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Foreword

This is, sadly, the last Human Development Report for which I will write the fore-

word, as I will step down as United Nations Development Programme (UNDP)
Administrator in August. When I arrived at UNDP in 1999, I said that the Human

Development Report was the jewel in the crown of the organization’s global intel-

lectual and advocacy efforts. Six years and six reports later, I can report with some

pride that its lustre has only grown.

Building on the powerful foundation laid dur-
ing the Report’s first decade, when successive
Human Development Reports introduced and
fleshed out the concept of human develop-
ment, the Reports have gone from strength to
strength. From examining how best to make
new technologies work for rich people and poor
people alike to highlighting the critical impor-
tance of strengthening human rights and deep-
ening democracy to protect and empower the
most vulnerable, the Human Development Re-
port has steadily widened the intellectual fron-
tiers of human development in the new mil-
lennium. And that shift has been increasingly
mirrored in development practice through
work by UNDP and its many partners on the
ground in all these critical areas.

In short, as a robustly independent and
articulate voice that, while sponsored by UNDP,
does not necessarily reflect UN or UNDP pol-
icy, the Human Development Reports over the
years have won a well deserved global reputa-
tion for excellence. They have played an indis-
pensable catalytic role in helping frame and
forge concrete responses to the key develop-
ment policy debates of our time. Today, as this
Report makes clear, the single greatest chal-
lenge facing the development community—and
arguably the world—is the challenge of meeting
the Millennium Development Goals by the tar-
get date of 2015.

Human Development Report 2003, draw-
ing on much of the early work of the UNDP-
sponsored UN Millennium Project, laid out a
detailed plan of action for how each Goal could
be achieved. But even as significant progress has
been made in many countries and across several
Goals, overall progress still falls short of what
is needed. Earlier this year the UN Secretary-
General’s own five-year review of the Millen-
nium Declaration, drawing heavily on the final
report of the UN Millennium Project, laid out
a broad agenda for how this can be achieved by
building on the 2001 Monterrey consensus.
The cornerstone of that historic compact is a
commitment by developing countries to take
primary responsibility for their own develop-
ment, with developed countries ensuring that
transparent, credible and properly costed na-
tional development strategies receive the full
support they need to meet the Millennium De-
velopment Goals.

But, as this Report persuasively argues, that
agenda simply will not succeed unless we can de-
cisively resolve bottlenecks currently retarding
progress at the pace and scale that are needed
over the next decade in three broad areas: aid,
trade and conflict. Across each of these criti-
cal areas this Report takes a fresh look at the
facts and delivers a compelling and compre-
hensive analysis on how this can be done—and
done now. The year 2005 will be remembered
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as a year of choice, when world leaders had the
opportunity at the UN September Summit to
turn pledges and promises into concrete ac-
tions to help eradicate extreme poverty in our
world. It is an opportunity we cannot afford to
miss if we are to bequeath a safer, more secure
and more just world to our children and future
generations.

Finally, while this may be my own last Re-
port as Administrator, it marks the first to be
written under the leadership of Kevin Watkins
as Director of the Human Development Report

Office. The strength and depth of its analysis
make clear that the Human Development Re-
port and the legacy of human development it
represents and symbolizes could not be in safer
hands. I wish him, his dedicated team and my
own successor, Kemal Dervis, all the very best
for the future.

Mar Wallo foomn

Mark Malloch Brown
Administrator, UNDP

The analysis and policy recommendations of this Report do not necessarily reflect the views of the United Nations Develop-
ment Programme, its Executive Board or its Member States. The Report is an independent publication commissioned by
UNDP. It is the fruit of a collaborative effort by a team of eminent consultants and advisers and the Human Development
Report team. Kevin Watkins, Director of the Human Development Report Office, led the effort.
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Every hour more than
1,200 children die
away from the glare

of media attention

Overview

International cooperation at a crossroads
Aid, trade and security in an unequal world

The year 2004 ended with an event that demonstrated the destructive power of

nature and the regenerative power of human compassion. The tsunami that swept

across the Indian Ocean left some 300,000 people dead. Millions more were left

homeless. Within days of the tsunami, one of the worst natural disasters in recent

history had given rise to the world’s greatest international relief effort, showing what

can be achieved through global solidarity when the international community com-

mits itself to a great endeavour.

The tsunami was a highly visible, unpredictable
and largely unpreventable tragedy. Other trag-
edies are less visible, monotonously predictable
and readily preventable. Every hour more than
1,200 children die away from the glare of media
attention. This is equivalent to three tsunamis
amonth, every month, hitting the world’s most
vulnerable citizens—its children. The causes of
death will vary, but the overwhelming majority
can be traced to a single pathology: poverty. Un-
like the tsunami, that pathology is preventable.
With today’s technology, financial resources
and accumulated knowledge, the world has the
capacity to overcome extreme deprivation. Yet
as an international community we allow pov-
erty to destroy lives on a scale that dwarfs the
impact of the tsunami.

Five years ago, at the start of the new mil-
lennium, the world’s governments united to
make a remarkable promise to the victims of
global poverty. Meeting at the United Nations,
they signed the Millennium Declaration—a
solemn pledge “to free our fellow men, women
and children from the abject and dehumaniz-
ing conditions of extreme poverty”. The decla-
ration provides a bold vision rooted in a shared
commitment to universal human rights and so-
cial justice and backed by clear time-bound tar-
gets. These targets—the Millennium Develop-
ment Goals (MDGs)—include halving extreme

poverty, cutting child deaths, providing all of
the world’s children with an education, rolling
back infectious disease and forging a new global
partnership to deliver results. The deadline for
delivery is 2015.

There is more to human development than
the MDGs. But the goals provide a crucial
benchmark for measuring progress towards
the creation of a new, more just, less impover-
ished and less insecure world order. In Septem-
ber 2005 the world’s governments will gather
again at the United Nations to review devel-
opments since they signed the Millennium
Declaration—and to chart a course for the dec-
ade to 2015.

There is little cause for celebration. Some
important human development advances have
been registered since the Millennium Declara-
tion was signed. Poverty has fallen and social in-
dicators have improved. The MDGs have pro-
vided a focal point for international concern,
putting development and the fight against pov-
erty on the international agenda in a way that
seemed unimaginable a decade ago. The year
2005 has been marked by an unprecedented
global campaign dedicated to relegating pov-
erty to the past. That campaign has already left
its imprint in the form of progress on aid and
debt relief during the summit of the Group of
Eight (G-8) major industrial economies. The
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This is the moment to
prove that the Millennium
Declaration is not just

a paper promise, but a

commitment to change

lesson: powerful arguments backed by public
mobilization can change the world.

Yet as governments prepare for the 2005
UN summit, the overall report card on progress
makes for depressing reading. Most countries
are off track for most of the MDGs. Human
development is faltering in some key areas, and
already deep inequalities are widening. Various
diplomatic formulations and polite terminol-
ogy can be found to describe the divergence
between progress on human development and
the ambition set out in the Millennium Decla-
ration. None of them should be allowed to ob-
scure a simple truth: the promise to the world’s
poor is being broken.

This year, 2005, marks a crossroads. The
world’s governments face a choice. One option
is to seize the moment and make 2005 the start
of a “decade for development”. If the invest-
ments and the policies needed to achieve the
MDGs are put in place today, there is still time
to deliver on the promise of the Millennium
Declaration. But time is running out. The UN
summit provides a critical opportunity to adopt
the bold action plans needed not just to get back
on track for the 2015 goals, but to overcome the
deep inequalities that divide humanity and to
forge a new, more just pattern of globalization.

The other option is to continue on a busi-
ness as usual basis and make 2005 the year in
which the pledge of the Millennium Declara-
tion is broken. This is a choice that will result
in the current generation of political leaders
going down in history as the leaders that let
the MDG:s fail on their watch. Instead of de-
livering action, the UN summit could deliver
another round of high-sounding declarations,
with rich countries offering more words and no
action. Such an outcome will have obvious con-
sequences for the world’s poor. But in a world of
increasingly interconnected threats and oppor-
tunities, it will also jeopardize global security,
peace and prosperity.

The 2005 summit provides a critical oppor-
tunity for the governments that signed the Mil-
lennium Declaration to show that they mean
business—and that they are capable of break-
ingwith “business as usual”. This is the moment
to prove that the Millennium Declaration is
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not just a paper promise, but a commitment to
change. The summit is the moment to mobilize
the investment resources and develop the plans
needed to build the defences that can stop the
tsunami of world poverty. What is needed is the
political will to act on the vision that govern-
ments set out five years ago.

The 2005 Human Development
Report

This Report is about the scale of the challenge
facing the world at the start of the 10-year
countdown to 2015. Its focus is on what govern-
ments in rich countries can do to keep their side
of the global partnership bargain. This does not
imply that governments in developing countries
have no responsibility. On the contrary, they
have primary responsibility. No amount of in-
ternational cooperation can compensate for the
actions of governments that fail to prioritize
human development, to respect human rights,
to tackle inequality or to root out corruption.
But without a renewed commitment to coop-
eration backed by practical action, the MDGs
will be missed—and the Millennium Declara-
tion will go down in history as just one more
empty promise.

We focus on three pillars of cooperation,
each in urgent need of renovation. The first pil-
lar is development assistance. International aid
is a key investment in human development. Re-
turns to that investment can be measured in the
human potential unleashed by averting avoid-
able sickness and deaths, educatingall children,
overcoming gender inequalities and creating
the conditions for sustained economic growth.
Development assistance suffers from two prob-
lems: chronic underfinancing and poor quality.
There have been improvements on both fronts.
But much remains to be done to close the MDG
financing gaps and improve value for money.

The second pillar is international trade.
Under the right conditions trade can be a
powerful catalyst for human development.
The Doha “Development Round” of World
Trade Organization (WTO) talks, launched
in 2001, provided rich country governments
with an opportunity to create those conditions.



Four years on, nothing of substance has been
achieved. Rich country trade policies continue
to deny poor countries and poor people a fair
share of global prosperity—and they fly in the
face of the Millennium Declaration. More than
aid, trade has the potential to increase the share
of the world’s poorest countries and people
in global prosperity. Limiting that potential
through unfair trade policies is inconsistent
with a commitment to the MDGs. More than
that, it is unjust and hypocritical.

The third pillar is security. Violent con-
flict blights the lives of hundreds of millions
of people. It is a source of systematic violations
of human rights and a barrier to progress to-
wards the MDGs. The nature of conflict has
changed, and new threats to collective secu-
rity have emerged. In an increasingly inter-
connected world the threats posed by a failure
to prevent conflict, or to seize opportunities
for peace, inevitably cross national borders.
More effective international cooperation could
help to remove the barrier to MDG progress
created by violent conflict, creating the condi-
tions for accelerated human development and
real security.

The renovation needs to take place simulta-
neously on each pillar of international coopera-
tion. Failure in any one area will undermine the
foundations for future progress. More effective
rules in international trade will count for little
in countries where violent conflict blocks op-
portunities to participate in trade. Increased
aid without fairer trade rules will deliver sub-
optimal results. And peace without the pros-
pects for improved human welfare and poverty
reduction that can be provided through aid and

trade will remain fragile.
The state of human development

Fifteen years ago the first Human Development
Report looked forward to a decade of rapid
progress. “The 1990s”, it predicted optimisti-
cally, “are shaping up as the decade for human
development, for rarely has there been such a
consensus on the real objectives of develop-
ment strategies.” Today, as in 1990, there is also
a consensus on development. That consensus

has been powerfully expressed in the reports
of the UN Millennium Project and the UK-
sponsored Commission for Africa. Unfortu-
nately, the consensus has yet to give rise to prac-
tical actions—and there are ominous signs for
the decade ahead. There is a real danger that the
next 10 years, like the last 15 years, will deliver
far less for human development than the new
consensus promises.

Much has been achieved since the first
Human Development Report. On average, peo-
ple in developing countries are healthier, bet-
ter educated and less impoverished—and they
are more likely to live in a multiparty democ-
racy. Since 1990 life expectancy in develop-
ing countries has increased by 2 years. There
are 3 million fewer child deaths annually and
30 million fewer children out of school. More
than 130 million people have escaped extreme
poverty. These human development gains
should not be underestimated.

Nor should they be exaggerated. In 2003,
18 countries with a combined population of
460 million people registered lower scores on
the human development index (HDI) than in
1990—an unprecedented reversal. In the midst
of an increasingly prosperous global economy,
10.7 million children every year do not live to
see their fifcth birthday, and more than 1 billion
people survive in abject poverty on less than $1
a day. The HIV/AIDS pandemic has inflicted
the single greatest reversal in human develop-
ment. In 2003 the pandemic claimed 3 million
lives and left another 5 million people infected.
Millions of children have been orphaned.

Global integration is forging deeper inter-
connections between countries. In economic
terms the space between people and countries
is shrinking rapidly, as trade, technology and
investment link all countries in a web of inter-
dependence. In human development terms the
space between countries is marked by deep and,
in some cases, widening inequalities in income
and life chances. One-fifth of humanity live in
countries where many people think nothing of
spending $2 a day on a cappuccino. Another
fifth of humanity survive on less than $1 a day
and live in countries where children die for

want of a simple anti-mosquito bednet.

There is a real danger that
the next 10 years, like the
last 15 years, will deliver far
less for human development

than has been promised
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The world’s richest 500
individuals have a combined
income greater than that

of the poorest 416 million

Atthe start of the twenty-first century we live
in a divided world. The size of the divide poses
a fundamental challenge to the global human
community. Part of that challenge is ethical and
moral. As Nelson Mandela put it in 2005: “Mas-
sive poverty and obscene inequality are such ter-
rible scourges of our times—times in which the
world boasts breathtaking advances in science,
technology, industry and wealth accumulation—
that they have to rank alongside slavery and apart-
heid as social evils.” The twin scourges of poverty
and inequality can be defeated—but progress has
been faltering and uneven.

Rich countries as well as poor have an inter-
estin changing this picture. Reducing the gulfin
wealth and opportunity that divides the human
community is not a zero-sum game in which
some have to lose so that others gain. Extend-
ingopportunities for people in poor countries to
lead long and healthy lives, to get their childrena
decent education and to escape poverty will not
diminish the well-being of people in rich coun-
tries. On the contrary, it will help build shared
prosperity and strengthen our collective secu-
rity. In our interconnected world a future built
on the foundations of mass poverty in the midst
of plenty is economically ineficient, politically
unsustainable and morally indefensible.

Life expectancy gaps are among the most
fundamental of all inequalities. Today, some-
one living in Zambia has less chance of reach-
ing age 30 than someone born in England in
1840—and the gap is widening. HIV/AIDS is
at the heart of the problem. In Europe the great-
est demographic shock since the Black Death
was suffered by France during the First World
War. Life expectancy fell by about 16 years. By
comparison, Botswana is facingan HIV/AIDS-
inflicted fall in life expectancy of 31 years. Be-
yond the immediate human costs, HIV/AIDS is
destroying the social and economic infrastruc-
ture on which recovery depends. The discase
is not yet curable. But millions of lives could
already have been saved had the international
community not waited until a grave threat de-
veloped into a fully fledged crisis.

No indicator captures the divergence in
human development opportunity more power-
fully than child mortality. Death rates among
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the world’s children are falling, but the trend
is slowing—and the gap between rich and poor
countries is widening. This is an area in which
slowing trends cost lives. Had the progress of
the 1980s been sustained since 1990, there
would be 1.2 million fewer child deaths this
year. Sub-Saharan Africa accounts for a rising
share of child deaths: the region represents 20%
of births worldwide and 44% of child deaths.
But the slowdown in progress extends beyond
Sub-Saharan Africa. Some of the most highly
visible globalization “success stories”—includ-
ing China and India—are failing to convert
wealth creation and rising incomes into more
rapid decline in child mortality. Deep-rooted
human development inequality is at the heart
of the problem.

Debates about trends in global income dis-
tribution continue to rage. Less open to debate
is the sheer scale of inequality. The world’s rich-
est 500 individuals have a combined income
greater than that of the poorest 416 million.
Beyond these extremes, the 2.5 billion people
living on less than $2 a day—40% of the world’s
population—account for 5% of global income.
The richest 10%, almost all of whom live in
high-income countries, account for 54%.

An obvious corollary of extreme global in-
equality is that even modest shifts in distribu-
tion from top to bottom could have dramatic
effects on poverty. Using a global income distri-
bution database, we estimate a cost of $300 bil-
lion for lifring 1 billion people living on less
than $1 a day above the extreme poverty line
threshold. That amount represents 1.6% of the
income of the richest 10% of the world’s popu-
lation. Of course, this figure describes a static
transfer. Achieving sustainable poverty reduc-
tion requires dynamic processes through which
poor countries and poor people can produce
their way out of extreme deprivation. But in our
highly unequal world greater equity would pro-
vide a powerful catalyst for poverty reduction
and progress towards the MDGs.

What are the implications of the current
global human development trajectory for the
MDGs? We address this question by using
country data to project where the world will
be in relation to some of the main MDGs by



2015. The picture is not encouraging. If cur-
rent trends continue, there will be large gaps
between MDG targets and outcomes. Those
gaps can be expressed in statistics, but behind
the statistics are the lives and hopes of ordinary
people. Human costs can never be captured by
numbers alone. But our 2015 projection pro-
vides an indication of the scale of the costs.

Among the consequences for developing coun-

tries of continuing on the current path:

e The MDG target for reducing child mortal-
ity will be missed by 4.4 million avoidable
child deaths in 2015—a figure equivalent to
three times the number of children under
age 5 in London, New York and Tokyo.
Opver the next 10 years the gap between the
target and the current trend adds more than
41 million children who will die before
their fifth birthday from the most readily
curable of all diseases—poverty. This is an
outcome that is difficult to square with the
Millennium Declaration’s pledge to protect
the world’s children.

e The gap between the MDG target for
halving poverty and projected outcomes
is equivalent to an additional 380 million
people living on less than $1 a day by 2015.

e The MDG target of universal primary ed-
ucation will be missed on current trends,
with 47 million children still out of school
in 2015.

These are simple forward projections of cur-
rent trends—and trends are not destiny. As the
financial market dictum puts it, past perfor-
mance is not a guide to future outcomes. For
the MDGs that is unambiguously good news.
As the UN Secretary-General has put it: “The
MDGs can be met by 2015—but only if all in-
volved break with business as usual and dra-
matically accelerate and scale up action now.”
Some of the world’s poorest countries—includ-
ing Bangladesh, Uganda and Viet Nam—have
shown that rapid progress is possible. But rich
countries need to help meet the start-up costs of
a global human development take-off.

As governments prepare for the 2005 UN
summit, the 2015 projection offers a clear
warning. To put it bluntly, the world is heading
for a heavily sign-posted human development

disaster, the cost of which will be counted in
avoidable deaths, children out of school and lost
opportunities for poverty reduction. That disas-
ter is as avoidable as it is predictable. If govern-
ments are serious about their commitment to
the MDGs, business as usual is not an option.
The 2005 UN summit provides an opportunity
to chart a new course for the next decade.

Why inequality matters

Human development gaps within countries are
as stark as the gaps between countries. These
gaps reflect unequal opportunity—people held
back because of their gender, group identity,
wealth or location. Such inequalities are unjust.
They are also economically wasteful and socially
destabilizing. Overcoming the structural forces
that create and perpetuate extreme inequality
is one of the most efficient routes for overcom-
ing extreme poverty, enhancing the welfare of
society and accelerating progress towards the
MDGs.

The MDGs themselves are a vital statement
of international purpose rooted in a commit-
ment to basic human rights. These rights—to
education, to gender equality, to survival in
childhood and to a decent standard of living—
are universal in nature. That is why progress to-
wards the MDGs should be for all people, re-
gardless of their household income, their gender
or their location. However, governments mea-
sure progress by reference to national averages.
These averages can obscure deep inequalities in
progress rooted in disparities based on wealth,
gender, group identity and other factors.

As shown in this Report, failure to tackle
extreme inequalities is acting as a brake on
progress towards achieving the MDGs. On
many of the MDGs the poor and disadvan-
taged are falling behind. Cross-country analy-
sis suggests that child mortality rates among
the poorest 20% of the population are falling
at less than one-half of the world average. Be-
cause the poorest 20% account for a dispro-
portionately large share of child mortality, this
is slowing the overall rate of progress towards
achieving the MDGs. Creating the conditions
under which the poor can catch up as part of an

The MDG target for reducing
child mortality will be missed
by 4.4 million avoidable

child deaths in 2015
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Some 130,000 young Indian
lives are lost each year
because of the disadvantage
associated with being born

with two X chromosomes

overall human development advance would give
adynamic new impetus to the MDGs. It would
also address a cause of social injustice.

