example, that access to cetin@s could enable traders to buy from
farmers with the lowest prices, and consumers gh-piroduction villages could lose if
traders are able to identify new markets for grainjing up local supplies and driving up
prices. In the case of Niger, however, both traderd consumers were found to benefit.

Whether poverty falls as a result of better roaals imformation is ultimately an
empirical question. This ambiguity makes it clé@at infrastructure development is a
necessary component of rural development, but ioisin and of itself sufficient to
reduce poverty. Poor road conditions are likelyctancide with other bottlenecks to
agricultural production and economic developmemigluding poor agro-climactic
endowments, low population density, limited transpEervices, low education levels,
poor access to health services, lack of electricigk, credit, access to irrigation, and
other market failures. A recent study by Mu and da Walle (2007) notes in regard to
roads that there is an “ambiguity about impacts warket and local area
development...when road benefits depend heavilygeagraphical, community, and
household characteristics, project design may alsed to consider complementary
inputs and policies to achieve the full potentiahéfits from the road.”

Technological changes can reshape markets and théieplaying field, to the
benefit of some producers and the detriment ofrethén Brazil, before the introduction
of long-life, or UHT, milk, trade took place in riegal markets, where local producers
and a few companies competed. After the introdactibUHT, milk could be produced
in one region and shipped to distant markets. Taligompanies could compete in any
local market. This benefited large companies hstugted local markets, as farmer
coops were unable to compete with large UHT suppliEhe market structure shifted in
favor of large dairy plants. Many cooperativesd asome traditional milk basins,
disappeared (de Souza Filho and de Oriani Paulll®4). Governments need to make
special efforts to create a level playing field dgnamic technological and market
environments.

Income and Poverty Policies Targeting the Rural R&ub-challenges 2, 5, 8)

In addition to creating a fertile economic and pcdil environment and investing
in such public goods as roads, information, markétastructure and education and
health, policies need to target poor rural hous#hof a goal is to provide these
households with access to markets and the cap@acige them. For example, a poor
rural household may not be able to afford to sendilal to school, a reflection of failure
in educational markets, and access to a road mditldoto stimulate production by a
poor household whose assets have fallen belowtiaatrthreshold and into a poverty
trap.
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In the 1990s, Mexico instituted two novel incomansfer programs. One
(PROCAMPO) was an unconditional transfer programmeal at assisting farmers of
sensitive food crops during the adjustment to fréeade. The other
(PROGRESA/OPORTUNIDADES) was a conditional progrdesigned to assist poor
households while building human capital. Both uggld poor farmers, and it was hoped
that one of their effects would be to enable pcmuseholds to overcome selected rural
market failures. Both offer valuable lessons fasidning and implementing rural
poverty alleviation policies.

Lessons from PROCAMPO

PROCAMPO was implemented in the winter 1994 agnral season to
compensate farmers for potential losses resultimg fower grain prices under the North
American Free-Trade Agreement (NAFTA). A seriesagiditional objectives were
added to the primary objective of compensation tiade liberalization, including
improving competitiveness and helping small farmshigt from grains to higher valued
crops that were expected to benefit from marketaegn post-NAFTA. Eligibility was
based on cultivation of any of nine key crops (realzeans, rice, wheat, sorghum, barley,
soybeans, cotton and cardamom) in the three afgrralilyears prior to and including
August 1993. Since the majority of land owners iexido are male, the eligibility roster
is primarily made up of men who own land. Farmeic not have to sell in order to
qualify for the payment: Even subsistence farmecgived 1,160 pesos (about US$116)
per hectare cultivated in qualifying crops priotte policy’s implementation. There was
no conditionality in this program: farmers did ratve to continue producing any of the
key crops, or any crop, in order to receive the BREPO payment.

The PROCAMPO policy was expensive (just under USddillion in 2005).

Most of the benefits did not accrue to small farsnerhe 10% largest farmers 35% of the
PROCAMPO transfers, while the smallest 50% (eacth viewer than 2 hectares)
received only 13% of the benefits. PROCAMPO ditl axchieve the goal of stimulating
a shift from grains to higher-value crops in reg®to new market opportunities. In 12
years, only 5.8% of PROCAMPO recipients reporteangfing crops. A key lesson from
PROCAMPO is that complementary programs are redquioeimprove the production
capacity and market access of poor agriculturakbbalds receiving transfers. No such
programs were included with PROCAMPO. (See Dawd Winters, 2007 and Dyer,
2007.)

Lessons from PROGRESA/OPORTUNIDADES

OPORTUNIDADES is the cornerstone of the Mexicanegowment’s strategy to
reduce poverty. Launched in 1997 under the nameGHSBA, the program provides
income transfers to poor households conditionalnugweir children regularly using
health clinics and attending school. The goald program are twofold: (i) to directly

37



reduce poverty by giving poor women cash paymeats] (ii) to increase poor
households’ investment in the human capital, whgleritical to reducing the inter-
generational transfer of poverty. Where low levaisschooling and poor health limit
households’ access to agricultural input and outpaitkets as well as their productivity
on the farm, this program could have a direct (albeng-term) positive effect on
agricultural production in poor rural householdghe cash transfer can also enable poor
households to overcome liquidity constraints on pluechase of agricultural inputs,
raising crop production in the short run. Both a#8o increase access to non-agricultural
markets and non-agricultural production. Thereeigdence that in Mexico and
elsewhere, higher schooling induces rural housshtiddshift into non-farm activities,
particularly non-farm wage work (Taylor and Yuneatie, 2000).

Studies show that OPORTUNIDADES achieved both goélseducing poverty
and stimulating investments in human capital. desl not seem to have stimulated
agricultural production, however; on the contramgher children’s education and the
time required to comply with the program’s conditdity requirements appears to
compete with agricultural production and strengtpeor households’ connections with
non-farm labor markets (Winters and Davis, 2007).

Both PROCAMPO and OPORTUNIDADES / PROGRESA are aspe, and
they do not appear to have facilitated adjustmeimts small-scale agriculture.
OPORTUNIDADES / PROGRESA, however, appears to leacka significant favorable
effect on rural poverty, by targeting poor rurallbeholds and promoting human capital
formation (schooling and health).

Conditional cash transfer programs similar to thexMan model have been
implemented in a growing number of developing caast including ones with much
lower income than Mexico. According to Nancy Batls president of the Center for
Global Development, “...These programs are as @ssgou can come to a magic bullet
in development. They are creating an incentive flonilies to invest in their own
children’s futures. Every decade or so, we see Hunte that can really make a
difference, and this is one of those thingdég York Timeslanuary 3, 2004).

A key lesson of transfer programs is that, unldsset is conditionality tied
directly to crop or livestock production and accessagricultural markets, small-scale
agriculture will not necessarily benefit even ibgrams are successful at reducing rural
poverty. If under-investment is due to market Uik, simply increasing a poor
household’s income with a cash transfer will almzetainly have a negligible effect on
investment. Conditionality, on the other handates a price as well as income effect; in
the case of OPORTUNIDADES / PROGRESA, it effectyvdébwers the price of
schooling and health, inducing poor householdsitest in both. It is not clear why one
would want to make a cash transfer to poor housshobnditional upon investment in
agricultural production—or in any other specificcame activity, for that matter.
Nevertheless, interventions to reduce the costtoéssing agricultural input and output
markets clearly would be necessary complementsasb transfers if a policy goal is to
stimulate small-scale agricultural production byopdhouseholds. If failures in
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agricultural input and output markets limit the gutial for cash transfer programs to
benefit agriculture, these failures need to be eskid.