Multiple and interlocking layers of inequal-
ity create disadvantages for people throughout
their lives. Income inequality is increasing in
countries that account for more than 80% of
the world’s population. Inequality in this di-
mension matters partly because of the link be-
tween distribution patterns and poverty levels.
Average income is three times higher in high-
inequality and middle-income Brazil than in
low-inequality and low-income Viet Nam. Yet
the incomes of the poorest 10% in Brazil are
lower than those of the poorest 10% in Viet
Nam. High levels of income inequality are bad
for growth, and they weaken the rate at which
growth is converted into poverty reduction:
they reduce the size of the economic pie and the
size of the slice captured by the poor.

Income inequalities interact with other
life chance inequalities. Being born into a poor
household diminishes life chances, in some
cases in a literal sense. Children born into the
poorest 20% of houscholds in Ghana or Sen-
egal are two to three times more likely to die
before age 5 than children born into the richest
20% of houscholds. Disadvantage tracks people
through their lives. Poor women are less likely
to be educated and less likely to receive antena-
tal care when they are pregnant. Their children
are less likely to survive and less likely to com-
plete school, perpetuating a cycle of deprivation
that is transmitted across generations. Basic life
chance inequalities are not restricted to poor
countries. Health outcomes in the United
States, the world’s richest country, reflect deep
inequalities based on wealth and race. Regional
disparities are another source of inequality.
Human development fault lines separate rural
from urban and poor from rich regions of the
same country. In Mexico literacy rates in some
states are comparable to those in high-income
countries. In the predominantly rural indig-
enous municipalities of southern poverty belt
states like Guerrero literacy rates for women
approximate those in Mali.

Gender is one of the world’s strongest mark-
ers for disadvantage. This is especially the case
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in South Asia. The large number of “missing
women” in the region bears testimony to the
scale of the problem. Disadvantage starts at
birth. In India the death rate for children ages
1-5 is 50% higher for girls than for boys. Ex-
pressed differently, 130,000 young lives are lost
cach year because of the disadvantage associ-
ated with being born with two X chromosomes.
In Pakistan gender parity in school attendance
would give 2 million more girls the chance of
an education.

Reducing inequality in the distribution of
human development opportunities is a public
policy priority in its own right: it matters for
intrinsic reasons. It would also be instrumen-
tal in accelerating progress towards the MDGs.
Closing the gap in child mortality between the
richest and poorest 20% would cut child deaths
by almost two-thirds, saving more than 6 mil-
lion lives a year—and putting the world back on
track for achieving the MDG target of a two-
thirds reduction in child death rates.

More equitable income distribution would
act as a strong catalyst for accelerated poverty
reduction. We use household income and ex-
penditure surveys to simulate the effect of a
growth pattern in which people in poverty cap-
ture twice the share of future growth as their
current share in national income. For Brazil
this version of pro-poor growth shortens the
time horizon for halving poverty by 19 years;
for Kenya, by 17 years. The conclusion: when it
comes to income poverty reduction, distribu-
tion matters as well as growth. That conclusion
holds as much for low-income countries as for
middle-income countries. Without improved
income distribution Sub-Saharan Africa would
require implausibly high growth rates to halve
poverty by 2015. It might be added to this con-
sideration that a demonstrated commitment
to reduce inequality as part of a wider poverty
reduction strategy would enhance the case for
aid among the public in donor countries.

Scaling up national simulation exercises
using a global income distribution model high-
lights the potential benefits of reduced inequal-
ity for global poverty reduction. Using such a
model, we ask what would happen if people liv-
ing on less than $1 a day were to double their



share of future growth. The result: a decline of
one-third—or 258 million people—in the pro-
jected number of people living on less than $1
aday by 2015.

Exercises such as these describe what out-
comes are possible. Working towards these
outcomes will require new directions in public
policy. Far more weight should be attached to
improving the availability, accessibility and af-
fordability of public services and to increasing
poor people’s share of the growth. There is no
single blueprint for achieving improved out-
comes on income distribution. For many coun-
tries, especially in Sub-Saharan Africa, measures
are needed to unlock the productive potential of
smallholder agriculture and rural areas. More
universally, education is one of the keys to greater
equity. Socially transformative fiscal policies that
provide security and equip the poor with the as-
sets needed to escape poverty are also vital.

None of this implies that achieving greater
equity in human development is easy. Extreme
inequalities are rooted in power structures that
deprive poor people of market opportunities,
limit their access to services and—crucially—
deny them a political voice. These pathologies
of power are bad for market-based development
and political stability—and a barrier to achiev-
ing the MDGs.

International aid—increasing the
quantity, improving the quality

International aid is one of the most effective
weapons in the war against poverty. Today, that
weapon is underused, inefliciently targeted and
in need of repair. Reforming the international
aid system is a fundamental requirement for
getting back on track for the MDGs.

Aid is sometimes thought of in rich coun-
tries as a one-way act of charity. That view is
misplaced. In a world of interconnected threats
and opportunities aid is an investment as well
asa moral imperative—an investment in shared
prosperity, collective security and a common fu-
ture. Failure to invest on a sufficient scale today
will generate costs tomorrow.

Development assistance is at the heart of
the new partnership for development set out in

the Millennium Declaration. As in any part-
nership there are responsibilities and obliga-
tions on both sides. Developing countries have
a responsibility to create an environment in
which aid can yield optimal results. Rich coun-
tries, for their part, have an obligation to act on
their commitments.

There are three conditions for effective aid.
First, it has to be delivered in sufficient quan-
tity to support human development take-off.
Aid provides governments with a resource for
making the multiple investments in health,
education and economic infrastructure needed
to break cycles of deprivation and support eco-
nomic recovery—and the resource needs to be
commensurate with the scale of the financing
gap. Second, aid has to be delivered on a pre-
dictable, low transaction cost, value for money
basis. Third, effective aid requires “country
ownership”. Developing countries have primary
responsibility for creating the conditions under
which aid can yield optimal results. While there
has been progress in increasing the quantity and
improving the quality of aid, none of these con-
ditions has yet been met.

When the Millennium Declaration was
signed, the development assistance glass was
three-quarters empty—and leaking. During
the 1990s aid budgets were subject to deep cuts,
with per capita assistance to Sub-Saharan Af
rica falling by one-third. Today, the aid financ-
ingglass isapproachinghalf full. The Monterrey
Conference on Financing for Development in
2001 marked the beginning of a recovery in aid.
Since Monterrey, aid has increased by 4% a year
in real terms, or $12 billion (in constant 2003
dollars). Rich countries collectively now spend
0.25% of their gross national income (GNT)
on aid—lower than in 1990 but on an upward
trend since 1997. The European Union’s com-
mitment to reach a 0.51% threshold by 2010 is
especially encouraging.

However, even if projected increases are de-
livered in full, there remains a large aid shortfall
for financing the MDGs. That shortfall will in-
crease from $46 billion in 2006 to $52 billion
in 2010. The financing gap is especially large
for Sub-Saharan Africa, where aid flows need
to double over five years to meet the estimated

International aid is one of
the most effective weapons

in the war against poverty
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Tied aid remains one
of the most egregious
abuses of poverty-focused

development assistance

costs of achieving the MDGs. Failure to close
the financing gap through a step increase in
aid will prevent governments from making the
investments in health, education and infra-
structure needed to improve welfare and sup-
port cconomic recovery on the scale required to
achieve the MDGs.

While rich countries publicly acknowledge
the importance of aid, their actions so far have
not matched their words. The G-8 includes three
countries—Italy, the United States and Japan—
with the lowest shares of aid in GNI among the
22 countries on the Organisation for Economic
Co-operation and Development’s Development
Assistance Committee. On a more positive note
the United States, the world’s largest aid donor,
has increased aid by $8 billion since 2000 and
is now the world’s largest donor to Sub-Saharan
Africa. The setting of more ambitious targets is
another welcome development. However, do-
nors do not have a good record in acting on aid
targets—and some major donors have failed to
move from setting targets to making concrete
and binding budget commitments. The next 10
years will have to mark a distinct break from the
past 15 years if the MDGs are to be achieved.
Since 1990 increased prosperity in rich coun-
tries has done little to enhance generosity: per
capita income has increased by $6,070, while
per capita aid has fallen by $1. Such figures sug-
gest that the winners from globalization have
not prioritized help for the losers, even though
they would gain from doing so.

The chronic underfinancing of aid reflects
skewed priorities in public spending. Collec-
tive security depends increasingly on tackling
the underlying causes of poverty and inequal-
ity. Yet for every $1 that rich countries spend
on aid they allocate another $10 to military
budgets. Just the increase in military spending
since 2000, if devoted to aid instead, would be
sufficient to reach the long-standing UN target
of spending 0.7% of GNT on aid. Failure to look
beyond military security to human security is
reflected in underinvestments in addressing
some of the greatest threats to human life. Cur-
rent spending on HIV/AIDS, a disease that
claims 3 million lives a year, represents three

day’s worth of military spending.
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Questions are sometimes raised about
whether the MDGs are affordable. Ultimately,
what is affordable is a matter of political priori-
ties. But the investments needed are modest by
the scale of wealth in rich countries. The $7 bil-
lion needed annually over the next decade to
provide 2.6 billion people with access to clean
water is less than Europeans spend on perfume
and less than Americans spend on elective cor-
rective surgery. This is for an investment that
would save an estimated 4,000 lives each day.

Donors have acknowledged the importance
of tackling problems in aid quality. In March
2005 the Paris Declaration on Aid Effective-
ness set out important principles for donors to
improve aid effectiveness, along with targets for
monitoring progress on new practices. Coordi-
nation is improving, there is less use of tied aid,
and more emphasis is being placed on country
ownership. But good practice lags far behind
declared principle. Aid delivery still falls far
short of pledges, undermining financial plan-
ning for poverty reduction. At the same time
the specific form that conditionality takes often
weakens national ownership and contributes to
disruptions in aid flows. Donor reluctance to
use national systems adds to transaction costs
and weakens national capacity.

Tied aid remains one of the most egregious
abuses of poverty-focused development assis-
tance. By linking development assistance to
the provision of supplies and services provided
by the donor country, instead of allowing aid
recipients to use the open market, aid tying
reduces value for money. Many donors have
been reducing tied aid, but the practice remains
widely prevalent and underreported. We con-
servatively estimate the costs of tied aid for low-
income countries at $5—$7 billion. Sub-Saharan
Africa pays a “tied aid tax” of $1.6 billion.

In some areas the “new partnership” in aid
established at the Monterrey conference still
looks suspiciously like a repackaged version of
the old partnership. There is a continuing im-
balance in responsibilities and obligations. Aid
recipients are required to set targets for achiev-
ing the MDGs, to meet budget targets that are
monitored quarterly by the International Mon-
etary Fund (IMF), to comply with a bewildering



array of conditions set by donors and to deal
with donor practices that raise transaction costs
and reduce the value of aid. Donors, for their
part, do not set targets for themselves. Instead,
they offer broad, non-binding commitments on
aid quantity (most of which are subsequently
ignored) and even broader and vaguer commit-
ments to improve aid quality. Unlike aid re-
cipients, donors can break commitments with
impunity. In practice, the new partnership has
been a one-way street. What is needed is a genu-
ine new partnership in which donors as well as
recipients act on commitments to deliver on the
promise of the Millennium Declaration.

This year provides an opportunity to seal
that partnership and forge a new direction in
development assistance cooperation. Donor
countries need first to honour and then to
build on the commitments made at Monterrey.
Among the key requirements:

o Set a schedule for achieving the aid to GNI
ratio of 0.7% by 2015 (and keep to it). Do-
nors should set budget commitments at a
minimum level of 0.5% for 2010 to bring
the 2015 target within reach.

o Tuckle unsustainable debt. The G-8 summit
in 2005 produced a major breakthrough
on debt owed by the heavily indebted poor
countries (HIPCs). However, some prob-
lems remain, with a large number of low-in-
come countries still facing acute problems
in meeting debt service obligations. Final
closure of the debt crisis will require action
to extend country coverage and to ensure
that debt repayments are held to levels con-
sistent with MDG financing.

o Provide predictable, multiyear financing
through government programmes. Building
on the principles set out in the Paris Decla-
ration on Aid Effectiveness, donors should
set more ambitious targets for providing
stable aid flows, working through national
systems and building capacity. By 2010 at
least 90% of aid should be disbursed accord-
ing to agreed schedules through annual or
multiyear frameworks.

o Streamline conditionality. Aid conditional-
ity should focus on fiduciary responsibility
and the transparency of reporting through

national systems, with less emphasis on
wide-ranging macroeconomic targets and
a stronger commitment to building institu-
tions and national capacity.

e End tied aid. There is a simple method for
tackling the waste of money associated with
tied aid: stop it in 2006.

Trade and human development—
strengthening the links

Like aid, trade has the potential to be a power-
ful catalyst for human development. Under the
right conditions international trade could gen-
erate a powerful impetus for accelerated prog-
ress towards the MDGs. The problem is that
the human development potential inherent in
trade is diminished by a combination of unfair
rules and structural inequalities within and be-
tween countries.

International trade has been one of the most
powerful motors driving globalization. Trade
patterns have changed. There has been a sus-
tained increase in the share of developing coun-
tries in world manufacturing exports—and
some countries are closing the technology gap.
However, structural inequalities have persisted
and in some cases widened. Sub-Saharan Africa
has become increasingly marginalized. Today,
the region, with 689 million people, accounts
for a smaller share of world exports than Bel-
gium, with 10 million people. If Sub-Saharan
Africa enjoyed the same share of world exports
as in 1980, the foreign exchange gain would
represent about eight times the aid it received
in 2003. Much of Latin America is also falling
behind. In trade, as in other areas, claims that
global integration is driving a convergence of
rich and poor countries are overstated.

From a human development perspective
trade is a means to development, not an end
in itself. Indicators of export growth, ratios of
trade to GNT and import liberalization are not
proxies for human development. Unfortunately,
this is increasingly how they are treated. Partici-
pation in trade offers real opportunities for rais-
ing living standards. But some of the greatest
models of openness and export growth—Mex-
ico and Guatemala, for example—have been

Unlike aid recipients, donors
can break commitments

with impunity
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The world’s highest trade
barriers are erected against

some of its poorest countries

less successful in accelerating human develop-
ment. Export success has not always enhanced
human welfare on a broad front. The evidence
suggests that more attention needs to be paid
to the terms on which countries integrate into
world markets.

Fairer trade rules would help, especially
when it comes to market access. In most forms
of taxation a simple principle of graduation ap-
plies: the more you earn, the more you pay. Rich
country trade policies flip this principle on its
head. The world’s highest trade barriers are
erected against some of its poorest countries:
on average the trade barriers faced by develop-
ing countries exporting to rich countries are
three to four times higher than those faced by
rich countries when they trade with each other.
Perverse graduation in trade policy extends to
other areas. For example, the European Union
sets great store by its commitment to open
markets for the world’s poorest countries. Yet
its rules of origin, which govern eligibility for
trade preferences, minimize opportunities for
many of these countries.

Agricultureisaspecial concern. Two-thirds
of all people surviving on less than $1 a day live
and work in rural areas. The markets in which
they operate, their livelihoods and their pros-
pects for escaping poverty are directly affected
by the rules governing agricultural trade. The
basic problem to be addressed in the WTO ne-
gotiations on agriculture can be summarized
in three words: rich country subsidies. In the
last round of world trade negotiations rich
countries promised to cut agricultural sub-
sidies. Since then, they have increased them.
They now spend just over $1 billion a year on
aid for agriculture in poor countries, and just
under $1 billion a day subsidizing agricultural
overproduction at home—a less appropriate
ordering of priorities is difficult to imagine.
To make matters worse, rich countries’ sub-
sidies are destroying the markets on which
smallholders in poor countries depend, driv-
ing down the prices they receive and denying
them a fair share in the benefits of world trade.
Cotton farmers in Burkina Faso are competing
against US cotton producers who receive more
than $4 billion a year in subsidies—a sum that
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exceeds the total national income of Burkina
Faso. Meanwhile, the European Union’s ex-
travagant Common Agricultural Policy (CAP)
wreaks havoc in global sugar markets, while de-
nying developing countries access to European
markets. Rich country consumers and taxpay-
ers are locked into financing policies that are
destroying livelihoods in some of the world’s
poorest countries.

In some arcas WTO rules threaten to sys-
tematically reinforce the disadvantages faced
by developing countries and to further skew
the benefits of global integration towards devel-
oped countries. An example is the set of rules
limiting the scope for poor countries to develop
the active industrial and technology policies
needed to raise productivity and succeed in
world markets. The current WTO regime out-
laws many of the policies that helped East Asian
countries make rapid advances. WTO rules on
intellectual property present a twin threat: they
raise the cost of technology transfer and, poten-
tially, increase the prices of medicines, posing
risks for the public health of the poor. In the
WTO negotiations on services rich countries
have sought to create investment opportuni-
ties for companies in banking and insurance
while limiting opportunities for poor countries
to export in an area of obvious advantage: tem-
porary transfers of labour. It is estimated that a
small increase in flows of skilled and unskilled
labour could generate more than $150 billion
annually—a far greater gain than from liberal-
ization in other areas.

The Doha Round of WTO negotiations
provides an opportunity to start aligning multi-
lateral trade rules with a commitment to human
development and the MDGs. That opportunity
has so far been wasted. Four years into the talks
and nothing of substance has been achieved.
The unbalanced agenda pursued by rich coun-
tries and failure to tackle agricultural subsidies
are at the core of the problem.

Even the best trade rules will not remove
some of the underlying causes of inequality
in world trade, however. Persistent problems
such as weak infrastructure and limited sup-
ply capacity need to be addressed. Rich coun-
tries have developed a “capacity-building” aid



agenda. Unfortunately, there is an unhealthy
concentration on building capacity in areas
that rich countries consider strategically useful.
Some long-standing problems do not even fig-
ure on the international trade agenda. The deep
crisis in commodity markets, especially coffee,
is an example. In Ethiopia falling prices since
1998 have reduced the average annual income
of coffee-producing houscholds by about $200.

The emergence of new trading structures
poses new threats to more equitable trade in
agriculture. Supermarket chains have become
gatckeepers to agricultural markets in rich
countries, linking producers in developing
countries to consumers in rich countries. But
smallholder farmers are excluded by the pur-
chasing practices of some supermarkets, weak-
ening the links between trade and human de-
velopment. Creating structures to facilitate the
entry of small farmers into global marketing
chains on more equitable terms would enable
the private sector to play a crucial role in the
global fight against poverty.

Strengthening the connection between
trade and human development is a long-haul
exercise. The Doha Round remains an oppor-
tunity to start that exercise—and to build the
credibility and legitimacy of the rules-based
trading system. Viewed in a broader context the
round is too important to fail. Building shared
prosperity requires multilateral institutions
that not only advance the public good, but are
seen to operate in a fair and balanced way.

The WTO ministerial meeting planned for
December 2005 provides an opportunity to
address some of the most pressing challenges.
While many of the issues are technical, the
practical requirement is for a framework under
which WTO rules do more good and less harm
for human development. It would be unrealis-
tic to expect the Doha Round to correct all of
the imbalances in the rules—but it could set the
scene for future rounds aimed at puttinghuman
developmentat the heart of the multilateral sys-
tem. Among the key benchmarks for assessing
the outcome of the Doha Round:

o  Deep cuts in rich country government support

Sfor agriculture and a prohibition on export

subsidies. Agricultural support, as measured

by the producer support estimates of the
OECD, should be cut to no more than 5%—
10% of the value of production, with an im-
mediate prohibition on direct and indirect
export subsidies.

o Deep cuts in barriers to developing coun-
try exports. Rich countries should set their
maximum tariffs on imports from devel-
oping countries at no more than twice the
level of their average tariffs, or 5%—-6%.

o Compensation for countries losing prefer-
ences. While rich country preferences for
some developing country imports deliver
limited benefits in the aggregate, their with-
drawal has the potential to cause high levels
of unemployment and balance of payments
shocks in particular cases. A fund should be
created to reduce the adjustment costs fac-
ing vulnerable countries.

o Protection of the policy space for human de-
velopment. Multilateral rules should not
impose obligations that are inconsistent
with national poverty reduction strategies.
These strategies should incorporate best in-
ternational practices adapted for local con-
ditions and shaped though democratic and
participative political processes. In particu-
lar, the right of developing countries to pro-
tect agricultural producers against unfair
competition from exports that are subsi-
dized in rich countries should be respected
in WTO rules.

o A commitment to avoid “WTO plus” ar-
rangements in regional trade agreements.
Some regional trade agreements impose ob-
ligations that go beyond WTO rules, espe-
cially in areas such as investment and intel-
lectual property. It is important that these
agreements not override national policies
developed in the context of poverty reduc-
tion strategies.

° Reﬁ)msing of services negotiations on tempo-
rary movements of labour. In the context of
a development round less emphasis should
be placed on rapidly liberalizing finan-
cial sectors and more on creating rules al-
lowing workers from developing countries
improved access to labour markets in rich

countries.

OECD agricultural support
should be no more than

5%-10% of production value
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The interaction between
poverty and violent conflict
in many developing
countries is destroying lives

on an enormous scale

Violent conflict as a barrier to
progress

In 1945 US Secretary of State Edward R. Stet-
tinius identified the two fundamental com-
ponents of human security and their connec-
tions: “The battle of peace has to be fought on
two fronts. The first front is the security front,
where victory spells freedom from fear. The sec-
ond is the economic and social front, where vic-
tory means freedom from want. Only victory
on both fronts can assure the world of an en-
during peace.” It was this reasoning that led the
United States to play a central role in founding
the United Nations.

Sixty years later, and more than a decade
after the end of the cold war appeared to mark
the start of a new era of peace, security concerns
again dominate the international agenda. As
the UN Secretary-General’s report In Larger
Freedom argues, we live in an age when the le-
thal interaction of poverty and violent conflict
poses grave threats not just to the immediate
victims but also to the collective security of the
international community.

For many people in rich countries the con-
cept of global insecurity is linked to threats
posed by terrorism and organized crime. The
threats are real. Yet the absence of freedom
from fear is most marked in developing coun-
tries. The interaction between poverty and
violent conflict in many developing countries
is destroying lives on an enormous scale—and
hampering progress towards the MDGs. Fail-
ure to build human security by ending this
interaction will have global consequences. In
an interdependent world the threats posed by
violent conflict do not stop at national borders,
however heavily defended they may be. Devel-
opment in poor countries is the front line in the
battle for global peace and collective security.
The problem with the current battle plan is an
overdeveloped military strategy and an under-
developed strategy for human security.

The nature of conflict has changed. The
twenticth century, the bloodiest in human
history, was defined first by wars between
countries and then by cold war fears of violent
confrontation between two superpowers. Now
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these fears have given way to fears of local and
regional wars fought predominantly in poor
countries within weak or failed states and with
small arms as the weapon of choice. Most of
the victims in today’s wars are civilians. There
are fewer conflicts in the world today than in
1990, but the share of those conflicts occurring
in poor countries has increased.

The human development costs of violent
conflict are not sufficiently appreciated. In the
Democratic Republic of the Congo deaths at-
tributable directly or indirectly to conflict exceed
the losses sustained by Britain in the First World
War and Second World War combined. In the
Darfur region of Sudan nearly 2 million people
have been displaced because of conflict. The im-
mediate victims of these and other conflicts pe-
riodically make it into the international media
spotlight. But the long-run human development
impact of violent conflict is more hidden.

Conflict undermines nutrition and public
health, destroys education systems, devastates
livelihoods and retards prospects for economic
growth. Of the 32 countries in the low human
development category as measured by the HDI,
22 have experienced conflict at some time since
1990. Countries that have experienced violent
conflict are heavily overrepresented among the
group of countries that are off track for the
MDGs in our projections for 2015. Of the 52
countries that are reversing or stagnating in
their attempts to reduce child mortality, 30 have
experienced conflict since 1990. The immen-
sity of these costs makes its own case for con-
flict prevention, conflict resolution and post-
conflict reconstruction as three fundamental
requirements for building human security and
accelerating progress towards the MDGs.

Part of the challenge posed by human inse-
curity and violent conflict can be traced to weak,
fragile and failing states. Compounded failures
to protect people against security risks, to pro-
vide for basic needs and to develop political in-
stitutions perceived as legitimate are standing
features of conflict-prone states. In some cases
deep horizontal inequalities between regions or
groups are a catalyst for violence. External fac-
tors also play a role. The “failure” of states such
as Afghanistan and Somalia was facilitated by



the willingness of external powers to intervene
in pursuit of their own strategic goals. Imports
of weapons and the capture by narrow interest
groups of the flows of finance from the sale of
natural resources help to sustain and intensify
conflict. Political leadership in conflict-prone
states is a necessary condition for change, but
not a sufficient one. Rich countries also need to
provide leadership.

New approaches to aid are a starting point.
Weak and fragile states are not just underaided
in relation to their ability to use finance effec-
tively, but they are also subjected to high levels
of unpredictability in aid flows. Evidence sug-
gests that aid flows are 40% lower than would
be justified by the institutions and policy envi-
ronment. The nature and sequencing of aid is
another problem. Too often donors make large
commitments of humanitarian aid in imme-
diate post-conflict periods without following
through to support economic recovery in sub-
sequent years.

Mineral and other natural resource exports
do not create violent conflict. Neither do small
arms. But markets for natural resources and
small arms can provide the means to sustain
violent conflict. From Cambodia to Afghani-
stan and countries in West Africa exports of
gems and timber have helped finance con-
flict and weaken state capacity. Certification
schemes can close off opportunities for export,
as demonstrated by the Kimberley certifica-
tion process for diamonds. Small arms claim
more than 500,000 lives a year, the majority of
them in the world’s poorest countries. Yet in-
ternational efforts to control the deadly trade
in small arms have had limited impact. Enforce-
ment remains weak, adherence to codes is vol-
untary, and large legal loopholes enable much
of the trade to escape regulation.

One of the most effective ways in which rich
countries could address the threats to human
development posed by violent conflict is by sup-
porting regional capacity. The crisis in Darfur
could have been diminished, if not averted,
by the presence of a sufficiently large and well
equipped African Union peacekeeping force—
especially if that force had a strong mandate
to protect civilians. During the peak of the

crisis there were fewer than 300 Rwandan and
Nigerian troops monitoring what was happen-
ing to 1.5 million Darfuris in an area the size
of France. Building regional capacity, in areas
from the creation of effective carly warning
systems to intervention, remains a pressing re-
quirement for human security.

If prevention is the most cost-effective route
for addressing the threats posed by violent con-
flict, seizing opportunities for reconstruction
runs a close second. Peace settlements are often
a prelude to renewed violence: half of all coun-
tries coming out of violent conflict revert to war
within five years. Breaking this cycle requires a
political and financial commitment to provide
security, oversee reconstruction and create the
conditions for the development of competitive
markets and private sector investment over the
long haul. That commitment has not always
been in evidence.

While the MDGs have provided a focus
for progress towards “freedom from want”, the
world still lacks a coherent agenda for extend-
ing “freedom from fear”. As the UN Secretary-
General’s report In Larger Freedom has argued,
there is an urgent need to develop a collective
security framework that goes beyond military
responses to the threats posed by terrorism, to
a recognition that poverty, social breakdown
and civil conflict form core components of the
global security threat. Among the key require-
ments for reducing that threat:

o A new deal on aid. Starving conflict-prone
or post-conflict states of aid is unjustified.
It is bad for human security in the coun-
tries concerned—and it is bad for global se-
curity. As part of the wider requirement to
achieve the aid target of 0.7% of GNI, do-
nors should commit themselves to a greater
aid effort, with greater predictability of aid
through long-term financing commitments.
Donors should be more transparent about
the conditions for aid allocations and about
their reasons for scaling down investments
in conflict-prone countries.

o Greater transparency in resource manage-
ment. As parties to the natural resource mar-
kets that help finance conflict and, in some
cases, undermine accountable government,

Starving conflict-prone
states of aid is bad

for global security
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transnational companies involved in min-
eral exporting should increase transparency.
The international legal framework proposed
by the UK-sponsored Commission for Af
rica to allow for the investigation of cor-
rupt practices by transnational companies
overseas—as already practised under US
law—should be developed as a priority.

o Cutting the flow of small arms. The 2006
Small Arms Review Conference provides
an opportunity to agree on a comprehensive
arms trade treaty to regulate markets and
curtail supplies to areas of violent conflict.

e Building regional capacity. For Sub-Saharan
Africaan immediate priority is the develop-
ment, through financial, technical and lo-
gistical support, of a fully functioning Afri-
can Union standby peacekeeping force.

o Building international coberence. The UN
Secretary-General’s report calls for the cre-
ation of an International Peace-Building
Commission to provide a strategic frame-
work for an integrated approach to col-
lective security. As part of that approach a
global fund should be created to finance on
a long-term and predictable basis immedi-
ate post-conflict assistance and the transi-
tion to long-term recovery.

When historians of human development look
back at 2005, they will view it as a turning

point. The international community has an
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unprecedented opportunity to put in place the
policies and resources that could make the next
decade a genuine decade for development. Hav-
ing set the bar in the Millennium Declaration,
the world’s governments could set a course that
will reshape globalization, give renewed hope to
millions of the world’s poorest and most vulner-
able people and create the conditions for shared
prosperity and security. The business as usual
alternative will lead towards a world tarnished
by mass poverty, divided by deep inequalities
and threatened by shared insecurities. In rich
and poor countries alike future generations will
pay a heavy price for failures of political leader-
ship at this crossroads moment at the start of
the twenty-first century.

This Report provides a basis for consider-
ing the scale of the challenge. By focusing on
three pillars of international cooperation it
highlights some of the problems that need to
be tackled and some of the critical ingredients
for achieving success. What is not in doubt is
the simple truth that, as a global community,
we have the means to eradicate poverty and
to overcome the deep inequalities that divide
countries and people. The fundamental ques-
tion that remains to be answered five years
after the Millennium Declaration was signed
is whether the world’s governments have the
resolve to break with past practice and act on
their promise to the world’s poor. If ever there
was a moment for decisive political leadership
to advance the shared interests of humanity,
that moment is now.






“The test of our progress is
not whether we add more to
the abundance of those who
have much; it is whether we
provide enough for those
who have too little.”




CHAPTER

“We have a collective
responsibility to uphold
the principles of human

dignity, equality and equity
at the global level. As
leaders we have a duty
therefore to all the world’s
people, especially the most
vulnerable and, in particular,
the children of the world, to

whom the future belongs.”

Millennium Declaration, 20002

The state of human development

Sixty years ago the UN Charter pledged to free future generations from the scourge
of war, to protect fundamental human rights and “to promote social progress and
better standards of life in larger freedom”. At the start of the new millennium the
world’s governments renewed that pledge. The Millennium Declaration, adopted
in 2000, sets out a bold vision for “larger freedom” in the twenty-first century. That
vision holds out the promise of a new pattern of global integration built on the
foundations of greater equity, social justice and respect for human rights. The Mil-
lennium Development Goals (MDGs), a set of time-bound and quantified targets
for reducing extreme poverty and extending universal rights by 2015, provide the

benchmarks for measuring progress. More fundamentally, they reflect the shared

aspirations of the global human community in a period of sweeping change.

This year marks the start of the 10-year count-
down to the 2015 target date for achieving the
MDGs. Today, the world has the financial,
technological and human resources to make a
decisive breakthrough in human development.
But if current trends continue, the MDGs will
be missed by a wide margin. Instead of seizing
the moment, the world’s governments are stum-
bling towards a heavily sign-posted and easily
avoidable human development failure—a fail-
ure with profound implications not just for the
world’s poor but for global peace, prosperity
and security.

Fifteen years after the launch of the first
Human Development Report, this year’s Report
starts by looking at the state of human devel-
opment. Writing in that first report, Mahbub
ul Haq looked forward to a decade of rapid
advance: “The 1990s”, he wrote, “are shaping
up as the decade for human development, for
rarely has there been such a consensus on the
real objectives of development strategies.”
Since those words were written a great deal has

been achieved. Much of the developing world

has experienced rapid social progress and rising
living standards. Millions have benefited from
globalization. Yet the human development ad-
vances fall short of those anticipated in Human
Development Report 1990—and far short of
what was possible.

Viewed from the perspective of 2015, there
is a growing danger that the next 10 years—like
the past 10—will go down in history not as a
decade of accelerated human development, but
asadecade of lost opportunity, half-hearted en-
deavour and failed international cooperation.
This year marks a crossroads. The international
community can either allow the world to con-
tinue on its current human development path,
or it can change direction and put in place the
policies needed to turn the promise of the Mil-
lennium Declaration into practical outcomes.

The consequences of continuing down the
current path should not be underestimated.
Using country-level trend data, we estimate the
human cost gaps in 2015 between MDG targets
and predicted outcomes if current trends con-

tinue. Among the headlines:
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The MDG target for
reducing child mortality
will be missed, with the

margin equivalent to
more than 4.4 million

avoidable deaths in 2015

e The MDG target for reducing child mor-
tality will be missed, with the margin
equivalent to more than 4.4 million avoid-
able deaths in 2015. Over the next 10 years
the cumulative gap between the target and
the current trend adds more than 41 mil-
lion children who will die before their fifth
birthday from the most readily curable of all
diseases—poverty. This is an outcome that
is difficult to square with the Millennium
Declaration’s pledge to protect the world’s
children.

e The gap between the MDG target for halv-
ing poverty and projected outcomes is equiv-
alent to an additional 380 million people in
developing countries living on less than $1
aday by 2015.

e The MDG target of universal primary edu-
cation will be missed on current trends, with
47 million children in developing countries
still out of school in 2015.

Statistics such as these should be treated
with caution. Projections based on past trends
provide insights into one set of possible out-
comes. They do not define the inevitable. As
the financial market dictum puts it, past per-
formance is not a guide to future outcomes. In
the case of the MDGs, that is unambiguously
good news. There is still time to get back on
track—but time is running out. As the UN
Secretary-General has said: “The MDGs can

be met by 2015—Dbut only if all involved break
with business as usual and dramatically acceler-
ate and scale up action now.™

The first section of this chapter is a brief
overview of the progress and setbacks in human
development over the past decade and a half. It
highlights the great reversal in human develop-
mentinflicted on many countries by HIV/AIDS,
and the slowdown in progress on child mortal-
ity. Uneven progress across countries and re-
gions has been accompanied by a divergence in
human development in some key areas, with in-
equalities widening. The second section of the
chapter turns to the MDGs. The limited—and
slowing—advances in human development
achieved over the past decade have a direct bear-
ing on prospects for achieving the MDGs. Aver-
age incomes in developing countries have been
growing far more strongly since 1990. Yet this
income growth has not put the world on track
for the MDGs—most of which will be missed
in most countries. Part of the problem is that
growth has been unequally distributed between
and within countries. The deeper problem is
that increased wealth is not being converted
into human development at the rate required
to bring the MDGs within reach. Our country-
level data projections set out one possible set of
outcomes that will follow if the world remains
on the business-as-usual trajectory that the UN
Secretary-General has warned against.

Progress and sethacks in human development

Human development is about freedom. It is
about building human capabilities—the range
of things that people can do, and what they
can be. Individual freedoms and rights matter
a great deal, but people are restricted in what
they can do with that freedom if they are poor,
ill, illiterate, discriminated against, threatened
by violent conflict or denied a political voice.
That is why the “larger freedom” proclaimed
in the UN Charter is at the heart of human
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development. And that is why progress towards
the MDGs provides a litmus test for progress in
human development. There is more to human
development than the MDGs themselves—and
many of the MDG targets reflect a modest level
of ambition. But failure on the MDGs would
represent a grave setback.

The most basic capabilities for human de-
velopment are leading a long and healthy life,
being educated and having adequate resources



for a decent standard of living. Other capabili-
ties include social and political participation in
society. In this section we look at the record of
human development over the past decade—a
period of deepening global integration.

The era of globalization has been marked
by dramatic advances in technology, trade and
investment—and an impressive increase in
prosperity. Gains in human development have
been less impressive. Large parts of the develop-
ing world are being left behind. Human devel-
opment gaps between rich and poor countries,
already large, are widening. Meanwhile, some
of the countries most widely cited as examples
of globalization “success stories” are finding it
harder to convert rising prosperity into human
development. Progress in reducing child mor-
tality, one of the most basic of human develop-
ment indicators, is slowing, and the child death
gap between rich and poor countries is widen-
ing. For all of the highly visible achievements,
the reach of globalization and scientific ad-
vance falls far short of ending the unnecessary
suffering, debilitating diseases and death from
preventable illness that blight the lives of the
world’s poor people.

Advances in human development—
a global snapshot

Lookingback over the past decade the long-run
trend towards progress in human development
has continued. On average, people born in a
developing country today can anticipate being
wealthier, healthier and better educated than
their parents’ generation. They are also more
likely to live in a multiparty democracy and less
likely to be affected by conflict.

In alittle more than a decade average life ex-
pectancy in developing countries has increased
by two years. On this indicator human devel-
opment is converging: poor countries are catch-
ing up with rich ones (figure 1.1). Increased life
expectancy is partly a product of falling child
death rates (figure 1.2). Today, there are 2 mil-
lion fewer child deaths than in 1990, and the
chance of a child reaching age 5 has increased
by about 15%. Improvements in access to water
and sanitation have contributed by reducing the
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threat of infectious disease. Another 1.2 billion
people have gained access to clean water over
the past decade. The rapid scale-up in global
immunization since 2001 through the Global
Alliance for Vaccines and Immunization has
also brought down the death toll, saving an es-
timated half a million lives.
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Advances in education have been equally
impressive. There are still 800 million people in
the world lacking basic literacy skills. Women
account disproportionately for two-thirds of
the total. Even so, literacy levels in developing
countries have increased from 70% to 76% over
the past decade, and the gender gap is narrow-
ing. Illiteracy today reflects past deficits in ac-
cess to education. These deficits are shrinking,
Compared with the position in 1990, there are
30 million fewer primary school-age children
out of school, and the average number of years
in school has climbed by half a year. The gender
gaps in primary school enrolment, admittedly
a limited indicator for gender equity, have nar-
rowed, though girls still account for more than
half of children out of school.

Extreme income poverty has been falling.
Legitimate concerns have been raised about the
use of the $1 a day poverty line to chart cross-
country trends—and extreme caution is merited
in using this indicator.® Measurement problems
aside, poverty is a dynamic process that can only
be partially captured by static indicators. But
the trend points in a positive direction. Extreme
poverty fell from 28% in 1990 to 21% today—a
reduction in absolute numbers of about 130 mil-
lion people.” Economic growth is one of the
obvious requirements for accelerated income
poverty reduction and sustained human devel-
opment. Here, too, the headline news story is
encouraging. Average per capita income growth
in developing countries in the 1990s was 1.5%,
almost three times the rate in the 1980s.% Since
2000, average per capita income growth in devel-
oping countries has increased to 3.4%—double
the average for high-income countries. After
two decades of declining average income, Sub-
Saharan Africa has posted an increase of 1.2% a
year since 2000. It is too early to treat this recov-
ery as a turning point, but there are encouraging
signs that growth may be taking root in a grow-
ing number of countries in the region.

Conflict is a less obvious good news story.
Since 1990 the world has witnessed genocide
in Rwanda, violent civil wars in the heart of
Europe, wars in Afghanistan and Iraq and set-
backs in the Middle East. The conflict in the
Democratic Republic of the Congo has claimed
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almost 4 million lives—the greatest death toll
since the Second World War. In Sudan a peace
settlement in one of Africa’s longest running
civil wars served as a prelude to a new humani-
tarian crisis in Darfur, with more than 1 mil-
lion people displaced. New threats to collective
security have emerged. Yet despite the chal-
lenges posed for human development by violent
conflict, there is some positive news. The num-
ber of conflicts has fallen since 1990. The last 15
years have seen many civil wars ended through
negotiation under UN auspices. From Timor-
Leste to Afghanistan, El Salvador and Sierra
Leone peace has brought new opportunities for
human development and democracy. Violent
conflict poses one of the greatest barriers to ac-
celerated human development. But the barrier
can be lowered.