Pan-territorial pricing in agriculture (what not tdo) (Sub-challenges 6 and 9)

One way governments have attempted to level thgrgdield is through pan-
territorial pricing policies, that is, raising fogutices in low-price zones and/or lowering
prices in high-price zones. Such policies cantehg@roducers from variations in crop
prices over space or time, but they create winaeid losers: They benefit farmers
(while hurting consumers) if they raise food priggstimes or places where prices are
low, and they hurt farmers (while benefiting congus) where prices are high. To raise
prices for farmers in low-price areas without nagsiprices to consumers, government
subsidies are required. As a result, these progr@md to be expensive. They also
redirect investments among crops. Production afog rises in places where the policy
raises the market price and falls in places whegeblicy lowers the market price.

Smale and Jayne (2003) note that pan-territorigdir proved particularly
expensive in Zambia and Zimbabwe, since it raibedshare of grain from smallholders
in remote (but often agronomically high-potenti@i@as where transport costs were high.
In Zambia, when pan-territorial pricing of maize svabandoned, there was a shift in
cultivation from maize to crops such as cassavaurginuts, and sweet potato (in the
more remote northern and northwestern areas ofdbetry) and to cotton (in the more
commercialized areas). Maize remained the main twod in most parts of the country,
but its role as a commercial cash crop fell sharply

Some poor households in remote areas are surpbdspimducers. They benefit
when a pan-territorial pricing policy raises fooolsts. However, most farmers are net
buyers of food. Poor households that are net lsuymcome poorer when their
consumption costs increase as a result of panetealipricing policies.

Input subsidy programs (Sub-challenge 3)

Countries also have experimented with input-subgidicies. However, such
policies are costly, create distortions on the irgidie, foster corruption, and benefit large
farmers more than the poor, without addressingfuhdamental reasons for high input
prices. As Kelly and Crawford (2007, p. ix) writgth respect to fertilizer in sub-
Saharan Africa,

High prices are due more to policy uncertainty astdictural problems
that keep transportation, handling, and port cleaza costs unnecessarily
high, than to excessive margins...The measuresedetd make inputs
more affordable to farmers include building instituns to promote
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competition while improving supply chain efficiencinvesting in
transportation and market infrastructure, investing research and
extension, managing price and production risk, Ifeating rural finance,
and strengthening legal and regulatory institutiomprovements in each
of these areas will contribute to improved profitap of fertilizer use by
reducing input costs, raising or stabilizing pro@ugrices, and improving
fertilizer use efficiency.

The appropriate policy response to high input cissts make markets work better, rather
than award costly input subsidies.

In many African countries the transition to libézal input markets has seen
fertilizer use fall as commercial distribution sEis compete with subsidized
government programs (e.g., see Crawford, et ab3R0Kenya is an exception. Fertilizer
use almost doubled from the 1980s to recent yeers, much of the increase was on
small farms. The key to Kenya'’s success in thiamdyas been a tremendous increase in
private investment in fertilizer importation andaiéng. The average distance a farmer
needs to travel to get fertilizer has fallen fromareathan 8 km in 1997 to just over 4 km
in 2004. Wholesalers and dealers have cut theafaddmestic marketing from US$245
to US$140 a ton.

Ariga and Jayne (2006) argue that sustaining tlesnentum will require a pro-
active role for government: rehabilitating the raystem and port facilities, and
supporting the integrity of market institutions aadangements designed to promote
input credit and output market access for smath&as.

Crawford, et al. (2003), after reviewing the expede of a number of countries,
conclude that market liberalization, when implensenproperly, has enabled the private
sector to serve agriculture more effectively, budgoess has been concentrated in high
agricultural potential areas. Farmers have bestefitom greater availability and lower
prices of inputs. However, access remains a pmol® poor farmers with limited
availability of cash to invest in crop producticemd access to markets and financial
services has not improved for farmers in remotasareln areas where inputs could be
used profitably but traders lack the incentivesreate markets, programs may be needed
to create incentives to pull private-sector actote the market. Kelly et al. (2003)
describe public-private partnerships that can liece¥e at achieving this. NGOs and
extension can provide poor farmers with ways to enatore effective use of small
guantities of inputs, as well.

In many other cases private incentives to inveshankets are limited because of
lack of public infrastructure (roads, communicaipnveak contract enforcement, laws
and regulations; small and declining farm sizespmmductivity constrained by lack of
research and development, extension, well funaigpféctor markets and human capital.
In these cases, public investments clearly aregequisite for market development.
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When thinking about public-sector policies to ailkég rural poverty via market
development, it is important to keep in mind thasaurces are always scarce, every
program has significant opportunity costs, and tthes key policy challenge is to use
public resources as efficiently as possible to@ahidesired rural poverty outcomes.

Case Studiesfrom NGOs and Private Enterprises

Many initiatives sponsored by NGOs and private gmiges have focused on
integrating small farmers into high-value markeatias, often oriented towards export
markets. If one adds up the number of poor farmdrs have benefited directly from
these projects, it is small. Most of the world’'sop farmers either consume their
production at home or, if they produce a surpluarket it in traditional chains. (The
multiplier effects of these projects can be siguaifit, however.) There needs to be a new
emphasis in development policies and projects oengthening the position of poor
farmers within traditional chains, as well as coaing efforts to bring them into high-
value chains.

Nevertheless, it is useful to draw out the lessoos value-chain projects, for
two reasons. First, the impact of these projeatsgo far beyond the numbers of farmers
involved in them, because of the growth linkages thigher farmer incomes create in
rural economies. Second, many of the obstacledhbse projects confront are similar to
those that must be confronted in order to enhaaoadrs’ position in existing chains,
and in the case of those who do not have accasaitkets, to gain market access.

Below we examine a selection of case studies ilitisg ways in which NGOs
and private enterprises have attempted to addnessine sub-challenges outlined in Part
I.

Empowering Small Farmers by Association (Challerigesand 7)

There is a high correlation between farm size atckess to input and output
markets. It is much more efficient for traderspeumarkets or exporters to buy from a
few large farmers than from many small ones. Itassiderably more expensive and
risky for a bank to make loans to many small fasmather than to a single large one.
Large farms are able to reap all kinds of economfescale, from lower transaction costs
in input and output markets, to securing accesmanket information and certifying
production practices (e.g., for green or organitifogation).

Organizing small farmers into producer associationscoops can level the
playing field and empower farmers in markets. slalso potentially far less costly for a
development project to work with a single farmesasation than with each of its
members.

Nevertheless, there are many challenges to creatistpinable associations. In
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order to achieve sustainability, it must be in theerest of each member to keep the
group together. It may be that groups whose sotpgse is to organize farmers to carry
out activities on a group basis (combining produde larger lots, negotiating with
buyers, placing single large orders for inputs) thies ones most likely to succeed and
persist. When the group handles money, as welletls more leeway for corruption and
self-interest of individual members to jeopardizee tsurvival of the group (e.g.,
embezzlement of assets). Nevertheless, if thepgimguccessful, it may be difficult to
expand without taking on more financial functions.