Progress towards democracy also has been
mixed. Democracy is a fundamental aspect of
human development. It is both intrinsically
valuable, and therefore a human development
indicator in its own right, and a means towards
wider human development goals. Measuring
progress is inherently difficult. Multiparty elec-
tions—now the world’s preferred form of gov-
ernance—are one condition. An independent
judiciary, constraints on executive power, free-
dom of the press and respect for human rights
give substance to the form of electoral choice. By
the Polity indicator of democracy, a composite
benchmark, the share of the world’s countries
with multiparty electoral systems that meet
wider criteria for democracy has risen since
1990 from 39% to 55% (figure 1.3). This rep-
resents an increase of 1.4 billion people living
under multiparty democracy.” More than two-
thirds of Africans now live in countries with
democratic multiparty election systems—and
African governments themselves took the lead
in opposing an anti-democratic coup in Togo.

However, multiparty clections are not a
sufficient condition for democracy—and even
on this measure the glass is almost half empty.
Multiparty elections are largely absent from the
Middle East, though countries such as Egyptand
Jordan are increasing the democratic space for
electoral politics. Of the world’s two most pop-
ulous countries, India is a thriving democracy,



but in China political reforms have lagged be-
hind economic reforms. Many countries with
multiparty elections, notably some countries
of the former Soviet Union, are democracies in
name and electoral autocracies in practice, with
political leaders seen by their people as corrupt,
tyrannical and predatory. Multiparty elections
can provide a smokescreen that obscures over-
bearing executive power, limitations on press
freedom and human rights abuses that strip de-
mocracy of its meaning. In some countries pub—
lic protest has been a powerful antidote to such
practices. During 2004 and 2005 long-serving
presidents were driven from power in Georgia,
Ukraine and Kyrgyzstan by public protest over
perceived abuses of democratic process.

The scale of the human development gains
registered over the past decade should not be
underestimated—nor should it be exaggerated.
Part of the problem with global snapshots is
that they obscure large variations across and
within regions. They also hide differences across
dimensions of human development. Progress
towards human development has been uneven
across and within regions and across different

dimensions.

Progress viewed through the
human development index

The human development index (HDI) is a com-
posite indicator. It covers three dimensions of
human welfare: income, education and health.
Its purpose is not to give a complete picture of
human development but to provide a measure
that goes beyond income. The HDI is a barom-
eter for changes in human well-being and for
comparing progress in different regions.

Over the last decade the HDI has been
rising across all developing regions, though at
variable rates and with the obvious exception
of Sub-Saharan Africa (figure 1.4). Amid the
overall progress, however, many countries suf-
fered unprecedented reversals. Eighteen coun-
tries with a combined population of 460 mil-
lion people registered lower scores on the HDI
in 2003 than in 1990 (table 1.1). (Only six coun-
tries suffered such reversals in the 1980s.) The
reversals have been heavily concentrated in two

Human development improving
in most regions

Human development index
1.000

High-income OECD

Central and Eastern
Europe and the CIS
Latin America &
the Caribbean

East Asia & the Pacific

.800

Arab States

.600 South Asia

Sub-Saharan Africa

N

400
1975 1985 1995 2003

Source: Calculated on the basis of data underlying indicator table 2.

105 | Countries experiencing

HDI reversal

1980-90 1990-2003
Congo, Dem. Rep. of the Botswana
Guyana Cameroon
Haiti Central African Republic
Niger Congo
Rwanda Congo, Dem. Rep. of the
Zambia Cote d’Ivoire
Kazakhstan?
Kenya
Lesotho

Moldova, Rep. of?
Russian Federation
South Africa
Swaziland
Tajikistan
Tanzania, U. Rep. of @
Ukraine®
Zambia
Zimbabwe

a. Country does not have HDI data for 1980-90, so drop may have begun before
1990.
Source: Indicator table 2.

regions. Twelve of the countries with reversals
arein Sub-Saharan Africa. Just over one-third of
Sub-Saharan Africa’s population—240 million
people—live in countries that have suffered
an HDI reversal. The former Soviet Union ac-
counts for the other six countries in which the
HDI slid backwards.
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HDI reversals are reflected in the relative
standing of countries. In Sub-Saharan Africa
the lethal interaction of economic stagnation,
slow progress in education and the spread of
HIV/AIDS has produced a free fall in HDI
ranking (box 1.1). Southern Africa accounts
for some of the steepest declines—a fall of 35
places for South Africa, 23 places for Zim-
babwe and 21 places for Botswana. Of the
countries of the former Soviet Union the big-
gest declines were in Tajikistan, which fell 21
places; Ukraine, 17 places; and the Russian
Federation, 15 places. The economic disrup-
tion that followed the disintegration of the
Soviet Union has been one of the two driv-
ers for decline in HDI ranking. The other is
a catastrophic drop in life expectancy. Russia

tell 48 places in world life expectancy ranking

from 1990 to 2003 (box 1.2).

m HIV/AIDS generates multiple human development reversals

Falling life expectancy is one indicator capturing the impact of HIV/AIDS. But the
epidemic is generating multiple human development reversals, extending beyond
health into food security, education and other areas.

HIV-affected households are trapped in a financial pincer as health costs rise
and incomes fall. Costs can amount to more than one-third of household income,
crowding out spending in other areas. In Namibia and Uganda studies have found
households resorting to distress sales of food and livestock to cover medical costs,
increasing their vulnerability. Meanwhile, HIV/AIDS erodes their most valuable
asset: their labour. In Swaziland maize production falls on average by more than
50% following an adult death from HIV/AIDS.

Beyond the household, HIV/AIDS is eroding the social and economic infrastruc-
ture. Health systems are suffering from a lethal interaction of two effects: attrition
among workers and rising demand. Already overstretched health infrastructures
are being pushed to the brink of collapse. For example, in Cote d’lvoire and Uganda
patients with HIV-related conditions occupy more than half of all hospital beds.

HIV/AIDS is eroding human capacity on a broad front. Zambia now loses two-
thirds of its trained teachers to HIV/AIDS, and in 2000 two in three agricultural ex-
tension workers in the country reported having lost a co-worker in the past year.

The spread of AIDS is a consequence as well as a cause of vulnerability.
HIV/AIDS suppresses the body’s immune system and leads to malnutrition. At the
same time, nutritional deficiencies hasten the onset of AIDS and its progression.
Women with HIV/AIDS suffer a loss of status. At the same time, gender inequality
and the subservient status of women are at the heart of power inequalities that
increase the risk of contracting the disease. Violence against women, especially
forced or coercive sex, is a major cause of vulnerability. Another is women’s weak
negotiating position on the use of condoms.

Source: Gillespie and Kadiyala 2005; Yamano and Jayne 2004; Carr-Hill 2004; Swaziland,
Ministry of Agriculture and Co-operatives and Business 2002.
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The relationship between wealth rank-
ing and HDI ranking varies across countries.
Bangladesh and China are two of the fastest
climbers in the HDI ranking. Since 1990 Ban-
gladesh has risen 14 places in the HDI ranking
but just 10 places in the global wealth ranking.
What this suggests is that social progress in
Bangladesh has outstripped economic advance
relative to the performance of other countries.
Conversely, China has continued its impressive
ascent of the HDI ranking, but economic ad-
vance has outpaced social advance. The country
has climbed 20 places in the HDI ranking and
32 places in the wealth ranking.

Simple decomposition of the HDI pro-
vides some insight into the underlying drivers
of change. From very different starting points
Bangladesh, China and Uganda have all in-
creased their HDI score by about 20% since
1990. In China economic growth has been the
biggest component in the change. In Bangla-
desh income growth was important, though far
less so than in China: average income increased
at about one-quarter of the rate for China.
However, Bangladesh achieved balanced ad-
vances across the three dimensions of the HDI,
registering stronger gains in life expectancy and
education than China did. In Uganda minimal
gains were achieved in life expectancy, with the
bulk of the HDI gain coming from progress in
school enrolment and, to a lesser extent, income.
The decomposition exercise is explained in more
detail in box 2 of Note on statistics.

Decomposition exercises raise important
issues for policy-makers. Progress in human
development requires advances across a broad
front: losses in human welfare linked to life ex-
pectancy, for example, cannot be compensated
for by gains in other areas such as income or edu-
cation. Moreover, gains in any one area are diffi-
cult to sustain in the absence of overall progress.
For example, poor health can constrain eco-
nomic growth and performance in education,
and slow growth reduces the resources available
for social investment. The HDI decomposition
exercises highlight the challenges facing differ-
ent groups of countries. For China the challenge
is to ensure that surging income growth is con-

verted into sustained progress in non-income
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Life expectancy at birth in the Russian Federation is among the lowest for industrial countries: 65
years compared with 79 years in Western Europe. Since the early 1990s there has been a marked
increase in male mortality over and above the historical trend. The number of additional deaths during
1992-2001 is estimated at 2.5-3 million. In the absence of war, famines or health epidemics there is
no recent historical precedent for the scale of the loss.

Mortality is higher among men than women, especially among single and less educated men. In
2003 life expectancy was 59 years for Russian men and 72 years for women, one of the widest gender
gaps in the world. If normal mortality ratios prevailed, 7 million more men would be alive in Russia.
Put differently, gender inequality reduces the overall population by about 5%.’

Looking at the immediate causes of death provides part of the explanation. Russia suffers from a
high incidence of cardiovascular disease, reflecting dietary and lifestyle factors. Alongside this “First
World” epidemic, the Russian Federation is increasingly marked by infectious disease problems, with
tuberculosis and HIV/AIDS growing threats. Homicide and suicide rates are high by industrial country
standards and increased in the 1990s, with both indicators closely associated with overconsumption
of alcohol.

Labour market restructuring, the deep and protracted economic recession of the 1990s and the
collapse of social provision may have increased the levels of psychosocial stress experienced by the
population. This was reflected in an increase in alcohol consumption and alcohol-related illness. At the
same time, there was an increase in violent crime linked to a breakdown in state institutions dealing with
law, order and security. Informal economic activity and contract enforcement through violence contrib-
uted to the decline in life expectancy: male homicide rates doubled in the first half of the 1990s.

Beyond violent crime and psychosocial stress the spread of preventable infectious diseases—
tuberculosis, acute intestinal infections and diphtheria, in particular—points to flaws in the healthcare
system. Public healthcare expenditure declined from 3.5% of GDP in 1997/98 to an average of 2.9%
during 1999-2001. Wealthier households made increasing recourse to new private health services,
but for many poorer families widespread demands for bribes and other informal payments put “free”
public healthcare out of reach.

Russian mortality trends pose one of the gravest human development challenges of the early
twenty-first century. Such an acute upsurge in mortality highlights the need for better research to
identify the causes of excess male mortality and proactive public policies to identify and protect vul-
nerable populations during periods of rapid socio-economic transition. Particularly important is the
development of institutions perceived as legitimate by the population and capable of overseeing a
complex process of economic reform. Other transition economies—Poland, for instance—have man-
aged to reverse negative mortality trends and to increase life expectancy.

1. “Missing women” is a term more often encountered in the literature. It has been used to illustrate the female
mortality differentials in some parts of Sub-Saharan Africa and South Asia (Sen 1999). The number of missing
women or men is calculated by comparing the current ratio of women to men to the ratio considered normal in the
absence of significant gender bias.

Source: Shkolnikov and Cornia 2000; World Bank 2005e; Men and others 2003; Malyutina and others 2002.

dimensions of human development. Income,
after all, is a means to human development, not
an end. In Uganda the challenge is to build on
the achievements in education while identify-
ing the reasons that advances in this area and in
income are not extended to health. Bangladesh
demonstrates that it is possible to sustain strong
human development progress across a broad
front even at relatively modest levels of income
growth. Maintaining this progress, while accel-

erating economic growth and income poverty
reduction, is critical for future development.
Some countries are far better than oth-
ers at converting wealth into human develop-
ment, as measured by the HDI. Saudi Arabia
has a far higher average income than Thailand
but a similar HDI ranking (figure 1.5). Guate-
mala has almost double the average income of
Viet Nam but a lower HDI ranking. Large gaps
between wealth and HDI rankings are usually
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in Africa and
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All other regions

South Asia

Sub-Saharan Africa

Source: UNICEF 2005d.

an indicator of deep structural inequalities that
block the transmission from wealth creation to
human development. They also point to short-
comings in public policy, with governments
failing to put in place strategies for extending
opportunities among poor, marginalized or dis-
advantaged groups. As chapter 2 shows, struc-
tural inequalities have a major bearing on the
rate of progress towards the MDGs.

Beyond the HDI, very large deficits in
human capability remain. Metaphors about
the human development glass being half empty
or half full distract attention from one over-
whelming fact: the extraordinary level of avoid-
able deprivation that prevails in the midst of an
increasingly prosperous world.

The limits to human development

There is no more powerful—or disturbing—
indicator of capability deprivation than child
mortality. More than 10 million children die
each year before their fifth birthday.!® Sub-
Saharan Africa’s share of child mortality is
growing. The region accounts for 20% of births
but 44% of child deaths. Almost all childhood
deaths are preventable. Every two minutes four
people die from malariaalone, three of them chil-
dren. Most of these deaths could be prevented
by simple, low-cost interventions. Vaccine-
preventable illnesses—like measles, diphtheria
and tetanus—account for another 2-3 mil-
lion childhood deaths.!! For every child who
dies, millions more will fall sick or miss school,
trapped in a vicious circle that links poor health
in childhood to poverty in adulthood. Like the
500,000 women who die each year of pregnancy-
related causes, more than 98% of children who
die each year live in poor countries. They die
because of where they are born.

Progress in reducing poverty has been par-
tial. One in five people in the world—more than
1 billion people—still survive on less than $1 a
day, a level of poverty so abject that it threat-
ens survival. Another 1.5 billion people live
on $1-$2 a day. More than 40% of the world’s
population constitute, in effect, a global under-
class, faced daily with the reality or the threat of

extreme POVCl'ty.
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Income poverty is closely linked to hunger.
In a world of plenty, millions of people go hun-
gry every day. More than 850 million people, in-
cluding one in three preschool children, are still
trapped in a vicious cycle of malnutrition and
its effects.!> Malnutrition weakens the immune
system, increasing the risk of ill health, which
in turn aggravates malnutrition. Around half
of the deaths of preschool children are directly
attributable to interactions between malnutri-
tion and infectious disease.!> Children who are
moderately under weight are more than four
times more likely to die from infectious discase
than are well nourished children.

In turn, vulnerability to infectious discase is
exacerbated by inadequate access to clean water
and sanitation. More than 1 billion people lack ac-
cess to safe water and 2.6 billion lack access to im-
proved sanitation. Diseases transmitted through
water or human waste are the second leading
cause of death among children worldwide, after
respiratory tract infection. The overall death toll:
an estimated 3,900 children every day.'4

Gaps in opportunities for education remain
large. Inan increasingly knowledge-based global
economy about 115 million children are denied
even the most basic primary education.”> Most
of the children who are not enrolled in school are
in Sub-Saharan Africa and South Asia (figure
1.6). On average, a child born in Mozambique
today can anticipate four years of formal educa-
tion. One born in France will receive 15 years at
vastly higher levels of provision. Average school-
ing in South Asia, at eight years, is half the level
in high-income countries. Moreover, while the
primary school enrolment gap may be closing,
the gap between rich and poor countries mea-
sured in terms of average years of education is
widening (figure 1.7). This is before taking into
account differences in education quality: less
than one-quarter of Zambian children emerge
from primary school able to pass basic literacy
tests.!® Meanwhile, access to higher education
remains a privilege available mainly to citizens
of high-income countries. These education in-
equalities of today are the global social and eco-
nomic inequalitics of tomorrow.

Gender inequalities continue to limit girls’
education. Even with the narrowing of gender



gaps, on average girls can expect to receive one
year less of education than boys in African and
Arab States and two years less in South Asia.
In 14 African countries girls represent less
than 45% of the primary school population.
In Pakistan they represent just 41%—gender
parity would put another 2 million girls in the
country in school. In the developing world as a
whole primary school completion rates are 75%
for girls but rise to 85% for boys. Gender dis-
parities are even wider at the secondary and ter-
tiary levels. These deep gender disparities rep-
resent not just a violation of the universal right
to education but also a threat to future human
development prospects: girls’ education is one of
the most powerful catalysts for social progress
across a wide range of indicators.

The end of convergence?

For most of the past 40 years human capabili-
ties have been gradually converging. From alow
base, developing countries as a group have been
catching up with rich countries in such areas as
life expectancy, child mortality and literacy. A
worryingaspect of human development today is
that the overall rate of convergence is slowing—
and for a large group of countries divergence is
becoming the order of the day.

In a world of already extreme inequalities
human development gaps between rich and
poor countries are in some cases widening and
in others narrowing very slowly. The process is
uneven, with large variations across regions and
countries. We may live in a world where univer-
sal rights proclaim that all people are of equal
worth—but where you are born in the world
dictates your life chances. The following sec-
tions look at three areas in which inequalities
between countries both reflect and reinforce
unequal opportunities for human development:
divergences in life expectancy, the slowdown
in progress on child mortality and slowing
reductions in income poverty and inequality.

Life expectancy—the great reversal

Leadingalongand healthy life is a basic indica-
tor for human capabilities. Inequalities in this
area have the most fundamental bearing on

well-being and opportunities. Since the early
1990s a long-run trend towards convergence in
life expectancy between rich and poor has been
slowed by divergence between regions linked to
HIV/AIDS and other setbacks.

Viewed at a global level, the life expectancy
gap is still closing. Between 1960 and today life
expectancy increased by 16 years in developing
countries and by 6 years in developed coun-
tries.!” Since 1980 the gap has closed by two
years. However, convergence has to be put in
context. All but three months of the two years’
convergence since 1980 happened before 1990.
Since then, convergence has ground to a halt,
and the gaps remain very large. The average life
expectancy gap between a low-income coun-
try and a high-income country is still 19 years.
Somebody born in Burkina Faso can expect
to live 35 fewer years than somebody born in
Japan, and somebody born in India can expect
to live 14 fewer years than somebody born in the
United States.

Life expectancy is also an indicator of
how healthy you can expect to be. One way of
measuring risk is to assess the level of avoid-
able mortality—the excess risk of dying be-
fore a specified age in comparison with a
population group in another country. With
the high-income country average as a point of
comparison, over half of mortality in develop-
ing countries is avoidable. Adults ages 15-59

- Years in school—the gaps remain

Average years of schooling

Sub-Saharan Africa

Arab States

Central Asia

East Asia and the Pacific
South & West Asia

Latin America & Caribbean
N. America/W. Europe
Central & Eastern Europe
World

Note: Data refer to school life expectancy.
Source: UNESCO 2005, p. 107.
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On current indicators a child

born in Zambia today has
less chance of surviving
past age 30 than a child
born in 1840 in England
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account for just under one-third of all deaths in
developing countries but only one-fifth in devel-
oped countries.'® The large health inequalities
behind these figures draw attention to what has
been described as the “law of inverse care”—the
availability of medical care is inversely related to
need. Health financing inequalities are central
to this law. Per capita spending on health ranges
from an average of more than $3,000 in high-
income OECD countries with the lowest health
risks to $78 in low-income countries with the
highest risks and to far less in many of the poor-
est countries."?

Gains in life expectancy have been un-
equally shared. Latin America, the Middle
East and Asia have been converging with rich
countries. In South Asia life expectancy has in-
creased by a decade in the past 20 years. By con-
trast, the countries of the former Soviet Union
and Sub-Saharan Africa have been falling fur-
ther behind.

In the countries of the former Soviet Union
life expectancy has dropped dramatically, espe-
cially for males. In the Russian Federation life
expectancy for males has dropped from 70 years
in the mid-1980s to 59 years today—lower than
in India. Economic collapse, the erosion of wel-
fare provision and high rates of alcoholism and

Chances of survival in Sub-Saharan Africa are not much better
than in 1840s England
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disease have all contributed (see box 1.2). Non-
communicable ailments—such as cardiovascu-
lar disease and injuries—account for the great-
est share of the rise in deaths, though infectious
diseases are also resurgent. If the death rate re-
mains constant, about 40% of 15-year-old Rus-
sian males today will be dead before they reach
age 60.2°

Sub-Saharan Africa is the region that ex-
plains the slowdown in progress towards greater
global equality in life expectancy. Twenty years
ago somebody born in Sub-Saharan Africa could
expect to live 24 fewer years than a person born in
arich country, and the gap was shrinking. Today,
the gap is 33 years and growing. HIV/AIDS is at
the heart of the reversal. In 2004 an estimated 3
million people died from the virus, and another
S million became infected. Almost all of these
deaths were in the developing world, with 70%
of them in Africa. Some 38 million people are
now infected with HIV—25 million of them in
Sub-Saharan Africa (see box 1.1).%!

Statistics alone cannot capture the full scale
of suffering associated with HIV/AIDS. But
they can provide an insight into the scale of the
demographic shock inflicted on the worst af-
fected countries. On current indicators a child
born in Zambia today has less chance of surviv-
ing past age 30 than a child born in 1840 in
England (figure 1.8). For Sub-Saharan Africa
as a whole a child born today has less chance of
surviving beyond age 45.

Stark as they are, such statistics understate
the human impact of HIV/AIDS. In Europe
the greatest single demographic shock since
the Black Death was experienced by France be-
tween 1913 and 1918, when the combined ef-
fects of the First World War and the 1918 influ-
enza outbreak reduced life expectancy by about
16 years. Traumatic as that episode was, it pales
against losses in life expectancy of 31 years in
countries like Botswana (figure 1.9). In Zambia
life expectancy has fallen by 14 years since the
mid-1980s. And the projected rate of recovery is
far slower than it was in France.

Looking to the future, Africa faces the grav-
est HIV/AIDS-related risks to human develop-
ment. But new threats are emerging. Serious epi-

demics have emerged in several Indian states. In



Tamil Nadu HIV prevalence rates higher than
50% have been found among female sex work-
ers, while both Andhra Pradesh and Maharash-
tra have passed the 1% prevalence mark.??

The incidence of HIV/AIDS is also grow-
ing in the countries of the former Soviet Union.
Ukraine now has one of the fastest growing
rates of HIV infection in the world, while the
Russian Federation, with the second fastest
growth rate (and 1 million infected), is home
to the largest epidemic in the region.** The vast
majority of people living with HIV are young,
with intravenous drug use being the main ac-
celerator. As in other parts of Eastern Europe
the epidemic is in its early stages—which means
that timely intervention can halt and reverse it.
If neglected, there is considerable scope for the
epidemic to expand as it reaches the general
population.

The international response to HIV/AIDS
has been profoundly inadequate. In an age of
science, technology and economic affluence
nothing demonstrates more powerfully the fail-
ure of rich countries to tackle the diseases that
ravage a large section of humanity. Awareness
of the AIDS virus emerged in the early 1980s.
When the first Human Development Report
was published in 1990, only 133,000 cases
were reported to the World Health Organiza-
tion (WHOQO), more than two-thirds of them in
North America. The Report concluded: “AIDS
is likely to reverse many of the successes in...
raising life expectancy.” Yet only now—some
20 million deaths later—is a credible interna-
tional effort emerging. Just a small fraction of
those in need have access to prevention and
treatment services. Fewer than 8% of pregnant
women have access to treatment for preventing
mother-to-child transmission. In Africa fewer
than 4% of people in need of antiretroviral
treatment are receiving drugs.?* There are some
islands of success. Countries such as Senegal and
Uganda have contained and started to reverse
the crisis. Brazil and Thailand have saved lives
with vigorous public health policies that im-
prove access to medicines. These success stories
demonstrate that the goal of treating 3 million
people by the end of 2005, a first step towards
rolling back the epidemic, is achievable.

The slow and limited international response
to the HIV/AIDS crisis has contributed directly
to the deepening of global health inequalities. It
also demonstrates the costs of delayed action. In
2004 the world spent an estimated $6 billion
combating the virus through the Global Fund
to Fight AIDS, Tuberculosis and Malaria.
Had resources been mobilized on this scale 20
years ago, the epidemic could have been reversed.
Today, that amount is insufficient even to con-
tain the crisis, let alone to meet the MDG target
to “have halted by 2015 and begun to reverse
the spread of HIV/AIDS”. The international
community’s response to a global public health
threat has been plainly inadequate. At the same
time many governments in the worst affected
countries have responded to the unprecedented
challenge of HIV/AIDS with denial, stereotyp-
ingand neglect, exposing their citizens to grave
risks.

Women and children last

Child survival is one of the most sensitive indi-
cators of human welfare, the comparative health
of nations and the effectiveness of public pol-
icy. Against this backdrop child death trends
are fast approaching the point that merits dec-
laration of an international health emergency.
Of the 57 million deaths worldwide in 2002
one in five was a child less than five years old—
roughly one child died every three seconds. An
estimated 4 million of these deaths happened
in the first month of life, the neonatal period.?
Almost all child deaths happen in developing
countries, while most of the spending to prevent
child deaths happens in rich ones.

The interventions that could prevent or ef-
fectively treat the conditions that kill children
and women of reproductive age are well known.
Most are low cost—and highly cost-effective.
Two in every three child deaths could be averted
through provision of the most basic health ser-
vices. Yet a health catastrophe that inflicts a
human toll more deadly than the HIV/AIDS
pandemic is allowed to continue. Nothing more
powerfully underlines the gap between what we
are able to do to overcome avoidable suffering
and what we choose to do with the wealth and
technologies at our disposal.
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Deaths of children under age 5 (millions)

While the decline in child mortality has
continued over the past decade, the rate of de-
cline appears to be slowing over time. During
1990-2003 child deaths rates in developing
countries fell at a pace one-third slower than
during the 1980s (figure 1.10).*” The slowdown
has cost lives. Had the progress of the 1980s
been sustained during the 1990s and the cur-
rent decade, more than 1 million fewer children

Fewer children are dying—but progress is slowing
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would have died in 2003.2® Neonatal mortal-
ity has been falling far more slowly than child
mortality, with the result that a rising share of
child deaths occurs in the first month.?? Of the
4 million deaths in this period, three-quarters
occur in the first week of life.

The child survival story of the past decade is
also one of divergence. The gap between rich and
poor countries is widening, most spectacularly
between rich countries and countries in Africa
but also for other regions (figure 1.11). In 1980
child death rates in Sub-Saharan Africa were
13 times higher than in rich countries. They
are now 29 times higher. The child mortality
challenge extends beyond Sub-Saharan Af-
rica. Even countries that are performing more
strongly on economic growth are experienc-
ing slowing progress in reducing child mortal-
ity. There is no single cause for the slowdown.
Much of the decline in mortality since 1970 can
be traced to rising living standards and fewer
deaths from diarrhoeal discase and vaccine-pre-
ventable conditions. Other major killers linked
directly to poverty—such as malnutrition and
acute respiratory infection—have been declin-
ing more slowly. And deaths from malaria have
been increasing,

Child mortality rates underline one of the
central lessons of human development: the links
between income and social progress are not au-
tomatic. On average, mortality rates fall as in-
comes rise. However, countries at similar levels
of income display large variations (figure 1.12).
For example, Honduras and Viet Nam have far
lower levels of neonatal mortality than India
and Pakistan. As such facts suggest, economic
growth is not a guaranteed route to faster prog-
ress in cutting child deaths.

That conclusion is supported by the record
of the past decade. Some of the most visible suc-
cess stories in economic growth and globaliza-
tion have been less successful in reducing child
mortality. China and, to a more modest degree,
India are in the front rank of high-growth,
globalizing countries. Yet the annual prog-
ress in cutting child deaths has slowed in both
countries since 1990, even as economic growth
has increased (figure 1.13). The case of China
demonstrates that even the most spectacular



economic growth rates and rising living stan-
dards do not translate automatically into more
rapid declines in the child mortality rate. Per
capita income growth increased from 8.1% in
the 1980s to 8.5% in 1990-2003, maintain-
ing a spectacular advance in poverty reduc-
tion. Indeed, China has already achieved the
MDG target of halving income poverty from
1990 levels. However, based on UN data, the
annual rate of decline in the incidence of child
mortality fell from 2.3% in the 1980s to 1.9% in
1990-2003.3° There are variations within this
trend—and shifting the reference years would
produce different outcomes. But the slowdown
has prompted questions about whether China,
despite a strong track record in a wide range of
human development indicators, will meet the
MDG target of reducing child mortality by
two-thirds by 2015.%!

Ata far higher level of child mortality than
China, India seems to be headed in a similar di-
rection. More rapid growth may have put the
country on track for the MDG target of halv-
ing poverty, but India is widely off track for
the child mortality target. The annual rate of
decline in child mortality fell from 2.9% in
the 1980s to 2.3% since 1990—a slowdown of
almost one-fifth. As in China, the slowdown
has occurred during a period of accelerating
economic growth. Developments in India and
China have global implications. India alone ac-
counts for 2.5 million child deaths annually,
one in five of the world total. China accounts
for another 730,000—more than any other
country except India.

Why has the rate of progress slowed? One
view is that a slowdown in the rate of decline
in child mortality is inevitable. Expanding
public health provision through immuniza-
tion programmes and other services can yield
big public health gains, especially in reduc-
tions from high levels of mortality. Once these
“low hanging fruits” have been collected, so
the argument runs, the problem becomes more
concentrated in populations that are harder
to reach, more vulnerable and less accessible
to public policy interventions, driving up the
marginal costs of saving lives and dampening

progress.

- Income does not determine neonatal mortality

Neonatal mortality rate, 2003 (per 1,000 live births)
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Applied in the current context, the low
hanging fruit argument lacks credibility. Some
countries—Malaysia is an example—have ac-
celerated the rate of reduction in child mortal-
ity from already relatively low levels. Others
have sustained rapid progress over time, even
during periods of low growth. In 1980 Egypt
had a higher child mortality rate than Ethiopia
does today. At its current rate of progress it will
reach Sweden’s level by 2010. Egypt has already
achieved the MDG target.

Low income is not a barrier to progress. Viet
Nam and Bangladesh have both accelerated the
pace of child mortality rate reduction. Indeed,
at a lower level of income and a comparable rate
of economic growth, Viet Nam has now over-
taken China on improvement in child mortality.
Similarly, at a lower level of income and with far
lower growth, Bangladesh has overtaken India
(figure 1.14). These differences matter. Had
India matched Bangladesh’s rate of reduction in
child mortality over the past decade, 732,000
fewer children would die this year. Had China
matched Viet Nam’s, 276,000 lives could be
saved. Clearly, there is still a huge scope for rapid
reductions in child death in India and China.

For both countries child mortality trends
raise wider questions for public health and the
distribution within developing countries of the

Income growth
and child
mortality

improvement
diverge in India
and China

Change from 1980s average growth rates
(percentage points)

China

1990-2003
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India

1980-90 average

China
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Source: Calculated on the basis of data on child
mortality from UNICEF 2005¢ and data on GDP
per capita (2000 US$) from World Bank 2005f.
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Box 1.3

benefits from globalization. Integration into
global markets has manifestly enhanced wealth
creation, generated economic dynamism and
raised living standards for many millions of
people in India and China. At the same time
the human development benefits of economic
success have been slow to trickle down to large
sections of the population—and the trickle ap-
pears to be slowing in some key areas of public
health.

Changing this picture will require public
policies that address deep-rooted inequalities
between rich and poor people, between men
and women and between more prosperous and
less prosperous regions. These inequalities are
rooted in power differences—and they are per-
petuated by public policy choices. Were India
to show the same level of dynamism and inno-
vation in tackling basic health inequalities as
it has displayed in global technology markets,
it could rapidly get on track for achieving the

MDG targets. There are encouraging signs that
public policy may now be moving in the right
direction. During 2005 the announcement of
ambitious new programmes aimed at overhaul-
ing the health system and extending services
in poor areas appeared to mark a new direc-
tion in policy. Economic success has expanded
the financial resources available for these
programmes—and some states have shown that
rapid progress can be achieved. The challenge
is to ensure that effective reform takes root in
the states and areas that account for the bulk of
India’s human development deficit (box 1.3).
Child mortality is intimately linked to ma-
ternal mortality. More than 15 years after the
world’s governments launched a Safe Mother-
hood Initiative, an estimated 530,000 women
die each year in pregnancy or childbirth. These
deaths are the tip of an iceberg. At least 8 mil-
lion women a year suffer severe complications in
pregnancy or childbirth, with grave risks to their

“The slow improvement in the health status of our people has been
a matter of great concern. We have paid inadequate attention to
public health.”

Dr. Manmohan Singh, Prime Minister of India, April 20051

India has been widely heralded as a success story for globaliza-
tion. Over the past two decades the country has moved into the
premier league of world economic growth; high-technology exports
are booming and India’s emerging middle-class consumers have
become a magnet for foreign investors. As the Indian Prime Minis-
ter has candidly acknowledged, the record on human development
has been less impressive than the record on global integration.
The incidence of income poverty has fallen from about 36% in
the early 1990s to somewhere between 25% and 30% today. Pre-
cise figures are widely disputed because of problems with survey
data. But overall the evidence suggests that the pick-up in growth

has not translated into a commensurate decline in poverty. More
worrying, improvements in child and infant mortality are slowing—
and India is now off track for these MDG targets. Some of India’s
southern cities may be in the midst of a technology boom, but 1
in every 11 Indian children dies in the first five years of life for lack
of low-technology, low-cost interventions. Malnutrition, which has
barely improved over the past decade, affects half the country’s
children. About 1 in 4 girls and more than 1 in 10 boys do not at-
tend primary school.

Why has accelerated income growth not moved India onto a
faster poverty reduction path? Extreme poverty is concentrated in
rural areas of the northern poverty-belt states, including Bihar, Mad-
hya Pradesh, Uttar Pradesh and West Bengal, while income growth
has been most dynamic in other states, urban areas and the service
sectors. While rural poverty has fallen rapidly in some states, such
as Guijarat and Tamil Nadu, less progress has been achieved in the

Differences among states in India

Indicator India Kerala Bihar Rajasthan Uttar Pradesh
Female share of population (%) 48 52 49 48 48
Under-five mortality rate (per 1,000 live births) 95 19 105 115 123

Total fertility rate (births per woman) 2.9 2.0 815) 3.8 4.0

Birth attended by health professional (%) 42 94 23 36 22
Children receiving all vaccinations (%) 42 80 1 17 21

Source: IIPS and ORC Macro 2000.
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northern states. At a national
level, rural unemployment is
rising, agricultural output is

Education inequalities
put a brake on progress

Under-five DPT

mortality rate immunization increasing at less than 2% a
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national income growth gener-
ated three times as many jobs
in the 1980s as in the 1990s.
The deeper problem fac-
ing India is its human devel-
opment legacy. In particular,
pervasive gender inequali-
ties, interacting with rural pov-
erty and inequalities between
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states, is undermining the po-
Completed tential for converting growth
58 7
middle school

into human development.

Perhaps the starkest gen-
der inequality is revealed by
this simple fact: girls ages 1-5 are 50% more likely to die than boys.
This fact translates into 130,000 “missing” girls. Female mortality
rates remain higher than male mortality rates through age 30, re-
versing the typical demographic pattern. These gender differences
reflect a widespread preference for sons, particularly in northern
states. Girls, less valued than their brothers, are often brought to
health facilities in more advanced stages of iliness, taken to less
qualified doctors and have less money spent on their healthcare.
The low status and educational disadvantage suffered by women
have a direct bearing on their health and their children’s. About
one-third of India’s children are under weight at birth, reflecting
poor maternal health.

Inadequate public health provision exacerbates vulnerability.
Fifteen years after universal childhood immunization was intro-
duced, national health surveys suggest that only 42% of children
are fully immunized. Coverage is lowest in the states with the high-
est child death rates, and less than 20% in Bihar and Uttar Pradesh.
India may be a world leader in computer software services, but
when it comes to basic immunization services for children in poor
rural areas, the record is less impressive.

Gender inequality is one of the most powerful brakes on human
development. Women'’s education matters in its own right, but it is
also closely associated with child mortality. The under-five mortal-
ity rate is more than twice as high for children of illiterate mothers
as for children whose mothers have completed middle school (see
figure). Apart from being less prone to undernutrition, better edu-
cated mothers are more likely to use basic health services, have

Source: |IPS and ORC Macro 2000.

1. BBC News 2005a.

fewer children at an older age and are more likely to space the
births—all factors positively associated with child survival. As well
as depriving girls of a basic right, education inequalities in India
translate into more child deaths.

State inequalities interact with gender- and income-based in-
equalities (see table). Four states account for more than half of
child deaths: Bihar, Madhya Pradesh, Rajasthan and Uttar Pradesh
(see figure). These states also are marked by some of the deepest
gender inequalities in India. Contrasts with Kerala are striking. Girls
born in Kerala are five times more likely to reach their fifth birthday,
are twice as likely to become literate and are likely to live 20 years
longer than girls born in Uttar Pradesh. The differences are linked
to the chronic underprovision of health services in high-mortality
northern states, which is in turn linked to unaccountable state-level
governance structures.

Translating economic success into human development ad-
vances will require public policies aimed explicitly at broadening
the distribution of benefits from growth and global integration, in-
creased public investment in rural areas and services and—above
all—political leadership to end poor governance and address the
underlying causes of gender inequality.

There are encouraging signs that this leadership may be
starting to emerge. In 2005 the government of India launched a
$1.5 billion National Rural Health Mission, a programme targeting
some 300,000 villages, with an initial focus on the poorest states in
the north and north-east. Commitments have been made to raise
public health spending from 0.9% of national income to 2.3%.
Spending on education has also been increased. In an effort to
create the conditions for accelerated rural growth and poverty re-
duction, ambitious public investment programmes have been put
in place to expand rural infrastructure, including the provision of
drinking water and roads.

Translating increased financial commitment into improved
outcomes will require a stronger focus on effective delivery and
measures to improve the quality of public services. There is no
shortage of innovative models to draw upon. States such Himachal
Pradesh and Tamil Nadu have sustained rapid progress in educa-
tion, not just by increasing budget provision but by increasing the
accountability of service providers and creating incentives—such
as free school meals, scholarships and free textbooks—aimed at
increasing the participation of poor households.

Overcoming the legacy of decades of underinvestment in
human development and deep-rooted gender inequalities poses
immense challenges. Political leadership of a high order will be
needed to address these challenges. Failure to provide it and to ex-
tend health and education opportunities for all, regardless of wealth
and gender, will ultimately act as a constraint on India’s future pros-
pects in the global economy.

Source: BBC News 2005a; Cassen, Visaria and Dyson 2004; Kijima and Lanjouw 2003; Joshi 2004; Dev 2002; Dréze and Murthi 2001.
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The risk of dying from
pregnancy-related causes
ranges from 1 in 18 in Nigeria

to 1in 8,700 in Canada

health. As with child mortality, the vast major-
ity of these deaths occur in developing countries,
with South Asia (where the maternal mortality
ratio is 540 deaths per 100,000 live births) and
Sub-Saharan Africa (where the ratio is 920 per
100,000 live births) accounting for 75% of the
total. The risk of dying from pregnancy-related
causes ranges from 1 in 18 in Nigeria to 1 in
8,700 in Canada. And as with child mortality,
most deaths are avoidable: around three-quar-
ters could be prevented through low-cost in-
terventions. Despite this, overall levels of ma-
ternal mortality appear to have changed little
over the past decade, especially in the majority
of countries that account for the bulk of deaths.
Underreporting and misreporting of maternal
death make cross-country comparisons and pre-
cise trend analysis difficult (see box 5 of Note on
statistics). However, proxy indicators—such as
fertility rates and attendance by skilled health
workers—indicate that the annual decline in
mortality is slowing.>

Child health and maternal health are ba-
rometers for other areas of human development:
the state of public health, the state of nutrition
and the empowerment of women, among others.
Failures in public health provision are reflected
in the fact that the lives of about 6 million chil-
dren’s lives a year could be saved through simple,
low-cost interventions (box 1.4). Measles causes
more than half a million deaths a year. Diph-
theria, pertussis (whooping cough) and tetanus
(DPT) claim another halfa million lives. Almost
all of these deaths could be averted through im-
munization.?? Yet 37 million children worldwide
are not immunized with the DPT vaccine, and
progress in immunization coverage has stalled
across much of the developing world, notably
among the poor. Immunization coverage is less
than 50% for children living in households with
incomes below the $1 a day international poverty
line.?* Three children die every two minutes as a
result of malaria in Africa alone.’> Many of these
deaths happen for want of a simple insecticide-
treated bednet. Fewer than 2% of children living
in malaria-infected zones sleep under bednets
that protect them from mosquitoes.*® Atan aver-
age cost of $3 per bednet this would appear to be
a small investment in the prevention of a discase
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that claims more than 1 million lives a year and
accounts for one in four of all child deaths in Af-
rica. Yet it is an investment that the international
community and national governments have been
loath to make. Spending on malaria by the Global
Fund to Fight AIDS, Tuberculosis and Malaria s
just $450 million a year.?”