Shepherd (2007, p. 47) cites the example of a few'ngeoup in Uganda that was
organized to supply a fast-food restaurant withafoes for French fries with support
from an NGO. The farmers planted a new variety aatjdsted their production practices
to ensure the right size and moisture content reduby the restaurant. They had to
work as a group, staggering their planting, in otdeinsure a steady supply year round.
The restaurant paid by check, requiring the cooppen a bank account. A visit by the
restaurant manager to the village proved to bergroitant catalyst in the development of
this new market chain for small potato farmers.

The Malawi National Smallholder Farmers AssociatidiASFAM) supports the
creation and operation of “farm clubs” to improvecess to profitable farming
opportunities. It was formed in 1997, and by 200dad more than 100,000 members in
5,000 clubs, representing nearly 5% of farming kbo&ls in Malawi. The local clubs
with 10 to 20 members are organized into associgti@and NASFAM subsidiaries
provide commercial and development support servimesassociations, clubs and
members. Its success turns on a number of keyr&gétluding: focusing on motivated
farmers and good business opportunities; marketdiedt research before launching
new activities; concentrating on developing linkagéth a range of service providers
rather than trying to provide too many serviceslitsand a core focus on developing
market linkages, technical support, capacity bogdiliteracy and management training)
and governance (with standard membership rules simdctures and financial
management and auditing services). The clubs, ed®ms and NASFAM constitutions
provide overall membership control but also consilee independence to professional
managers and commercially experienced leadersW@het al., 2005).

A successful farmer association does not guarahtgeoor farmers will benefit,
however. The strength of the group depends upameources that each member brings
into it, including know-how as well as other assefhis puts asset-poor farmers at an
immediate disadvantage.

In Guatemala, a coffee coop of small farmers suwtmeén obtaining significantly
higher prices than those enjoyed by non-membermveftheless, there were barriers to
membership in the coop for the poorest coffee fasmiwr a number of reasons. First,
members had to transport their harvest to the caong,the poorest farmers could not
afford the delivery costs. Local traders pick hp toffee beans at the farm. Second, the
coop turned over its coffee to the exporter in dayuput did not receive payment until
mid-May. Payment from local traders was immediatéird, the poorest farmers were
less educated and often non-Spanish speaking, a@tndab these traits were found to
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discourage coop membership (Morgan, 2008). Becal#®se problems, poor farmers
were significantly less likely to participate ireticoop. Instead, they sold their coffee to
local traders at relatively low prices. Enablinmppfarmers to obtain the benefits of coop
membership would require interventions on multiptets, including education (Spanish
language and literacy campaigns), transportaticesscto the coop, and quicker payment
and/or access to credit to alleviate liquidity domists. This is a classic case of failures
in one market (capital) preventing poor farmersrfroenefiting in another (group coffee
sales).

Market Empowerment and Value Chains (Sub-challetg2s3 and 7)

Most farmers are part of low-value market chaitfsthey sell, it is usually in a
spot market or to a small number of intermediawé® buy at harvest time, when other
farmers are bringing in their harvests and priaeslawv. They lack information about
prices at the other end of the supply chain. Withaccess to transportation at
competitive prices and good market informationyttaek bargaining power and have no
choice but to sell low. In this scenario, therditite incentive for farmers to invest in
more productive technologies or improve productliua There is also little incentive
for intermediaries to enter into higher-priced caots with farmers. Most of the benefits
accrue further down the supply chain, to the inestiaries or end buyers.

Producer associations can enable small farmersato gccess to high-value
supply chains. They can negotiate deals with mjydte exporters, supermarkets or
hotels, providing them with something that they aiking to pay a premium for: high
product quality and reliable supplies. They alaa belp their members gain access to
needed inputs on more favorable terms, informatdwout markets and production
technologies, and credit.

More often than not, though, bringing small farméngo high-value chains
requires more than a producer association.

Farmers cannot benefit from increasing the hareesaising the quality of their
products if there is not a private-sector actoraghef them in the supply chain who is
willing to pay a “good” price for their produce. it&ations abound in which a food
processor buys mediocre quality produce from fasmerlocal “spot” markets or via
intermediaries who buy cheaply when the producebandant. In such a setting,
farmgate prices tend to be low and variable, faamifies’ livelihoods are precarious,
and there is little incentive for farmers to investaising productivity and quality. The
processor, in turn, finds itself in a different {paf the same low-value chain, unable to
obtain high prices and secure contracts for itsgseed fruits or vegetables from the
buyers at the other end of the chain. In this \@le chain equilibrium there is no
incentive for the end buyer to offer higher priteshe processor, or the processor to the
farmer.

There are many examples of development projects haee tried to increase
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farmers’ share of the benefits in low-value chain&n example is the creation of a
farmers’ cooperative that sells directly to thegassor, or perhaps tries to augment the
farmers’ market by identifying new buyers. Sometinthese projects are successful, at
least temporarily, but rarely are they sustainabésause they do not address the basic
problem, which is that the farmers remain part oW-value chains. After the
development experts depart, the farmers’ cooperatind its members remain the weak
link in this chain.

Why would the processor in this example be willitegenter into high-price
contracts to buy these farmers’ produce? In avaiue market equilibrium it would not.
The higher contract price to farmers would squekeeprocessor’s profits, which in turn
are squeezed by low prices in the markets whesellg. There is no incentive for the end
buyer to pay the processor a higher price. Whsn tvould it ever be in the interest of a
buyer to enter into a contract with a seller, gntraing a high price for her produce or
processed food? Indeed, if such contracts arenptezl in a low-chain equilibrium
market, it is unlikely that the sellers will be altb come up with a reliable supply of
high-quality products to comply with the terms bEtcontract. New investments and
incentives are needed all along the supply chain.

The answer lies in moving from a low-value-chainiggrium to a high-value
one. If the processor can guarantee a dependainreesof high-quality processed fruit, it
is likely to find a buyer willing to offer a priceremium. This is exactly what the Wal-
Marts and exporters of the world are looking fanddt holds promise in traditional
markets, as well. The processor can use parti®ptice premium to reward farmers for
providing a more reliable and higher-quality suppliy produce. This can raise the
farmers’ incomes and create both the incentives #ed cash to invest in higher
productivity and quality on the farm. The two masitical ingredients in high-value
supply chains are product quality and dependatfityupply.

Even though the high-value chain buyers prefer tty from fewer, large
suppliers, there are numerous cases in which daratlers benefit by moving into high-
value chains. The key to their success lies i éadividual farmers’ ability to supply a
reliable (albeit small) volume of high-quality proet, as well as other chain actors’
ability to efficiently aggregate this product upthe scale demanded by the supermarket,
exporter, or final processor.

An innovative practice in Sri Lanka has brought gnamall farmers working on
less than one hectare of land into a high-valueesphain’. The cornerstone private-
sector actor in the chain is MA’S Tropical Food GQmamy. It has assisted small farmers
in organizing themselves, trained extension agémtbelp small farmers, paid price
premiums to farmers based on quality standarddrateed its procurement system to
make it cheaper and easier for small farmers totlseir products, and streamlined its
logistics and inspection. All of these measuraslve costs for the company, but the
returns outweigh the costs.