Factors beyond the health sector are equally
important. Louis Pasteur wrote that “the microbe
is nothing, the terrain everything.”*® Poverty and
inequalities in power, and a failure to reduce them,
define the terrain for child and maternal death.
Malnourishment among mothers is a major con-
tributor to neonatal deaths. And malnutrition is
implicated in half of all deaths in children under
age 5. Poor and malnourished children are more
likely to become sick and less able to resist child-
hood diseases. It is estimated that about 3,900
children die each day because of discases trans-
mitted through dirty water or poor hygiene.*’
These poverty-related impediments to progress
are intimately linked to gender inequality and
the low status of women. In much of the develop-
ing world—especially South Asia—women lack
the power to claim entitlements to nutrition and
health resources, exposing them and their chil-
dren to increased risk of mortality.*

While child death is the most extreme indi-
cator for inequality in life chances, the dispari-
ties between rich and poor draw attention to a
wider problem. The vast majority of people who
live in rich countries have access to the financial
resources, technologies and services that pre-
vent or, for discases like AIDS, at least postpone
death. Conversely, the vast majority of people in
poor countries—especially if they happen to be
poor—do not. It is this continued inequality in
health outcomes that raises fundamental ques-
tions about the failure of governments in wealthy
countries to develop a pattern of globalization that
incorporates redistributive mechanisms to correct

fundamental imbalances in life chances.!

Income poverty—slowing

progress in an unequal world

“The tide of poverty and inequality that has pre-
viously engulfed the world is starting to turn”,
declares one influential report on globalization.*?

The sentiment reflects a widespread belief that,
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Most child deaths are avoidable. While faster economic growth
would reduce mortality rates, mortality rates are higher than they
need to be because of the indefensible underuse of effective, low-
cost, low-technology interventions—and because of a failure to ad-
dress the structural causes of poverty and inequality.
Cross-country research published in The Lancet in 2003 identi-
fied 23 interventions having the strongest impact on child mortal-
ity. These interventions—15 of them preventive and 8 curative—
ranged from the provision of oral rehydration therapy to drugs and
insecticide-treated bednets for preventing malaria and antenatal and
obstetric care. Most of the interventions can be provided on a low-
cost basis through trained health workers and local communities.
Using 2000 data and assuming 100% coverage for these interven-
tions, the authors of the study concluded that around two in every
three child deaths—=6 million in total—could have been avoided.
The findings highlight the huge potential for tackling one of
the gravest human development problems facing the international
community. Communicable diseases and systemic infections, such
as pneumonia, septicaemia, diarrhoea and tetanus, cause two in

every three child deaths—nearly all of them preventable. The 2.5

million deaths from diarrhoea and pneumonia could be dramati-

cally reduced through community-level interventions supported by
government agencies. The precise intervention priorities vary by
country, and there is no single solution. But the common problem
is one of low coverage of services, high levels of inequality linked to
poverty and neglect of neonatal mortality in public health policy.

Several myths reinforce the idea that the MDG target of reduc-
ing child mortality by two-thirds may be unattainable. The following
are among the most common:

e Myth 1. Achieving rapid decline is unaffordable. Not true. Some
countries do face major financial constraints—hence the need
for increased aid. But child mortality is an area in which small in-
vestments yield high returns. Recent cross-country research on
neonatal mortality identifies a set of interventions that, with 90%
coverage in 75 high-mortality countries, could reduce death rates
by 59%, saving 2.3 million lives. The $4 billion cost represents
two days’ worth of military spending in developed countries.

e Myth 2. High-technology interventions such as intensive care
units hold the key to success. Not true. Sweden at the end
of the nineteenth century and the United Kingdom after 1945
achieved rapid declines in neonatal mortality with the intro-
duction of free antenatal care, skilled attendance at childbirth
and increased availability of antibiotics. Developing countries
such as Malaysia and Sri Lanka have similarly achieved steep

declines in neonatal deaths through simple, home-based, dis-

trict-level interventions supported through training for health

workers and midwives and publicly financed provision.

e Myth 3. Poor countries lack the institutional capacity to scale
up. Not true. Institutions matter, but many poor countries have
achieved rapid advances by using institutional structures cre-
atively. Egypt has sustained one of the fastest declines in child
mortality rates in the world since 1980. Bangladesh, Honduras,
Nicaragua and Viet Nam have also achieved rapid progress. In
each case decentralized district-level programmes have inte-
grated child health and maternal health programmes—includ-
ing immunization, diarrhoea treatment and antenatal care—into
health service delivery. They also invested in training health
workers and midwives and in targeting vulnerable populations.
Even poor-performing countries do not lack evidence of the
potential for scaling up. In the Indian state of Maharashtra a
three-year pilot project covering 39 villages extended basic an-
tenatal care programmes through home-based care provision
and simple clinical interventions costing $5 per person cov-
ered. The infant mortality rate fell from 75 deaths per 1,000 live
births in the baseline period (1993-95) to 39 three years later.
The mortality rate in an adjacent district declined only from 77
deaths per 1,000 live births to 75 over the same period.

The potential for rapid progress reflects the large deficit in cur-
rent provision. In Sub-Saharan Africa less than 40% of women de-
liver with skilled care and in South Asia less than 30% do. More
than 60 million women each year deliver without skilled care. In-
equality in service use—a theme taken up in chapter 2—adds to
vulnerability. The poorest women are more likely to be malnour-
ished and less likely to take advantage of services because they are
unavailable, unaffordable or of inadequate quality. Beyond service
provision, deeper gender inequalities exacerbate the problem. Esti-
mates suggest that birth spacing could reduce death rates by 20%
in India and 10% in Nigeria, the countries with the highest neona-
tal mortality rates. Lack of control over fertility, which is linked to
imbalance in power within the household and beyond, is central to
the problem.

The real barriers to progress in reducing child deaths are not
institutional or financial, though there are constraints in both areas.
Poor quality service provision and chronic financing shortfalls have
to be addressed. At the same time, poverty reduction strategies
need to focus more on the structural causes of high mortality linked
to the low status of women, inequalities in access to healthcare and
a failure to prioritize child and maternal health.

Source: Cousens, Lawn and Zupan 2005; Mills and Shilcutt 2004; Wagstaff and Claeson 2004.
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when it comes to income, global integration has  Meanwhile, global inequality remains at extra-

ushered in a new era of convergence. At best, the  ordinarily high levels.
sentiment is weakly supported by the evidence. In the aggregate the past two decades have

Poverty is falling, but slowly since the mid-1990s. ~ witnessed one of the most rapid reductions in
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At the other end of the

spectrum, Sub-Saharan
Africa had almost 100 million
more people living in poverty

in 2001 than in 1990
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poverty in world history. However, any assess-
ment of trends in income poverty has to take
into account large variations across regions.
Global poverty reduction has been driven
largely by the extraordinary success of East
Asia, particularly China. At the other end of
the spectrum, Sub-Saharan Africa had almost
100 million more people living on less than $1
adayin 2001 than in 1990. South Asia reduced
the incidence of poverty, though not the abso-
lute number of poor people. Latin America and
the Middle East registered no progress, while
Central and Eastern Europe and the CIS ex-
perienced a dramatic increase in poverty. The
number of people living on less than $2 a day in
Central and Eastern Europe and the CIS rose
from 23 million in 1990 to 93 million in 2001,
or from 5% to 20%.

In a military metaphor, the war against
poverty has witnessed advances on the eastern
front, massive reversals in Sub-Saharan Africa
and stagnation across a broad front between
these poles. The worrying trend for the future
is that overall progress is slowing. Much of the
success in pushing back poverty over the past
two decades was achieved in the 1980s and the
first half of the 1990s (table 1.2). Since the mid-
1990s $1 a day poverty has been falling at one-
fifch the 1980-96 rate. This is despite the fact
that average growth for developing countries
picked up in the 1990s, increasing at more than
double the per capita rate of the previous decade.
In China the rate at which growth is converted
into poverty reduction has fallen sharply. Be-
tween 1990 and 2001 the incidence of $1 a day

poverty declined by 50%, with 130 million
fewer people living below the international
poverty line. However, more than 90% of the
decline took place between 1990 and 1996.

The rate of progress in income poverty re-
duction is a function of two factors: economic
growth and the share of any increment in
growth captured by the poor. No country has
successfully sustained progress in reducing in-
come poverty with a stagnating economy. In
East Asia high growth has been central to the
reduction of income poverty. More recently,
economic take-off in India has created the po-
tential for accelerated poverty reduction. At the
4% annual per capita growth rate achieved since
1980, incomes double every 17 years. With the
1% per capita growth rate India experienced in
the two decades before 1980 it took 66 years for
incomes to double.

In other regions the growth picture has
been less encouraging. Average incomes in Sub-
Saharan Africa are lower today than in 1990.
Recent years have witnessed signs of recovery
in several countries, including Burkina Faso,
Ethiopia, Ghana, Mozambique and Tanzania.
However, recovery has to be put in context. It
will take Sub-Saharan Africa until 2012 just
to restore average incomes to their 1980 levels
at the 1.2% per capita annual growth experi-
enced since 2000. In the countries of the former
Soviet Union transition brought with it one of
the deepest recessions since the Great Depres-
sion of the 1930s—and in many cases despite
positive growth over the last few years, incomes
are still lower than they were 15 years ago. Since

1072 | Decline in income poverty, 1981-2001

Share of people living on less than $1 (PPP US$) a day (%)

Region 1981 1984 1987 1990 1993 1996 1999 2001
East Asia & Pacific 56.7 38.8 28.0 29.5 249 15.9 15.3 14.3
Europe & Central Asia 0.8 0.6 0.4 0.5 3.7 4.4 6.3 3.5
Latin America &

Y 10.1 12.2 1.3 1.6 1.8 9.4 10.5 9.9
Middle East &

North Africa 51 3.8 3.2 2.3 16 2.0 2.7 2.4
South Asia 51.5 46.8 45.0 41.3 4041 36.7 328 319
Sub-Saharan Africa 41.6 46.3 46.9 445 441 46.1 45.7 46.4
World 40.4 33.0 28.5 279 26.3 22.3 215 20.7

Source: World Bank 2005d.
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1990 real per capita incomes have fallen by more
than 10% in Kyrgyzstan, Russia and Ukraine
and by 40% or more in Georgia, Moldova and
Tajikistan. In Russia 10% of the population live
on less than $2 a day, and 25% live below the na-
tional subsistence poverty line. Most countries
of the Middle East and Latin America have seen
onlya marginal increase in average income.
These figures underscore the mixed expe-
rience of countries with regard to economic
growth. While global integration has been asso-
ciated with accelerated growth for some coun-
tries, current growth patterns remain incom-
patible with achieving the MDGs. On average,
countries have to grow at 1%-2% per capita a
year to halve poverty over a25-year period, as en-
visaged under the MDGs. In 1990-2003 more
than 1 billion people were living in countries
growing at less than this rate—about half of
them in Sub-Saharan Africa (table 1.3). Fifteen

countries in Central and Eastern Europe also

posted growth rates of less than 1% per capita
during this period. However, recent years have
been more encouraging, with a robust economic
recovery driving a reduction in poverty. Russia
and Ukraine have averaged growth rates of 6%—
9% since 2000, rising to 9%—13% for Armenia,
Azerbaijan and Tajikistan. In Russia poverty
levels were halved between 1999 and 2002, with
about 30 million people escaping poverty.
Economic stagnation has been a widespread
feature of the globalization era: during the
1990s, 25 countries in Sub-Saharan Africa and
10 in Latin America experienced a sustained pe-
riod of economic stagnation.*? Volatility linked
to crises in capital markets has been another re-
current problem under globalization—and one
with a major bearing on poverty. In the two
years after Russia was engulfed by a financial
crisis in 1998, 30 million people were forced
below the poverty line.** In Argentina the pop-
ulation living below the extreme poverty line

1l ) Income growth bands

Annual GDP per capita growth rate, 1990-2003 (%)

Region Negative 0%-1% 1%-2% More than 2%
Arab States

Countries 5 4 2 5
Population (millions) 34 70 19 139
East Asia & Pacific

Countries 4 1 3 13
Population (millions) 3 6 81 1,814
Latin America & Caribbean

Countries 4 8 9 12
Population (millions) 43 74 345 79
South Asia

Countries 0 0 1 7
Population (millions) 0 0 152 1,324
Sub-Saharan Africa

Countries 18 8 8 11
Population (millions) 319 108 171 76
Central & Eastern Europe & the CIS

Countries 10 5 1 1
Population (millions) 253 58 10 85
High-income OECD *

Countries 0 2 6 15
Population (millions) 0 135 224 510
World

Countries 4 28 32 76
Population (millions) 653 450 1,081 4,030

a. Excludes the Republic of Korea, which is included in East Asia and Pacific.
Source: Indicator tables 5 and 14.
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Building a global income distribution model from national house-
hold expenditure surveys reveals just how unequal the world is.
It also helps to identify the global underclass living on less than
$2 a day and to compare their position with that of people at the
top end of the global income distribution.

If the world were a country, it would have had an average
purchasing power parity income of $5,533 and a median income
of $1,700 in 2000. The gap between median and average income
points to a concentration of income at the top end of the distri-
bution: 80% of the world’s population had an income less than
the average. Meanwhile, the average income of the top 20% of
the world’s population is about 50 times the average income of
the bottom 20%.

Global income distribution resembles a champagne glass
(see figure 1.16 in text). At the top, where the glass is widest,
the richest 20% of the population hold three-quarters of world
income. At the bottom of the stem, where the glass is narrowest,
the poorest 40% hold 5% of world income and the poorest 20%
hold just 1.5%. The poorest 40% roughly corresponds to the 2
billion people living on less than $2 a day.

How has the regional composition of the poorest 20%
changed over time? The share of South Asia has fallen sharply,
from one half in 1980 to one third today. Reflecting two decades

(S p——————————

Shifting shares of the
world’s poorest
Regional distribution of the

poorest 20% in income (%)

100

50 East Asia

1980 1990 2000 2015
Source: Dikhanov 2005.

of declining average incomes, Sub-Saharan Africa accounts for a rising share of the poorest 20%.
Since 1980 that share has more than doubled from 15% to 36%, and it is still rising. One in every two
people in Sub-Saharan Africa is now located in the poorest 20% of world income distribution, com-

pared with one in every five people in East Asia and one in every four people in South Asia.

Unsurprisingly, rich countries dominate the top 20%. Nine of every 10 of their citizens are among

the richest 20%. And Organisation for Economic Co-operation and Development countries account

for 85% of income in the richest decile.

The global income distribution also highlights the extraordinarily high degree of inequality in Latin

America. One-quarter of the region’s population enjoys an income that puts it in the richest 20%, while

more than 8% are in the poorest 20% of the global distribution.

Source: Dikhanov 2005.

more than tripled from 2000 to 2003, underlin-
ing yet again a lesson delivered by the 1997 East
Asian financial crisis: integration into global
capital markets comes with high human devel-
opment risks attached.®s

Inequality and poor countries’
share of increased global wealth

Globalization has given rise to a protracted and
sometimes heated debate over trends in global
income distribution, their links with poverty
and whether integration into global markets
is leading to a convergence or a divergence of
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income between rich and poor countries. The
trends matter because the share of increases in
global wealth captured by poor countries has a
bearing on average income and so on prospects
for poverty reduction.

The answer to the question of whether poor
countries are capturing a larger or smaller share
of global increases in wealth depends partly on
how it is asked.*® For most of the world’s poor-
est countries the past decade has continued a
disheartening trend: not only have they failed
to reduce poverty, but they are falling further
behind rich countries. Measured at the ex-
tremes, the gap between the average citizen in



the richest and in the poorest countries is wide
and getting wider. In 1990 the average Ameri-
can was 38 times richer than the average Tan-
zanian. Today the average American is 61 times
richer. Purchasing power parity income in low-
income countries as a group is one-thirteenth
that in high-income countries.

Weighting for population changes the pic-
ture. Because incomes have been growing more
rapidly in China and (less spectacularly) in
India than in high-income countries over the
past two decades, the average gap has been clos-
ing in relative terms. This reverses a trend to-
wards increased global inequality that started
in the 1820s and continued until 1992.%7 Even
here, though, the idea of convergence has to be
put in context. High growth in India has been
one of the most powerful forces for convergence.
But on 2000-05 growth trends it will still take
India until 2106 to catch up with high-income
countries. For other countries and regions con-
vergence prospects are even more limited. Were
high-income countries to stop growing today
and Latin America and Sub-Saharan Africa to
continue on their current growth trajectories, it
would take Latin America until 2177 and Af-
rica until 2236 to catch up.

Most developing regions are falling behind,
not catching up with, rich countries. More-
over, convergence is a relative concept. Abso-
lute income inequalities between rich and poor

countries are increasing even when developing
countries have higher growth rates—precisely
because the initial income gaps are so large (fig-
ure 1.15). If average incomes grow by 3% in Sub-
Saharan Africa and in high-income Europe, for
example, the absolute change will be an extra
$51 per person in Africa and an extra $854 per
person in Europe.

Part of the problem with the debate over
global inequality is that it misses an impor-
tant point. Income inequality is exceptionally
high however it is measured and regardless of
whether it is rising or falling. On the (conser-
vative) assumption that the world’s 500 richest
people listed by Forbes magazine have an in-
come equivalent to no more than 5% of their
assets, their income exceeds that of the poorest
416 million people.*

The scale of global inequality is best cap-
tured by global income distribution models.
These models use national houschold survey
data to create a unified global income distribu-
tion, placing everybody in the world in a uni-
fied ranking regardless of where they live (box
1.5). Presented in graphic form, global income
distribution resembles a champagne glass, with
a large concentration of income at the top and
a thin stem at the bottom (figure 1.16).% The
gap between top and bottom is very large—far
greater than that found in even the most un-
equal countries. In Brazil the ratio of the income

- Where the money is

World income distributed by percentiles of the population, 2000
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Source: Dikhanov 2005.
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Championing globalization
while turning a blind eye to
global equity concerns is

increasingly anachronistic

of the poorest 10% of the population to the rich-
est 10% is 1 to 94. For the world as a whole it is
1 to 103. Measured more systematically by the
Gini coeflicient, the most widely used yardstick
for inequality, the overall pattern of distribu-
tion for the world is more unequal than for any
country except Namibia. On a scale where 0 is
perfect equality and 100 is total inequality, the
Gini coefficient for the world is 67.

Income inequalities between countries ac-
count for the bulk of global income inequality.
About two-thirds of overall inequality can be
traced to this source. Inequality within coun-
tries accounts for the balance. Reproduced at a
national level, the gap between rich and poor
countries would be regarded as socially indefen-
sible, politically unsustainable and economically
inefficient even in high-inequality regions such
as Latin America. Global inequalities are less
visible, but no less damaging to public interest,
than inequalities within countries (explained in
more detail in chapter 2). A world economy in
which 40% of the population live on incomes so
low as to preclude fully participating in wealth
creation is hardly good for shared prosperity
and growth.

Beyond the dysfunctional outcomes the ex-
treme concentration of wealth at the top end of
the global income distribution has one impor-
tant conscquence. Even small transfers relative
to the income of the wealthy could generate very
large increases in the incomes of the poor. Using
the global income distribution model, we have
estimated the overall financing that would be
required to take everybody living below the $1 a
day poverty line above the line. The calculation
thus takes into account the depth of poverty,
or the distance between household income and
the income poverty line. Measured in 2000 pur-
chasing power parity terms, the cost of ending
extreme poverty—the amount needed to lift 1
billion people above the $1 a day poverty line—
is $300 billion. Expressed in absolute terms, this
sounds like a large amount. But it is equivalent
to less than 2% of the income of the richest 10%
of the world’s population.