’ For this and other examples of innovative prastigsit the Regoverning Markets website at
www.regoverningmarkets.org.
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With higher prices, better organization, and infation and training, farmers are
able to produce a more steady supply of higheriyuspice. That is, the value at the
farmer-end of the supply chain is higher. Withesscto a more steady supply of quality
spices, the company can fetch a price premiunsimdrkets. The result has been higher
income, more trade, and more rapid product turnéwethe company. There are day-to-
day challenges in keeping the chain going. Howewneentives now exist up and down
the chain to keep it together and invest in makingetter. It is a high-value chain
equilibrium.

The key to this and most other successful projectise ability of one or two key
private sector actors to organize small producedstarn a low-value chain into a higher-
value one. This clearly requires the participatmia organization of actors all along the
chain, including the small farmers. Creating anfars’ organization is a necessary step,
but it is not sufficient. Coordinated efforts albng the chain are required. This, in turn,
requires a great deal of effort and originalitytba part of farmers and other key players
in the chain as well as by those providing asstgan them. It is precisely because of
this that most poor farmers continue to find thdwesein a low-value chain equilibrium.

Finding Investment “Hot Spots” (Sub-challenges 1325 and 7)

When a key link in a potentially high-value supplyain is missing it has to be
created. Private capital can team up with targdeaetlopment assistance to do this. The
experience of Ghana's Tongu Gold Farm, Ltd. (TQkjsirates both the promise and
challenges in building high-value chains for prapagricultural developmefit. It was
the outgrowth of a development project aimed atding pineapple farmers into a value
chain. Creating this value chain required linkiogal producers with European markets.
The market research and networking required tohtodre similar to what any private
business would have to do. However, a key playghé chain was missing: a slicing
facility to process pineapples not of sufficientiigh quality to export as fresh fruit. A
small slicery was built with private capital andypided immediate employment for 40
people, mostly women. The original plan was to engiod contracts with local farmers
to supply the slicery. Once the facility was ireogtion it became clear that TGF could
not rely on supplies from local farmers while emsgra secure supply to its customers in
Europe. It then started its own pineapple farmhwartial support from the Dutch
Ministry of Economic Affairs.

TGF did not abandon the idea of bringing local farsninto the supply chain, and
the multiple stages involved in producing pineappeeated an opportunity to do this. It
started an in-vitro laboratory producing more ththree million plantlets—a venture
clearly outside the scope of what a poor farmdaoners’ association could do. It then
initiated its own shoot farm, to grow the plantletg and harvest the shoots to be planted
on the pineapple farm. Its goal was eventuallputsource the shoot farming to local

8 This and the following two projects are describedetail in KIT, Faida MaLi and IIRR’ (2006) exdeht
excellent bookChain Empowerment: Supporting African Farmers tv8lop Markets Only a brief
summary of the projects and their lessons witheesfp markets is given here.

45



farmers. Before this could be done, though, thesgpective outgrowers had to pass
through an extensive training program on the TGooslfarm. This provided them with

not only the human capital (skills, know-how, bdgieracy) they would need but also a
secure source of income as part-time employeeshenTGF farm. Once they pass
through the training program, TGF provides eaclymyter with one acre of plowed land
and sells them the shoots and other inputs theg¢ aeecredit, guaranteeing a price that
will cover all of the costs. After deducting thesests, TGF pays 50% of the profits from
the shoots to the farmer. The other 50% is pub Etsavings account, which the
outgrowers can access after three years to start alwn farms or for other purposes.
TGF guarantees to buy the outgrowers’ shoots if thezide to start their own farms.

This project has many characteristics of a pridaisiness that are critical to its
economic success: securing high-value product etsugnd buyers, investing in critical
links along the chain, outsourcing, and provisidrcredit to outgrowers.  However, it
also includes activities that go far beyond whattrausinesses would imagine doing,
including training outgrowers, providing outgrowevgh a steady source of income as
workers on the TGF farm, and establishing savingsoants. In TGF's long-term
development plan, these measures enable stakehdtmavercome risk and liquidity
obstacles to eventually entering the chain. Aldahg way, TGF assumes roles
traditionally played not only by private enterpssieut also by governments, including
investing in its own electricity generation anddaaprovements.

The success of TGF lies in understanding the malspb-challenges confronting
local farmers, including the constraints they faggh respect to information about
market opportunities, access to high-value marketinology and know-how, inputs,
credit, and risk. It almost certainly would hawdldd if it had ignored any one of these
context-specific elements—and without the energyaotommitted entrepreneur and
foreign aid at critical junctures along the wayts buccess also depended on the
commitment of the farmers, themselves, to take macsteps to improve their
livelihoods. This project goes beyond most tradiodevelopment models, in many
ways blurring the lines between a development pt@ad private enterprise.

Private-Sector Initiatives Integrating Training, &fit and Marketing (1, 2, 3, 7)

There are many examples of small farmers being lartabexploit new market
opportunities because they lack access to both #maw (human capital assets) and
credit. In South Africa, a supermarket has enh@nte market position by offering
fresher produce than its competitors. It doeslkiiproviding a market for local farmers’
produce and providing farmers with interest-freedoiction loans upon presentation and
approval of business plans. Repayment of the lesndeducted from payments to
farmers at the time their crops are delivered ®odtpermarket. The supermarket staff
also make frequent visits to farms and providenirg in product quality standards. This
private-sector initiative targets complementaryetsgskills), complementary markets
(credit), and linking of local farmers to high-valumarkets, all three of which are
required for the farmers’ and retailer’s succeSgted in Shepherd, p. 48.)
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Another private-sector initiative organized 100 &enfarmers in a poor region of
Bali to supply fresh produce to the hotel, restatieand supermarket sectors and also for
export. The Bali Fresh company rented land forviloenen and for a company farm to
supply them with seedlings, provides extension amarketing support to ensure
consistent quality and quantity, and with the h&flputside aid, set up a revolving fund
to purchase inputs and literacy and bookkeepingsesu Female farmers in this program
now earn more than twice the minimum wage. Thiggat is notable for having brought
women in a poor zone and with little or no farmiexperience into a relatively high-
value supply chain. (Cited in Shepherd, p. 46.)

Making Projects Market Driven: Jatropha Herbal $oan Tanzania (Sub-
challenges 2, 7)

A traditional “project approach” (KIT, et al., 200@ntails such measures as
identifying a promising product, providing individis with inputs and training, and
identifying markets on which products might be sof@ften this is not enough. There
are many examples of projects languishing or cotelyldolding once the development
experts walk away. In most, the stakeholders @fteoh their own too soon and have
little chance to establish themselves as part sthsuable, high-value supply chains.

In Tanzania, more than a dozen groups of women nhecmvolved in the
production of jatropha soap after a project prodideem with seeds, seedlings and
cuttings; offered them technical assistance artdnsion on how to grow them, and
training on processing the plant's seeds to makeawnd soap (KIT, et al., 2006).
Although many families have benefited from this jpob, fewer participate in this
production now than when the project ended in 2@04d,those who do see jatropha as an
income supplement rather than a livelihood. Onigve continue selling soap, all in local
markets. Most have fallen back to their originesiion of selling seeds or oil to a single
soap processing company.