This is an illustrative exercise only. It is de-
signed to draw attention to the modest financial
resources, measured in global terms, needed to
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overcome extreme poverty. Achieving lasting
redistributive outcomes, rather than describ-
ing their potential benefits, raises more com-
plex challenges. Shares of global income reflect
past and present growth trends. More funda-
mentally, as in any national economy global
inequalities reflect disparities in technology,
human capital and investment resources, as
well as in factors linked to geography, history
and—crucially—political and economic power.
Redressing unequal outcomes requires measures
to reduce these deeper structural inequalities
that they reflect.

Some people claim that policy-makers have
no need to consider inequalities beyond national
boundaries. The distribution of income and op-
portunity between countries, so the argument
runs, is not an issuc for public policy. Writ-
ing in this vein, one commentator claims that
“cross-country comparisons, no matter what
measure is deployed, are just so much irrelevant
data-mongering”>° In an increasingly intercon-
nected and interdependent world such views
are at variance with both public perceptions
and political realities. If we are part of a global
human community, moral concern over unac-
ceptable inequalities cannot be confined to na-
tional borders. This is especially the case when
the policies adopted in one country have reper-
cussions in another. As the growth of global so-
cial justice coalitions on issues such as aid, trade
and debt amply demonstrates, international
distribution does matter to a large constituency
in rich and poor countries alike. Championing
globalization while turninga blind eye to global
equity concernsisan increasingly anachronistic
approach to the challenges facing the interna-
tional community.

It is sometimes argued that, even if global
inequality matters, governments lack the ca-
pacity to influence distributional outcomes.
That view too is flawed. In a national economy
governments seeking greater equity in distri-
butional outcomes can use a range of policy in-
struments. Fiscal transfers, public spending to
enhance the asscts of the poor and measures to
extend market opportunities would all figure
in. Public investment would play a critical role

not just in overcoming immediate disadvantage



but also in equipping people with the capacities
they need to work their way out of poverty and
increase their self-reliance. There are analogies
at a global level. International aid is the equiva-
lent of a redistributive fiscal transfer mecha-
nism with a potential to effect dynamic change,
for instance, through investments in health,

education and infrastructure. Similarly, inter-
national trade practices can open—or close—
opportunities for poor countries and their citi-
zens to capture a bigger share of the economic
pie. The problem, as we show in chapters 3 and
4, is that these redistributive mechanisms are

heavily underdeveloped.

Scenario 2015—prospects for the Millennium

Development Goals

Forty-two years ago, on the steps of the Lincoln
Memorial in Washington, DC, Martin Luther
King, Jr. delivered the speech that defined
the civil rights movement. Describing the US
constitution as a “promissory note” guarantee-
ing freedom and social justice for all, he charged
successive governments with giving African
Americans “a bad check which has come back
marked ‘insufficient funds’”. He went on: “But
we refuse to believe that the bank of justice is
bankrupt. We refuse to believe that there are
insuflicient funds in the great vaults of oppor-
tunity of this nation.”!

The MDGs can also be thought of as a prom-
issory note. Written by 189 governments to the
world’s poor people, that note falls due in 10
years time. Without an investment of political
will and financial capital today, it too will come
back marked “insufficient funds”. Beyond the
immediate human costs, a default on the scale
in prospect will have implications for the cred-
ibility of the governments that made the pledge
and on the future of international cooperation
to resolve global problems.

There is more to human development than
the MDGs. But progress towards the MDGs re-
flects progress towards human development. The
MDGs represent the most comprehensive and
most detailed set of human development goals
ever adopted (box 1.6). They embody basic in-
dicators for human development in its many di-
mensions, including income poverty, education,
gender equity, progress in combating infectious

disease and access to clean water and sanitation.
The MDGs are also basic human rights. While
measures such as global gross national income

(GNI), the value of trade and the scale of foreign

The Millennium Development Goals

In September 2005 the UN General Assembly will review achievements since the
Millennium Declaration of 2000, including progress towards the eight Millennium
Development Goals. These goals provide tangible benchmarks for measuring prog-
ress in eight areas, with a target date for most of them of 2015:

Goal 1

Goal 2

Goal 3

Goal 4

Goal 5

Goal 6

Goal 7

Goal 8

Eradicate extreme hunger and poverty. Halving the proportion of people
living on less than $1 a day and halving malnutrition.

Achieve universal primary education. Ensuring that all children are able to
complete primary education.

Promote gender equality and empower women. Eliminating gender dispar-
ity in primary and secondary schooling, preferably by 2005 and no later
than 2015.

Reduce child mortality. Cutting the under-five death rate by two-thirds.

Improve maternal health. Reducing the maternal mortality rate by
three-quarters.

Combat HIV/AIDS, malaria and other diseases. Halting and beginning to
reverse HIV/AIDS and other diseases.

Ensure environmental stability. Cutting by half the proportion of people
without sustainable access to safe drinking water and sanitation.

Develop a global partnership for development. Reforming aid and trade
with special treatment for the poorest countries.
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If solemn promises,
ambitious pledges, earnest
commitments and high-level
conferences lifted people out
of poverty, the MDGs would

have been achieved long ago

investment say something about the world’s
success in creating wealth, the MDGs provide
a marker for something more fundamental: the
moral and ethical underpinnings of our interac-
tions as a global community. That is why, as the
report of the UN Millennium Project puts it,
“The MDGs are too important to fail.”>*

But fail they will unless there is a change of
gear in human development. Continuation of
the trends described carlier in this chapter will
have fatal consequences for the MDGs. Almost
all of the goals will be missed by most countries,
some of them by epic margins. In this section we
use country by country projections to estimate
the size of these margins. These projections
highlight the potential costs of continuing on a
business-as-usual basis between now and 2015.

This is not the first time that the interna-
tional community hasembraced ambitious goals.
If solemn promises, ambitious pledges, earnest
commitments and high-level conferences lifted
people out of poverty, put children in school
and cut child deaths, the MDGs would have
been achieved longago. The currency of pledges
from the international community is by now so
severely debased by non-delivery that it is widely
perceived as worthless. Restoring that currency
is vital not just to the success of the MDGs but
also to the creation of confidence in multilater-
alism and international cooperation—the twin
foundations for strengthened international

peace and security.

Scenario 2015—projections
not predictions

“Stocks have reached what looks like a perma-
nently high plateau”, declared Irving Fischer, a
professor of economics at Yale University, on
the eve of the Great Depression in October
1929. As events a few days later were to dem-
onstrate, predicting the future is a hazardous
affair. Future outcomes are seldom a continu-
ation of past trends.

Our projections for 2015 are not predictions.
Using trend analysis for 1990-2003, we look at
where the world would be in 2015 on key MDGs
if current trends continue. The trend projections

are based on national data rather than regional
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averages, giving a more precise picture of the
direction of current trends.>® However, trends
do not lead to inevitable outcomes. Trends can
be improved—or worsened—through public
policy choices, as well as by external factors over
which governments have limited influence. But
projecting the past into the future can help to
focus public attention by providing one possible
version of the future.

Several caveats have to be attached to our
trends analysis. Good quality data are not avail-
able for many countries and several goals. Time-
series data on education are lacking for 46 coun-
tries, for example. There are also problems with
reviewing trends on a goal-by-goal basis. Progress
in any one area is heavily conditioned by prog-
ress in other areas, with strong multiplier effects
operating across the goals—for example, from
health to education. Finally, some of the forces
that might affect MDG progress are difficult to
anticipate, including what might be thought of as
systemic threats. As the International Monetary
Fund (IMF) has warned, current imbalances in
the global economy have the potential to result
in slower growth—an outcome that would hurt
poverty reduction efforts in developing countries.
Beyond the global economy there are potentially
grave threats to public health. For example, if the
widely predicted outbreak of avian flu were to ma-
terialize, it would have devastating implications
for the MDGs as well as for public health across
all countries. Similarly, the full consequences of
global warmingand other ecological pressures on
food systems could dramatically change the sce-
nario for reducing malnutrition.

We make no attempt to factor in systemic
risk, and so our results may err on the side of
optimism. Even so, the results point unambigu-
ously to a large gap between MDG targets and
outcomes on current trends. The overall coun-
try by country progress report for child mortal-
ity and school enrolment is summarized in fig-
ure 1.17. This shows how many countries would
achieve each MDG target by 2015 if current
trends continue. It also shows how many coun-
tries will not meet the target until 2035 or later.
Asillustrated in map 1.1, Sub-Saharan Africais
not the only region off track for the MDG tar-
get of reducing child mortality by two-thirds.



Looking more broadly at progress towards
five of the MDGs—child mortality, school en-
rolment, gender parity in education and access
to water and sanitation—produces a similarly
bleak prognosis. Among the summary findings
to emerge from our trend analysis:

o Fifty countries with a combined population
of almost 900 million people are going back-
wards on at least one MDG. Twenty-four of
these countries are in Sub-Saharan Africa.

o Another 65 countries with a combined popu-
lation of 1.2 billion will fail to meet at least one
MDG until after 2040. In other words, they
will miss the target by an entire generation.
Below, we briefly outline the 2015 projec-

tions behind these trends.

Child health and maternal health—
millions more children will die
No indicator more powerfully demonstrates the
scale of the challenge facing the international
community than child mortality. The slow-
down in progress since 1990 has set the world
on course for comprehensive failure in meeting
the MDG.

On current trends the world will achieve the
two-thirds reduction in child deaths targeted by

. Achieved
. On track

[] Lagging (achievement between 2015-40)
. Stagnation (achievement after 2040)

. Reversal

the MDGs in 2045—31 years late. Achieving
the MDG target implies an average annual re-
duction of about 2.7% in the incidence of child
mortality. This is more than double the observed
rate for 1990-2002. Less than one-fifth of the
developing world’s population live in countries
that are on track to meet the target. Not one
Sub-Saharan African country with a significant
population is on track to meet the target. Nei-
ther are China and India.

The projected gap between the 2015 tar-
get and the outcome that would take place if
current trends continued represents a huge
loss of life. It translates into an additional 4.4
million child deaths in 2015 above those that
would occur if the MDG target were achieved
(figure 1.18). Charting a linear trend from the
cumulative cost of additional child deaths for
2003-15 provides an indicator for the annual-
ized gap between target and outcome. The cu-
mulative cost of that gap represents more than
41 million additional child deaths between
now and 2015—almost all of them in develop-
ing countries (figure 1.19). These are lives that
would be saved if the targets were met.

The following are among the main findings
from the trend projection:

The geography of child mortality—progress towards the 2015 MDG target

Note: This map is stylized and is not to scale. It does not reflect a position on the legal status of any country or territory or the delimitation of any frontiers.
Source: Calculated on the basis of data on child mortality and primary enrolment from UN 2005b; for details see Technical note 3.

HUMAN DEVELOPMENT REPORT 2005

Missing the

targets for
children

GOAL:
Reduce child mortality by two-thirds

Number of countries

2015 UNMET

GOAL:
Universal primary education

2035 2050

GOAL
UNMET

2015

Source: Calculated on the basis of data on child
mortality and primary enrolment from UN 2005b;
for details see Technical note 3.
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- Child mortality—the human cost

Deaths of children under age 5
(millions)

Current trend
Human
shortfall—
4.4 million
6 Sub-Saharan
Africa
* B Goal Al ‘
others
South
Asia
2
0
2015 Shortfall
Sub-Saharan Africa 3.0
Arab States 0.3
East Asia & the Pacific 0.3
South Asia 0.8
Latin America & Caribbean 0.0
All developing countries 44

Source: Calculated on the basis of data on under-five mortality from UN 2005b
and births from UN 2005d; for details see Technical note 3.

e More than 45% of child deaths—4.9 mil-
lion in all—occur in 52 countries that are
going backwards or making little progress
in reducing the death toll. Children born in
these countries today who survive to adult-
hood will see barely improved prospects of
survival for their own children.

e On current trends it will take Sub-Saharan
Africa until 2115 to achieve the MDG tar-
get, putting it off track by a century. The two
largest centres of child deaths in Sub-Saha-
ran Africa are the Democratic Republic of
the Congo, where conditions are deteriorat-
ing, and Nigeria. The child mortality rate in
Nigeria has fallen from 235 per 1,000 live
births to 198 since 1990. At this rate it will
take Nigeria another 40 years to achieve the
MDG rtarget.

e Two-thirds of all child deaths occur in 13
countries. Of these, only two—Bangladesh
and Indonesia—are on track for the MDG
target. Another four—China, India, Niger
and Pakistan—will achieve the goal be-
tween 2015 and 2040. The remainder—a
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group that includes Afghanistan, Angola,

the Democratic Republic of the Congo,

Ethiopia, Nigeria, Tanzania and Uganda —

are cither more than a generation off track

or going backwards.

Datalimitations make it impossible to track
trends in maternal mortality with any accuracy.
Best estimates for trends are derived from mod-
els that use proxy indicators, such as fertility
rate and attendance at delivery by skilled medi-
cal personnel. The most widely used of these
models suggests that the world is off track and
that the rate of progress is slowing. For the
developing world as a whole, the population-
weighted rate of decline needed to achieve the
MDG target is just over 3%. Sub-Saharan Af

rica is reducing maternal mortality at less than
half that rate.54

Water and sanitation—more

than a billion unserved

Progress in access to water and sanitation will have
an important bearing on child death rates. Our
trend analysis suggests that the target of halving
the number of people without sustainable access
to improved water sources will be missed by about
210 million people (figure 1.20). Another 2 bil-
lion people will also lack access to an improved
sanitation source in 2015. Sub-Saharan Africa
will account for the bulk of the deficit.

Halving extreme poverty and malnutrition
depends on growth and distribution
Prospects for halving extreme poverty will be
shaped by two factors: growth and distribu-
tion. Poverty will fall faster the higher the rate
of growth for poor countries and the bigger the
share of any increment to growth captured by
poor people. Projections to 2015 indicate that
if the current pattern of growth and distribu-
tion continues, the aggregate global target will
be met, largely because of high growth in China
and India. However, most countries will miss
the target.

Our estimates indicate that there will be
about 800 million people living on less than $1 a
day and another 1.7 billion people living on less
than $2 adayin 2015. The incidence of global $1
aday poverty will fall from 21% today to 14% in



2015. The regional composition of poverty will
also change. Sub-Saharan Africa’s share of $1 a
day poverty will rise sharply, from 24% today
t0 41% in 2015. How does this picture compare
with one in which each country meets the tar-
get of halving poverty? On our estimates there
would be around 380 million fewer people liv-
ingin $1 a day poverty if all countries achieved
the target (figure 1.21). More than half of these
people would be in Sub-Saharan Africa.

Sub-Saharan Africa’s rising share of global
poverty to 2015 reflects its weak growth record
since 1990, exacerbated by highly unequal in-
come distribution. The region would need to
attain an implausibly high annual per capita
growth rate of around 5% over the next decade
to achieve the 2015 target. A mix of accelerated
growth and improved distribution offers a bet-
ter hope of getting on track.

Prospects for reaching the MDG target on
malnutrition are even less promising. The in-
cidence of malnutrition has fallen since 1990,
from 20% to 17%. However, population growth
has left the number of malnourished people
unchanged. The pace of progress will have to
double to reach the 2015 target. On the current
trajectory there will still be around 670 million
people suffering from malnutrition in 2015,
230 million more people than if the target were
achieved. Sub-Saharan Africa accounts for al-
most 60% of the deficit.

Regional projections show a different pat-
tern for malnutrition than for $1 a day poverty.
While South Asia is projected to make strong
progress on income poverty, it will still account
for 40% of malnutrition in 2015. This is consis-
tent with the current pattern in which South
Asian countries record levels of malnutrition
comparable to those in Sub-Saharan Africa, de-
spite higher average incomes—an outcome that
highlights the central role of gender inequalities

in blocking advances in nutrition.

Education—missing the

universal enrolment target

Education is a crucial human development goal
in its own right and a key to progress in other
areas. The promise to get every child into school

and to close gender gaps in education powerfully

symbolizes the hope that the transmission of

poverty across generations can be broken.

That hope will remain unfulfilled if cur-
rent trends continue. While the world is mov-
ing in the right direction, progress is too slow to
achieve the 2015 target (figure 1.22). If current
trends continue:

e The target of achieving universal primary
education by 2015 will be missed by at least
a decade. There will be 47 million children
out of school in 2015, 19 million of them in
Sub-Saharan Africa.

e Forty-six countries are going backwards or
will not meet the target until after 2040.
These countries account for 23 million of
the 110 million children currently out of

school in developing countries.

Gender parity and empowerment—

one target already missed

One set of targets has already been missed. The
MDG targets for gender parity in primary and

secondary enrolment were supposed to be met

- Child mortality—the cumulative cost of missed targets

Deaths of children
under age 5
(millions)

10

[e]

Which children will live; 6

i

40 million

30 million

20 million

Cumulative

human shortfall

for world,
2003-15—
41.4 million

2015
4.4 million

2010
3.5 million

which will die? 2005
2.4 million
4
| I
0
2003 2005 2010 2015
Current Cumulative
trend shortfall
Sub-Saharan Africa 4.8 5.1 28.1
Arab States 0.6 0.5 3.0
East Asia & the Pacific 1.2 0.7 29
South Asia 815 2.2 7.2
Latin America & Caribbean 0.4 0.1 0.2
All developing countries 10.5 8.6 141.4

Source: Calculated on the basis of data on under-five mortality from UN 2005b and births from UN 2005d. For details see Technical note 3.
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- No access to clean water—the human cost

People (millions)
1,000 &
800 \\\
How many without kY
clean water? \ AX Human
600 Y shortfall—
\‘ O 210 million
400 \ Sub-Saharan
Goal\\‘ Africa
200 All '
others ‘
South
Asia
0
2002 2015 Shortfall

Sub-Saharan Africa 278.2 198.6 80.1
Arab States 46.7 19.0 6.7
East Asia & the Pacific 419.0 190.7 14.6
South Asia 232.6 108.9 103.6
Latin America & Caribbean 55.0 8.1 4.9
All developing countries  1,036.6 525.2 209.9

Source: Calculated on the basis of data on people with access to improved water sources from UN 2005b and data on population

from UN 2005d; for details see Technical note 3.

- Income poverty—the human cost

People (millions)
1,000 -
800 '
N Human
% shortfall—
600 \ 380 million
How many will remain A
destitute? N\ Sub-Saharan
S Africa
Goal
400
All
others ‘
200 South
Asia
0
2002 2015 Shortfall
Sub-Saharan Africa 313.0 352.7 218.7
Arab States 7.0 9.8 7.5
East Asia and the Pacific 271.0 17.2 7.5
South Asia 431.0 395.0 101.4
Latin America & Caribbean 50.0 51.0 44.4
All developing countries  1,072.0 826.7 379.9

Source: Calculated on the basis of data on people living on less than $1 a day (PPP US$) from World Bank 2005d and data on population

from UN 2005d; for details see Technical note 3.
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by 2005. Had that target been achieved, there
would be 14 million more girls in primary
school today, 6 million of them in India and
Pakistan and another 4 million in Sub-Saharan
Africa. Trend projections are not encouraging.
By 2015 the shortfall from the gender parity
target will be equivalent to 6 million girls out
of school, the majority of them in Sub-Saharan
Africa (figure 1.23). In 41 countries accounting
for 20 million of the girls currently out of school
the gender gap is either widening or closing so
slowly that parity will not be achieved until after
2040. Of course, there is more to gender parity
than attendance in school. Research from many
countries highlights wider aspects of gender dis-
advantage rooted in attitudes and cultural prac-
tices that diminish the value of girls’ education.
Progress in these areas is inherently more diffi-
cult to track on a comparative basis, though it is
equally fundamental.

Beyond parity in education the MDGs in-
clude female representation in parliaments as an
indicator of progress towards the empowerment
of women. The gender empowerment measure
(GEM) developed by the Human Development
Report includes this indicator in a broader com-
posite indicator that tracks female representa-
tion in legislative bodies, governments and the
private sector, along with a range of income
indicators.

Decomposing the GEM to provide a snap-
shot of women’s current position highlights the
limited progress towards gender empowerment.
Globally, women hold only about 15% of legisla-
tive assembly seats. In only 43 countries is the
ratio of female to male parliamentarians more
than 1 to 5, and in only two—Rwanda and
Sweden—is the ratio even close to parity. In
most countries politics remains an overwhelm-
ingly male domain.