The key to making a project like this flourish méagrating the jatropha producers
and the processing company into a high-value matkain. A feasibility study is needed
to identify possible upgrading strategies, withpexst to the product, the process by
which the product is created, and the functionglifferent actors in the value chain.
Ensuring uniformity and quality almost certainlylwiequire that soap processing be
centralized. However, stakeholders need to beaided in the business planning. A
development consulting firm, Match Maker Associatddd., issued a list of
recommendations related to standardization, pangagnd labeling, diversification of
soap lines, quality control, activity locationseating export markets, and the functions
of both the processor and women’s groups requoeaddke this happens. The jatropha
story highlights the role of markets in successteNelopment projects. To succeed, the
value chain development will have to be led by phgate sector; projects that rely on
donor funding are not sustainable in the long rudevertheless, the role of support
organizations as facilitators along the way cawriiecal.
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Inserting New Links into the Value Chain: CashdwsMozambique (Sub-
challenges 1, 2, 4, 7)

Cashews are the largest nut crop in the world. mEes in Mozambique, the
leading producer of cashews, traditionally havenbeart of a very short supply chain.
Raw nuts are sold to traders who then export th@empriocessing. Farmers could get a
much higher price by selling to local processorbyprocessing the nuts themselves.

A major project, supported by SNV, is trying toensnew links into the value
chain in Mozambique by helping people start smedlles village processing plants, while
increasing both the quantity and quality of casmesvproduction on small farms. The
plants sell to factories for further grading, pagikg and export to Europe. This project
is having success at creating relatively high-pgyirocessing jobs for local people, with
monthly wages almost as high as the average apeualapita income in the area. It has
enabled more than 1,000 farmers, mostly womenlgiat pmproved cashew trees and has
provided training in cashew production and processiAs the reliable supply of high-
quality of cashews leaving the village processitagns improves, so do prices.

The key to success begins with markets, in thie,cagplying processed cashews
to the exporting factories. Securing and keephig market, in turn, requires making
sure that the village processors can provide abigisupply of high-quality nuts. The
village processing link in the value chain was thécal—and most novel—entry point
for the project. However, successful processiggires having a reliable supply of high-
quality raw nuts from farmers. Moving back theuelchain, the project provided the
farmers, mostly women, with the inputs and know-hibey needed to accomplish this.
By becoming actors in a high-value chain, the fasrteave become more productive,
have improved the quality of their orchards andsnbave learned how to cooperate with
either other and with the village processors, and eesult, enjoy far higher incomes than
before.

The most successful development projects do ngplysitny to

increase small farmers’ share of benefits in arstéxg supply chain
but rather, find new and creative ways for farmterreate value in
the market.

The positive impacts of this and other successdiltia~chain projects go beyond
the families involved in growing and processingheags. Higher incomes for farmers
and processing workers are spent locally, creatie\y demand and incomes for local
businesses and workers in other activities.

There are many other examples of how markets caordegively exploited to
enable poor households to enter value chains amloira their livelihoods. Some
involve only agricultural activities. For exampliée Dutch-owned company Cheetah
Malawi Ltd. provides a package of services to fagrbrough “paprika clubs,” a type of
producer association. The services include seddeatension to ensure the quality and
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guantity of paprika production, without which thepert market would quickly be lost.
Buying depots and collection points are placedmgaand clubs or groups of clubs may
deliver their crops jointly, minimizing transactiacosts for farmers. Cheeetah now
provides farmers with a computer-generated “sedleget” with information about the
farmers’ quality, price, deductions, cash advanaed,levies, along with training on how
to use this information. Because of this innovatithe paprika farmers now have a
record of what they sell and are owed, can asknméo questions about their deliveries
and payments, and are less likely to be (or fdedpted by company staff. The company
also benefits, with a full tracking and tracingteys.

In Peru, an NGO (FOVIDA—Fomento a la Vida) idemtfia market niche for
small potato farmers to supply Frito Lay. The camphad cut back on its small potato
suppliers because of high monitoring costs, relymsgead on large producers and storing
potatoes during the off season. Because storagestyy, there was an opportunity for
the NGO to organize small farmers and use an irgdiany to assume the supervision
costs associated with coordination and quality mbntFrito Lay bought potatoes under
two arrangements: Directly from farmers with otdted areas of 5 hectares or more, and
from small farmers organized under the FOVIDA unflare As of 2005, nearly 50% of
Frito Lay’s potatoes in the region were being siggpliia FOVIDA. The contract with
Frito Lay, signed 2-3 months prior to planting, gaurdees a price substantially higher
than in traditional markets. It also stipulatescstquality standards involving dry-
material and sugar content. FOVIDA performs tesid quality control to ensure that the
farmers adhere to these standards. The compamayeely seed to supplying farmers, but
only to the most qualified. Even with the NGO’doefs, there are challenges bringing
the most asset-poor farmers into the market (E$c2085).

Other examples include projects supporting congard organic production and
targeting the fair-trade market and linking prodscand producer associations with
alternative markets for their products, for exampliefuels. In the Andes, a combination
of relatively strong forms of organization alonghwexternal support have generally been
critical in opening up small farmers’ access to Wlealge, credit, irrigation, technical
assistance and new markets. In the case of corfaeming, the intermediation of
commercial actors has also been important (Bebbmdt997).

Many projects by their nature involve multiple impand output markets,
including linked nonagricultural markets and vetimtegration into high-value supply
chains, as exemplified by the TGF pineapple andgéta cases described above. Their
success requires understanding and managing liskageng production activities and
markets. Development practitioners cannot perfalirof the functions required to make
most of these projects work. Frequently, it isessary to partner with private-sector
players, designing projects that are beneficiahltotthem and to the rural stakeholders.
The most successful development projects do ngblgitny to increase the poor’s share
of benefits in an existing supply chain, but rattiexd new and creative ways to help the
poor move into higher-value chains.

For an NGO intent on assisting small farmers masgdns have been learned
from past projects. Successful initiatives requimedemand- or market-led approach, in
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which a market for the farmers’ produce is cleadgntified. The cashew and potato
examples above are good illustrations of marketgiegjects. To accomplish this, NGO
personnel with solid marketing skills are indispdre. Potential markets are not
necessarily for export; only a small share of adtizal production is exported, and
urban high-value markets offer great potential Bngncountries. Publicity campaigns to
increase consumption of fresh fruits, vegetablas arimal products can be effective in
bolstering demand. Niche marketing, whether facggdized varieties (e.g., blue native
maize) or to supply markets in specific seasonsnwdgpplies are not available from
other sources. Group formation (e.g., creatiorfanimers’ associations) is generally
considered to be an important ingredient to engldmall farmers to have access to new
and better markets; however, it is not sufficiei. almost no situation is it helpful for
the assistance provider, whether NGO or governmenprovide marketing or other
services. When they do, the market chain is likelybe unsustainable, with little
likelihood of surviving once the external assis@anends. The involvement of
participating farmers in all aspects of contragat&tions and chain formation is crucial.

The need for coordinated actions up and down thkehahain has important
implications for project evaluation. An increadingoopular subject of economic
research is the evaluation of the impacts of spedaifterventions, like giving poor
households access to loans. However, if the produase of credit requires also having
access to complementary markets and assets, tbessuaf these focused interventions is
likely to be limited. Both development projectsdaefforts to evaluate their impacts
should take on a broader, market-chain perspective.

Increasing Poor Farmers’ Benefits in Traditional &hs

For most poor farmers, the greatest hope for oveirtg poverty lies in accessing
traditional market chains on better terms, eitheragricultural producers or workers.
While many projects have focused on moving smainé&s into high-value chains,
fewer have focused on poor farmers in traditiorfedics. Many of the same measures
identified above apply to efforts to strengthen mpfasmers’ position within traditional
markets, including public and private investmentprovide access to cheaper inputs and
higher output prices, information, education anteegion to improve productivity, and
coordination of efforts via the formation of pro@un@ssociations.

There is also considerable scope for expandingtivadl markets for food that
can be produced by small farmers. In Ethiopia,gdvernment fully liberalized the grain
market in March 1990, lifting all restrictions orriyate inter-regional trade flows,
removing official pricing and quotas, and elimimati the monopoly status of the
marketing board. Nevertheless, only 28 percentotdl tcereals production reaches the
market and only 18 percent passes through the mmagkehain. This suggests that there
is considerable scope for expanding the voluméefrain market.

The obstacles to expanding the grain market argcpkarly severe for the poor.
A study of grain markets in Ethiopia by Gabre-Mad(2001) found that private sector
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trade was constrained by weak public market infoiona the lack of a transparent
system of grades and standards for grain, the serbal, non-standardized contracts,
and weak legal enforcement of contracts. Confbiiethese problems, private traders
either exchange with partners they know well oragegbrokers who act as agents on
their behalf. Poor farmers tend to be excludedhftbese arrangements. Development
efforts to raise incomes of poor farmers in tradiél markets need to focus specifically
on these constraints.

Linkages are critical within traditional as well e®dern market chains. Garoua,
a Northern Cameroon town with an estimated popabof 230,000 inhabitants, has
more than 1600 small and micro commercial agri-f@emderprises, one for every 23
urban households. Their food processing and caectivities are decentralized and
labor-intensive and are increasingly important mecearners for the poor. They are also
among the most important economic activities fomea: A survey found that women
ran 82% of the activities in Garoua food micro-entises (Sautier, et al., 2006).
Connecting poor farm households with traditionaldqrocessing activities, as suppliers
or as workers, can be an important element in poaérty programs.

Upgrading Agricultural Labor Markets

Where poor rural households do not become partigii-falue supply chains
directly, wage work, even in seasonal agricultyosiis, can complement other income
sources and enable people to go on living in reoaimunities while working on nearby
commercial farms. Wage work on high-value expaouitffarms has become a vital
source of seasonal labor for households in ruralleCh So has linked seasonal
employment in packing sheds, particularly for wonféarvis and Vera-Toscano, 2004).

Agricultural wage work does not necessarily leadustainable livelihoods when
wages are very low and health hazards high, fomgie as a result of agrochemical use.
There is clearly a role for both governments aneetigpment practitioners in pushing for
greater workplace security and control of healthands, organization, skills training, and
other measures to enhance the contribution of &mployment to economic livelihoods
in poor households. In casual agricultural labarkats, workers expend energy and
time drifting from farm to farm seeking jobs. Thian create serious inefficiencies in
agricultural labor markets and result in a highiorabf workers to jobs and low
farmworker earnings. This problem is not limitedobor countries. In the United States,
more than half of all farmworker families live beldhe poverty line with unstable work.

Better labor management can improve opportunit@s goor households to
improve their livelihoods through agricultural wagerk. Rather than hiring large
numbers of short-term workers, farmers could emier contracts with crews of workers
who move from farm to farm. The agricultural lalmearket chain could be upgraded in a
manner similar to agricultural product chains. rars may be willing to pay a premium
for crews of experienced workers and the peaceiod that their crops will be picked at
the right time and in the right way.
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Non-Agricultural Solutions to Rural Poverty

As we saw in the Background Paper for Chapter rBl mconomies in the world
are becoming less and less agricultural. As omentestudy notes, “The traditional
vision of rural economies as purely agriculturatiisarly obsolete” (Reardon, Berdegué,
Barrett and Stamoulis, 2007).

In an economy where poor rural households get dl share of their income
from agricultural production or by supplying wagddr to farms, agriculture may be a
way out of poverty for some, but helping househaiaprove their earnings from
nonagricultural product and labor markets needsetpart of the rural poverty agenda.

Some rural households may be able to exit poverty self-employed
nonagricultural production. A number of studievéancovered high barriers of entry
into nonfarm production activities, especially fimor households, despite high returns to
such investments (de Mel, et al., 2007). The rpmdr have a hard time overcoming
entry barriers into nonfarm activities. Becauseho$, a recent study concluded, “The
nonfarm employment and microenterprise programs aowogue will not necessarily
resolve rural income inequality problems and atmdocial tensions nor automatically
benefit the poor.” The main determinants of uné@qeaess to nonfarm activities are the
distribution of capacity to make investments in faom assets and the relative scarcity of
low capital-entry barrier activities. Thereforé,is crucial for public investments and
policy to favor an increase in the poor’s accesadsets that allow them to overcome
nonfarm employment entry barriers. One can notestdrural nonfarm poverty without
also addressing farm-side problems, and vice veezguse many nonfarm activities are
linked to crop production, either directly (foodopessing) or indirectly (supplying
nonfarm goods and services to farm households, agstruction; see Reardon, Taylor,
et al., 2000).

Far more often, the key nonfarm strategy to examfrpoverty is via the labor
market. If rural families have good access to exlpgg nhonfarm employment in nearby
towns, they can continue living in their villageSheir paychecks can also create income
growth linkages that benefit other village houseBolAs a result, a dollar earned in town
can contribute more than a dollar of new incomethe rural community. Poor
households thus can benefit not only directly, bitigg jobs in town, but also indirectly,
from the increased village demand stimulated byfaromwages. In developed countries,
few rural communities live solely from agriculturgroduction, and nonfarm work
typically is an important source of rural livelihad

There are three keys to enhancing poor rural haldghaccess to nonfarm jobs:
creating a fertile environment for the growth ofnfarm jobs accessible to rural
households; investing in the infrastructure needetbnnect rural people to employment
opportunities in town; and helping poor househ@ds access to the assets required to
take advantage of these opportunities, particukdlycation and skills.
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Migration: A Rural Poverty Solution?

When it is not feasible to hold down a job in towhile living in the countryside,
rural households can be linked to expanding urbrapl@/ment via migration. People
who migrate from rural areas to urban jobs fredyentaintain close ties with their
households and communities of origin. Numerouslistidocument the importance of
migrant labor markets and the income migrants $emde, or remit, to rural households.
If poor rural households are successful at pladargily migrants in urban jobs, the
remittances the migrants send home can be a pdwediuto combat rural poverty and
provide income security. In Mexico’s poor southstates, a 10% increase in remittances
from internal migrants was found to reduce ruralgaty by between one half and two
thirds of a percentage point. Here, as in the ochsascal wage work, access to schooling
is critical. The economic returns to educatiorotigh remittances have been found to
exceed 10% per year of schooling (Taylor, 1987).

Overall, studies show conflicting findings aboutwhanternational migrant
remittances affect income inequality and povertymigrant-sending areas. Some find
that inequality goes up and poverty decreases wémittances flow in, and others find
the opposite, that remittances are income equalfiz@ihere may be a simple explanation
for this disagreement among researchers.

International migration is costly and risky; thube “pioneer” migrants come
from households that can afford the costs and rdkisiternational migration. These
migrants send remittances primarily to householdth@ upper-middle of the income
distribution. This increases income inequalityedity, and it has little effect on poverty.
However, over time, as more and more householdtufiimg poorer ones) gain access to
international migration networks, the effect of igances becomes less unequalizing. If
the poorest households eventually gain access ternational migrant networks,
remittances can become income-equalizers and reploverty. Taylor, et al. (2008)
found that remittances from international migramasl little effect on poverty in regions
where only a few households had migrants (becausst of the “pioneer migrant”
households are not poor). However, in high-migratiegions, increases in international
remittances reduced poverty significantly. It agmgethat even poor households gained
access to foreign migration opportunities in regiavhere international migration has
really taken off.

Migrant remittances, like local wages, can createomes for other rural
households. Through their market interactions,ramghouseholds transmit the impacts
of migration to others. Non-migrant households banaffected by migration through
their interactions with migrant households—or vhttuseholds that interact with migrant
households. Because of this, a household doesetessarily have to have a migrant in
order to be affected by migration. In fact, ipisssible that most of migration’s impacts

® For example, Barham and Boucher (1998), Oberai $ingh (1980), Knowles and
Anker (1981), Adams (1989), and Adams and Alderii&92)
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on sending economies, especially on the rural parerfound outside of the households
that send the migrants and receive the remittanEes.example, if a migrant household
uses remittances to finance a new project in thlage, it may demand labor from
another village household. If the migrant-sendimausehold had not participated in
migration, it might not have invested in the projeand the other household might not
have had a market for its labor. Investing maybw®timited to the migrant household if
there is a local credit market (formal or informed)channel savings among households:
a household that did not have a migrant could lofrom a household that did.

Recent findings suggest that these indirect linkeftgcts of remittances are large
relative to the direct contributions of remittantesnigrant-sending household incomes.
As a result, even if high-paying international naigon is not an option for the poorest
rural households, the effects of migrant remittanicerural economies may still be pro-
poor.

For internal and especially international migrasending money home is not a
simple matter. Western Union, Moneygram, and o#iggncies have amassed a fortune
by charging migrants high fees for wiring remittasc It has been estimated that
transaction costs constitute up to 15-20% of tha&l tealue of remittances in some cases.
The alternative of sending cash, even with frieadd relatives, can be prohibitively
risky. High transaction costs limit the amount fofeign earnings available for
development at home.

Facilitating relationships between banks at hon ammigrant destinations is a
critical first step towards reducing high transaetcosts of remitting. So is improving
both rural households’ (and migrants’) access tokba Financial markets thus are
important not only for agricultural production baiso to enhance the contributions that
migrants can make to rural incomes.

Remittances also can be leveraged in ways thatowepwelfare and stimulate
investments in migration source areas. Leveragamgttances means seeking ways to
multiply the amount of funds available to inve$his can be done on two levels.

First, individuals can obtain credit for small-scale production (aother)
activities, using remittances as collateral. Givwexll-documented imperfections in LDC
credit markets, particularly in rural areas, micredit programs increasingly are a focus
of policies to harness remittances for investmetdiome. Some, modeled on the
Grameen Bank, focus on wom&h. If most migrants are men, there is an additional
incentive to target micro-credit initiatives at wem

1n 1976, Muhammed Yunus founded the Grameen Banknake loans to poor
Bangladeshis. Since then the Grameen Bank hasdissoee than $3 billion in loans to
approximately 2.4 million borrowers. To ensure sgpant, the bank uses a system of
"solidarity groups". These small informal groupsplgptogether for loans and its
members act as co-guarantors of repayment and suppoanother's efforts at economic
self-advancement. See http://en.wikipedia.org/Mkihammad_Yunus.
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Second, groups of individuals can organize and ss@kttance matches for larger
development projects. Under Mexicolges por unoprogram, migrant home-town
associations in the United States team up withagdls to propose community
development projects. For every dollar that thgramt association puts up, the federal,
state, and (sometimes) municipal governments eapply an additional dollar. This
triples or quadruples the funding made availabledmgittances for civic projects. It also
promotes community-based development and creategantive for migrants abroad to
contribute more income to their communities at horBeich programs have supported a
wide range of small infrastructure projects inchglivater and sanitation, road pavement,
rural electrification, micro-enterprises and smaatid medium enterprise development.
The benefits of public-sector matching programsegaity are limited to the communities
that have a critical mass of emigrants who can famassociation and generate a
sufficient remittance base for projects. One caagine alternative strategies that might
overcome these limitations. For example, “migraahds” could be sold to migrants
abroad, guaranteeing them a reasonable rate ohretbile making proceeds available
for community-based development projects. Grouplsometown associations may be
able to pool resources for projects across mone ¢in@ community.

Migrant remittances have the biggest potentialotfen economic development
when they do more than simply hand income to migsending households or
communities. The challenge is to create an enment in which income multipliers
from remittances and other income can flourish. mR@ances and non-farm income
create income multipliers within remittance-recegi households when they relax
constraints on household purchases of inputs fodymtion activities, adoption of new
technologies, capital investments, or income rigkor example, the money a migrant
sends home might make it possible to buy both flmodhe family and fertilizer for a
crop, which in turn creates more value when the escharvested and sold (or consumed
by the family). The remittances might make it polesfor the family to grow the crop
with a more productive technology such as a higieding seed variety, or to buy
inputs for a nonagricultural enterprise.

As with any investment, the farmer has to be corednthat the investment will
pay off and be worth the risk. That means havorgging able to obtain) the know-how
to efficiently perform the production activity. mheans having access to market chains
and knowing how to make use of input and outputketar effectively. It means
understanding that there will be a payoff to thédth education in the future. Nothing
will wreck these incentives as quickly as a po@ngportation, communication and
marketing infrastructure; a lack of access to esitanservices or to schools; a belief that
education cannot offer a way out of poverty; a maonomic environment riddled with
uncertainty; or, of course, a civil war.

A

Conclusions. Key Success Factors
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The tremendous diversity of poor rural househol@dkes it particularly difficult
to design policies and programs to make agricultonarkets more pro-poor. No one-
size-fits-all approach is possible. Neverthelassumber of key lessons can be gleaned
from the responses outlined in Part Il1.

An overarching theme of thiRural Poverty Reporis that the empowerment of
poor rural men and women and the organizations lwtepresent them is essential for
reducing poverty. Access by smallholder farmersdasparent and competitive markets
is a fundamental part of any pro-poor growth sggte This includes access to
agricultural markets, but as the nonagriculturahponent of rural economies grows, it
also includes markets for nonagricultural goods tordboth farm and nonfarm wage
work.

But giving poor households access to a marketteir tcrop is not enough. In
order to use markets effectively, the poor alsadreecess to complementary assets and
markets. Being able to sell a crop in the markighindo little good if a poor farmer
cannot afford to buy the needed inputs months padhe harvest, does not have access
to needed inputs, technologies, and know-how, dodsconcerned about his family’s
food security to take production risks.

Both public-sector investments and developmentegtsjneed to address these
problems, helping the rural poor gain access tb-iggjue chains in markets for goods as
well as for labor. Policies and regulatory framekgoshould aim at building the
autonomy, inclusiveness and technical and negogjatapacity of small farmers’ and
rural producers’ organizations; at enabling thalrpoor to overcome the challenges they
face in securing a livelihood from their productiactivities; at gaining access to high-
paying and stable farm and nonfarm jobs; at explpipotential synergies between farm
and nonfarm activities; and in all these endeavats;reating spaces for broad social
dialogue and coalitions on policy and program fdatian and implementation.

The Changing Market Environment

Globalization and market integration are a fadifefthat will continue regardless
of whether or not the rural poor are prepared for The days of heavy government
involvement in agricultural input and output maskete past. The WTO and regional
trade agreements increasingly handcuff governmabilty to manipulate markets. This
is not necessarily a bad thing, because in the gragtrnments frequently intervened in
agricultural markets in ways that did not prometeome growth or direct the benefits of
this growth towards the rural poor. Examples digydailures abound.

At the same time that the public sector has witwdréom markets, agricultural
supply chains have bifurcated into high-value chasupplying supermarkets, high-value
processing and exports, and traditional chainsitgatb low-value markets and food
processing.

Policies, investments and processes need to bm mléce on multiple levels in
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order to enable poor rural households to succeettisnevolving market and policy
environment. The key to doing this is having asdesnew market opportunities as well
as the complementary assets needed to take adgamftabem while at the same time
confronting new challenges. The laissez-faire aggn of leaving the poor to find their
own way in this new world does not offer solutidasural poverty.

The public sector has key roles to play as a laggisland regulator, to ensure that
markets do not discriminate directly against therpomen, ethnic minorities, or other
groups; combating corruption; creating a stableitipal and macroeconomic
environment in which economic activity and traden ddourish; and ensuring the
provision of key public goods, including rural tegortation, communications, marketing
infrastructure, market information, and rural ediora These things set the stage for
rural development. Without them, private actorsstrexpend inordinate effort trying to
overcome the challenges created by policy and méakares, rather than building rural
economic prosperity. Those least able to do ttegtze rural poor. A wealthy household
can overcome the challenge of a poor road by psimega 4-wheel drive vehicle; of poor
communications with a satellite phone; of poor ke@ucation by sending its children to
a private school in the city; the development draincorruption by exerting political
influence. A poor household cannot. The privageta can play a positive role in
bringing about institutional change via pressurgohlic-sector actors and public-private
partnerships. For example, a private enterprige eater into a joint venture with
government to build a road to a new plant that pithvide jobs and a market for local
produce, generate power for the plant, and proth@eplant with the communications
infrastructure it needs to secure inputs and obterket information.

Even if governments provide these critical pubtigredients to development, the
conditions of poverty, by their very nature, create unlevel playing field. Specific
policies and programs need to be designed by gmemts and the private sector to
maximize benefits to smallholders from such innmreg as vertical integration of
domestic or international supply chains for foodl @ahe expansion of rural nonfarm
opportunities. This can include public-sector nueas like requirements to include
smallholders in vertical supply chains. The “righpblicy or project is context-specific,
but the goal should be to enable poor rural hoddshom become part of higher-value
market chains, whether for agricultural productsnaygricultural goods and services, or
work.

Helping the poor become part of value chains uguwahnot be accomplished by
focusing on only one link in the chain. Insteddequires addressing challenges up and
down the chain. A small fruit farmer cannot in@eahe value she creates and takes
home from the market unless the trader or proceskorbuys from her is also part of a
higher-value chain. The projects that have beest maccessful at raising small farmer
incomes have involved creating a new equilibriunintéérests along the market chain, in
which the farmer is a participant. Bringing smaltters together in associations is a
necessary step in accomplishing this, but it issudficient. Successful efforts to bring
small farmers into market-value chains offer pramisoth for farmers and for others in
the rural economy who benefit, via market demankidges, when small farmer incomes
rise. Nevertheless, it is not clear how scalald@e-chain projects are: at present,
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linkage projects involving the creation of new netrkhains reach a small number of the
world’s farmers, and particularly challenging ologta confront the poorest farmers.

Most agricultural and livestock production goesltonestic markets and passes through
traditional market chains. This means that, fostrad the world’s smallest and poorest

farmers, the key to increasing agricultural incorties in enabling farmers to access
existing market chains on more favorable termsis,Tin turn, requires increasing the

value farmers contribute to traditional market olsai

As rural economies become less agricultural, nomfancome becomes
increasingly important as an avenue to reduce poeaerty. Policies and projects thus
need to focus on not only agriculture but alsormproving access to nonfarm incomes.
New nonfarm jobs and good roads to get peopledsetliobs will not bring benefits to a
poor rural household that lacks the skills to dpet job. Higher incomes in other rural
households, whether from crop production, salaesnigrant remittances, can create
new markets for goods and services demanded bg thmsseholds. However, this will
not benefit those who lack the capacity—know-hoapital, willingness to take risks—
needed to respond to the new demand.

Addressing all of these challenges requires forgieg partnerships between the
rural poor, private sector actors in market chaidgvelopment agencies, and
governments, in ways that are mutually supportiweachieving sustainable income
growth and channeling the benefits of this growdhtlie poor. It also requires that
governments and NGOs understand which combinatbimgerventions work and which
do not. One of the highest priorities for devel@otpractitioners is to have access (both
on the input and output side) to an informationh@xge or clearing house, in which they
can learn from and share experiences in the field.

As the economic and policy landscape changes, sdhdoways in which
development projects are conceptualized and impléede The development project that
sets up a farmers’ cooperative and leaves it td fenitself in a complex marketplace is
a thing of the past. The new rural reality regaimemore comprehensive, market-oriented
and context-specific approach in which rural stakeérs, private investors and donors
actively participate.
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Figure 4.1. Markets Affecting Rural Livelihoods
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Figure 4.2. Infrastructure Access of the RuraliRow Non-Poor

0.600

0.400

0.200

0.000

-0.200

-0.400

-0.600

-0.800

-1.000

O Poor @ Nonpoor

60



Figure 4.3. FAO Indices of Monthly Prices for lsa®od commodity groups (1998-
2007; 2000=100)
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Figure 4.4. Qil Prices and the Biofuel Demand Eorn
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Figure 4.5. Corn Prices and QOil Prices
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Figure 4.6. Changes in World Price (US$ and lazatencies) and Domestic
Prices of Rice in Seven Asian Countries, 2003-2007
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Figure 4.7. Rural growth linkages
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Figure 4.8. Isolation and Diversification
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Figure 4.9. Threshold Herd Sizes and Asset Pov&rgp in a Pastoralist
Population of Ethiopia
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