Nigeria is one of 57 countries in which
women account for less than 10% of legislative
presence. Women account for 6% of Nigeria’s
House of Representatives, less than 4% of the
Senate and no state governors. In Saudi Arabia
and the United Arab Emirates there is no female
representation, in some cases reﬂecting the use
of laws to exclude women from voting or hold-
ing office. In countries where gender inequality



is a major barrier to progress in health, educa-
tion and income poverty, such underrepresenta-
tion of women points to a worrying continua-
tion of gender inequality and obstacles to social
and income progress.

The GEM demolishes two widely held
myths about gender empowerment. First, there
is no evidence that Islam necessarily represents
an obstacle to female empowerment, as mea-
sured by political representation. Malaysia, a
Muslim country, has a GEM far higher than
Saudi Arabia’s and comparable to that of Greece.
Second, there is no clear evidence that gender
inequalities automatically diminish at higher
levels of income (figure 1.24). Two members of
the Group of Seven (G-7) industrial countries
are poor performers on the GEM. Both Italy
(ranked 36) and Japan (ranked 42) occupy a
lower position than Costa Rica and Argentina.
Similarly, both Japan and Sweden are democ-
racies at comparable levels of human develop-
ment as measured by the HDI, but Sweden’s
GEM score is almost double that of Japan. The
conclusion: social norms, political culture and
public attitudes matter as much as economic
wealth and overall human development in de-
fining opportunities for women.

Changing course and
getting on track

Trend projections identify one set of possible
outcomes for the MDGs. Actual outcomes will
reflect policy choices made by governments
and the international community over the next
decade. What emerges from the projections set
out here is a clear warning. The gap between
trend projections and MDG targets represents
a huge loss of human life and human potential.
The good news is that the gap can be closed.
Some countries have registered an extraor-
dinary rate of advance towards the MDGs,
often from very low levels of income. Viet Nam
is one.> Income poverty has already been cut
in half, falling from 60% in 1990 to 32% in
2000. Child mortality rates have fallen from
58 per 1,000 live births (a far lower rate than
income would predict) to 42 over the same pe-
riod. Rapid, broad-based economic growth has

- Children not enrolled in school—the human cost

Primary-school age children out of school (millions)

100 ‘\\
80 “\ Sub-Saharan
‘\‘ Africa
60 “\‘ ‘
\ Al '
Human
\ others
shortfall— East Asia
40 47 million & the Pacific
20
0 Goal
2002 2015 Shortfall
Sub-Saharan Africa 455 18.7 18.7
Arab States 8.8 5.7 5.7
East Asia & the Pacific 10.0 15.8 11.3
South Asia 42.3 4.0 4.0
Latin America & Caribbean 3.3 0.9 0.9
All developing countries 109.9 46.7 46.7

Source: Calculated on the basis of data on children attending school from UNESCO 2005, data on children out of school from UNICEF 2005d

and data on population from UN 2005d; for details see Technical note 3.

Primary-school age girls out of school (millions)

Girls not enrolled in school—the human cost

60
50
40
Human N
30 shortfall— /%thi)cg AraE
6 million
20
All "
others
Latin America
10 & the Caribbean
0
2002 2015 Shortfall
Sub-Saharan Africa 23.8 9.6 3.8
Arab States 5.0 3B 0.5
East Asia & the Pacific 4.9 74 0.7
South Asia 23.6 9.6 0.0
Latin America & Caribbean 1.5 1.1 1.1
All developing countries 58.8 30.9 6.0

Source: Caclulated on the basis of data on girls attending school from UNESCO 2005 and population growth rates from UN 2005d. For details

see Technical note 3.

HUMAN DEVELOPMENT REPORT 2005

45

quawdo|anep uewNY JO 8383S 8y |



Income does
not predict

gender
empowerment

Ranking among the 78 countries
with a gender empowerment measure

GEM Income
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Arabia

Source: Indicator tables 14 and 26.
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At the start of the 1990s pessimism about development prospects for Bangladesh was as deeply
ingrained as pessimism is about Sub-Saharan Africa today. Slow economic growth, rapid population
growth, limited progress on social indicators and acute vulnerability to natural disasters provoked de-
scriptions of Bangladesh as “a landscape of disaster”. That landscape has changed dramatically.

Since 1990 Bangladesh has recorded some of the developing world’s most rapid advances in
basic human development indicators. Child and infant mortality rates have been falling at more than
5% a year, the fertility rate has fallen sharply, and malnutrition among mothers has fallen from 52%
in 1996 to 42% in 2002. Primary school enrolment rates have reached more than 90%, up from 72%
in 1990, with close to gender parity, and enrolment in secondary education has been rising.

How did Bangladesh achieve this transformation of the human development landscape? Not
by economic growth alone. True, the 1990s saw more rapid growth, with average incomes rising at
just under 3% a year. However, Bangladesh is still a desperately poor country—average income is
$1,770—and income poverty has been falling relatively slowly, by 10% between 1990 and 2002.

Four strategies have contributed to Bangladesh’s human development take-off:

e Active partnerships with civil society. Non-governmental organizations (NGOs) have played a
critical role in improving access to basic services through innovative programmes. For example,
the Bangladesh Rural Advancement Committee (BRAC) has pioneered programmes to recruit
and train local female teachers, develop relevant curriculum material and support parental in-
volvement in school management. More than 2 million children go to school outside the formal
government system. But NGO schools act as feeders for government middle schools.

e Targeted transfers. Wide-ranging social programmes have targeted improved nutrition while also
creating wider incentives for human development. The Food for Schooling programme offers
free rations to poor households if their children attend primary school. About 7% of government
spending on education is allocated through this programme, reaching 2.1 million children and
providing a stipend of $3 a month. Participating schools have achieved higher rates of girls’ par-
ticipation and lower drop-out rates, demonstrating how incentives can counteract the economic
pressures and cultural prejudices that keep girls out of school.

e Extended health programmes. Immunization coverage against six major childhood diseases in-
creased from 2% in the mid-1980s to 52% in 2001. Immunization programmes have been imple-
mented through partnerships with international agencies and national NGOs.

e Virtuous cycles and female agency. Improved access to health and education for women, allied
with expanded opportunities for employment and access to microcredit, has expanded choice
and empowered women. While gender disparities still exist, women have become increasingly
powerful catalysts for development, demanding greater control over fertility and birth spacing,
education for their daughters and access to services.

Bangladesh achieved this remarkable progress at low levels of income and starting from a posi-
tion of low literacy, high malnutrition and weak institutions. Its successes demonstrate what can be
achieved through stronger state action and civic activism.

Rapid progress in a low-income country

Indicator 1990 2000
Income poverty (%) 59 50
Gini coefficient 25 30
Children under age 5 under weight for age (%) 72 51
Under-five mortality rate (per 1,000 live births) 144 692
Ratio of girls to boys in primary school (girls per 100 boys) 87 104°

a. Data refer to 2003.
b. Data refer to 2002.

Source: Ahluwalia and Hussain 2004; Dréze 2004; Yunus 2004; Ahmed and del Ninno 2001; Sen, Mujeri and Quazi
2005.
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contributed to Viet Nam’s success. So have in-
vestments in human development during the
1980s. The challenge for Viet Nam is to sus-
tain the rate of advance by reaching some of
the country’s most marginalized regions and
groups.>®

Viet Namisan example— Chile is another—
of a country that has converted high growth
into rapid human development. Other coun-
tries have shown that rapid advance towards the
MDGs is possible even at lower levels of growth.
In Bangladesh public policies and interventions
by civil society have expanded access to basic ser-

vices and opportunities, propelling Bangladesh
into a higher human development trajectory
(box 1.7). As a region Sub-Saharan Africa has
been slipping down in the human development
rankings. However, some countries have regis-
tered marked advances. Ghana reduced income
poverty from 51% in 1991 to 40% at the end of
the 1990s.7 Uganda has combined economic
reform with an improved record in income pov-
erty and education, though progress has been
uneven (box 1.8).

Conflict remains a potent barrier to human
development. Peace creates opportunities to
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Over the past decade Uganda has experienced sustained eco-
nomic growth and made important advances in human develop-
ment. Poverty reduction has been a national priority reflected in
planning and budgeting. However, progress has been uneven—and
the gains remain fragile:

e Income poverty. In the first half of the 1990s government poli-
cies focused on stabilization and growth. Average incomes
grew 5% a year from 1990 to 2000. Income poverty fell rap-
idly in the 1990s, from 56% to 34%, putting the country on
track for the 2015 MDG target. However, since 2000 income
growth has slowed and the incidence of poverty has risen.
Poverty is concentrated in rural areas, especially in the north
and east, and is far higher among producers growing only food
staples.

e FEducation. In the second half of the 1990s poverty reduction
priorities shifted to education. Free primary education was in-
troduced and public spending increased. Primary school en-
rolment rose from 5.3 million to 7.6 million between 1997 and
20083. Enrolment rates are the same for the poorest 20% of the
population as for the richest 20%, and the gender parity gap
has been closed at the primary level. Universal enrolment is
now within reach, but drop-out rates make achieving universal
completion by 2015 unlikely.

Mixed performance on human development

Indicator 1992 2002
Income poverty (%) 56 38
Gini coefficient 36 42
Children under age 5 under weight for age (%) 62 86
Under-five mortality rate (per 1,000 live births) 1672 152
Maternal mortality ratio (per 100,000 live births) 523 505

a. Data are for 1990.

e Health. Outcome indicators for health, including infant, child
and maternal mortality have either stagnated or deteriorated,
with under-five mortality rising since 1995. One of the strongest
MDG performers in Africa, Uganda is now off track for all of the
major health goals. Recognizing that failure to reduce child and
maternal mortality threatens to undermine social and economic
progress, the government has convened a cross-ministry task
force under the auspices of the Ministry of Finance to identify
solutions.

These diverse trends draw attention to the challenges facing
Uganda. Some challenges are driven by external forces, notably the
price of coffee. Until 1997 producers of coffee, the main cash crop for
smallholders, benefited from rising domestic prices and favourable
terms of trade. The collapse in coffee prices since then has reversed
these gains, partly accounting for the reversal in income poverty.

Another problem is that falling growth has coincided with ris-
ing inequality. The Gini coefficient has increased from 34 to 42
since 1997, suggesting that Uganda may be in transition from a
low-inequality to a high-inequality country. Correcting this trend
will require action to broaden the base of economic growth around
smallholder farmers in rural areas, alongside a focus on more
capital-intensive export agriculture.

Progress in the health sector has been hampered by deep
structural problems. Malnutrition is implicated in two-thirds of
childhood deaths, less than one-third of women give birth under
the supervision of trained staff, and there has been no decrease in
major childhood killers, such as malaria and measles. High fertility
rates and inadequate birth spacing are another problem. Uganda
has the third highest fertility rate in the world.

The contrast between progress in education and stagnation in
health partly reflects public spending priorities. Not until the late
1990s was health identified as a major public spending priority,
though the health sector budget has tripled in the past four years.
Poor quality service provision is another barrier.

Source: Uganda, Ministry of Finance, Planning and Economic Development 2003; Ssewanyana and others 2004.
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Changing course and getting
the world on track for the
MDGs will require new

partnerships in development

remove that barrier. In Afghanistan there are
encouraging early signs that improved human
security is leading to opportunities for a rapid
recovery from the human development free fall
it experienced during two decades of conflict.
Under a “back to education” plan adopted in
2001 the government aimed to increase school
enrolments by 1.5 million. More than twice this
number of children enrolled in primary school,
with the figure rising to 4 million in 2003. An
ambitious basic health programme has been ad-
opted that aims at extending services across the
country. Meanwhile, economic recovery is tak-
ing root. Seizing these opportunities depends
critically on aid donors signing up for the long
haul. The danger: the international community
will lose interest as the strategic focus shifts
elsewhere.

Attempts have been made to isolate the costs
and benefits of investments in specific MDGs.
Such exercises are unhelpful. Progress in any one
area is heavily conditioned by progress across
the MDGs—and beyond. Getting children
into well equipped schools staffed by motivated
teachers is a vital requirement for achieving the
MDG target of education for all. But the full
value of investments in education will not be re-
alized if children are sick because their families
lack access to clean water and affordable medi-
cine. The multiplier effects that operate across
the MDGs are especially strong for women’s
education. The education and empowerment of
women are 2 human development goal in their
own right: they are ends in themselves. Gender
empowerment is also an accelerator towards the
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MDGs and wider human development goals.
Educated women are better able to control their
fertility and demand basic health services, less
likely to contract HIV/AIDS and more likely to
educate their daughters (see box 1.3).

Changing course and getting the world on
track for the MDGs will require new partner-
ships in development. Many of the countries that
are falling far short of achieving the MDGs, es-
pecially in Africa but also in other low-income
regions, lack the financial resources for the pub-
lic investments needed to create a virtuous circle
of increased investment in human development
and faster growth. The UN Millennium Project
report of 2005 sets out an ambitious but prac-
tical framework for a new partnership based
on two building blocks. First, each developing
country needs to set out clear national strategies
for reaching the MDGs, including the financ-
ing gaps that have to be covered. Second, rich
countries, as part of their MDG commitment,
need to mobilize the development assistance
resources to cover these gaps—an issue that we
look in more detail in chapter 3.

Beyond the question of financing is another
fundamental requirement for getting the world
back on track: a renewed focus on inequality
and distributional equity. As we show in the
next chapter, deep structural inequalities in
human capabilities, opportunities and income
act as a powerful brake on the MDGs. Releas-
ing that brake by putting strategies for greater
equality at the centre of national strategies
for achieving the MDGs would dramatically

enhance chances of success.






“There are only two families in
the world, as my grandmother
used to say: the haves and the
have-nots.”




CHAPTER

Across many of the
MDGs poor people are
being left behind

Inequality and human development

“What is it that impels the powerful and vocal lobby to press for greater equality?”

asked Margaret Thatcher, then UK prime minister, in 1975. She offered her own

answer: “Often the reason boils down to an undistinguished combination of envy

and bourgeois guilt.” Plato took a different view. Writing in the fifcth century BC

he warned Athenian lawmakers of the threat posed by extreme inequality. “There

should exist among the citizens neither extreme poverty nor again excessive wealth”,

he wrote, “for both are productive of great evil.”

Two contrasting views on a question that retains
a powerful relevance today: does inequality
matter? If so, why? In this chapter we argue
that inequality matters because it is a funda-
mental issue for human development. Extreme
inequalities in opportunity and life chance have
adirect bearing on what people can be and what
they can do—that is, on human capabilities.
Children facing a higher risk of death because
they are born into a low-income or indigenous
houschold or because they are female, for exam-
ple, clearly have less opportunity to realize their
potential. Inherited disadvantage in opportu-
nity is wrong for intrinsic reasons: it violates
basic precepts of social justice. There are also
strong instrumental reasons for a concern with
inequality. Deep disparities based on wealth,
region, gender and ethnicity are bad for growth,
bad for democracy and bad for social cohesion.

They are also bad for the Millennium De-
velopment Goals (MDGs). The MDGs do not
directly address inequality. In this sense they
are distribution neutral. Progress is measured by
aggregating and averaging change at a national
level. In theory, the MDGs could be met even
if, say, houscholds with low incomes were fall-
ing behind on the income poverty and health
targets, or if the rate of reduction in child deaths
among boys was sufficient to compensate for a
slower rate of reduction among girls.

The distributional blind spot of the MDGs
is a weakness on two counts. First, the MDGs
themselves are rooted in ideas about global jus-
tice and human rights. They are universal en-
titlements, not optional or discretionary allow-
ances. It follows that progress should be for all,
regardless of economic status, gender, parents’
wealth or location in a country. Yet the MDGs
do not remind governments that success in
advancing towards the MDGs should be mea-
sured for all of society, and not just in the ag-
gregate. The opportunities that shape the distri-
bution of income, education, health and wider
life chances in any society are not randomly
distributed. As we show in this chapter, the dis-
parities hampering progress towards the MDGs
are systemic. They reflect complex hierarchies of
advantage and disadvantage that are transmit-
ted across generations—and they reflect public
policy choices.

The second reason for a focus on inequal-
ity relates to progress within the MDG frame-
work. Across many of the MDGs poor people
are being left behind. As we show in this chap-
ter, a recurring theme in data from a large group
of countries is that progress among the poorest
20% of the population is far below the national
average. Apart from being unjust, this is sub-
optimal from the perspective of MDG attain-
ment. People who are poor account for a far
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The idea that people should
be consigned to an early
death, illiteracy or second-
class citizenship because of
inherited attributes beyond
their control violates most

people’s sense of what is fair

larger share of deprivation than people who are
not. It follows that accelerated progress among
poor people is one of the most effective routes to
faster national progress. Put differently, current
patterns of progress are slowing the overall ad-
vance because the smallest gains are being reg-
istered among the households that account for
the biggest part of the problem.

These considerations have important impli-
cations for the design of MDG strategies. For
many of the MDGs the jury is now in, with the
evidence that a “trickle down” approach to reduc-
ing disparities and maintaining overall progress
will not work. The MDGs set quantifiable targets
that lend themselves to policy responses rooted in
technical and financial terms. Ultimately, how-
ever, the real barriers to progress are social and
political. They are rooted in unequal access to
resources and distribution of power within and

Why inequality matters

Ideas about inequality, like ideas about fair-
ness and social justice, are rooted in values. As
Amartya Sen has argued, virtually everybody
today believes in equality of something: equal
rights before the law, equal civil liberties, equal-
ity of opportunity and so on.? Similarly, most
people would accept that not all inequalities
are unjust. Inequality in income is an inevitable
product of any functioning market economy,
though there are questions about the justifi-
able extent of income inequality. At the same
time, few people would accept in principle that
inequalities in opportunity are tolerable when
based on gender, inherited wealth, ethnicity or
other accidents of birth over which individuals
have no control. The idea that people should be
consigned to an eatly death, illiteracy or second-
class citizenship because of inherited attributes
beyond their control violates most people’s sense
of what is fair.*

From a human development perspec-

tive there are a range of mutually reinforcing
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among countries. Unless these inequalities are
corrected, the first principles of the Millennium
Declaration—commitment to social justice, eq-
uity and human rights—from which the MDGs
are derived will not be translated into progress
in human development at the required rate. The
appropriate response is to ensure that inequality
and the measures to overcome disparities in life
chances figure more prominently in the design of
poverty reduction strategies.

This chapter sets out the reasons why in-
equality matters. It then looks at different
dimensions of inequality and shows how in-
terlocking inequalities in income, health and
education disadvantage the poor. It concludes
by showing how even modest moves towards
greater distributional equity could advance
human development and accelerate progress to-

wards the MDGs.

intrinsic and instrumental reasons why inequal-
ity matters. These can be broadly summarized

under five headings.
Social justice and morality

The view that there are limits to tolerable
deprivation is fundamental to most socicties
and value systems. Adam Smith powerfully
expressed the basic concept: “No society can be
flourishing and happy”, he wrote, “of which the
far greater part of members are poor and mis-
erable.” It was Smith who went on to elabo-
rate the idea of relative poverty, arguing that
all members of society should have an income
sufficient to enable them to appear in public
“without shame”. All major religions express
concerns with equity and place obligations on
their adherents to address extreme deprivation
as a moral duty. Public ideas reflect wider nor-
mative concerns. Opinion surveys show that
more than 80% of the public in (very unequal)



Latin America believe that the gap between rich
and poor is too large, with only a slightly smaller
share echoing this concern in the (less unequal)
United Kingdom.® While few of the respon-
dents to these surveys might be able to indicate
what an acceptable level of inequality would be,
the surveys point clearly to an underlying per-
ception of social justice.

Putting the poor first

Pareto efficiency or optimality—one of the core
ideas of modern economics—declares that only
a change that leaves nobody worse off can be
declared “welfare enhancing”. Redistribution
from rich to poor is not a “Pareto improvement”,
because by definition it makes someone worse
off. But, as Amartya Sen has said: “A society can
be Pareto optimal and still be perfectly disgust-
ing.”” That sentiment powerfully captures the
idea that there are limits to the acceptable level
of inequality.

In fact, economics itself provides strong ar-
guments for redistribution. Most people, and
most democratically elected governments, ac-
cept in principle that more weight should be
given to improvements in the well-being of the
poor and disadvantaged than to the rich and
highly privileged.® An economy’s income is
not a sufficient statistic for evaluating welfare,
precisely because it ignores the distribution of
income generated by growth. The idea of di-
minishing returns to increased wealth provides
aframework for understandinga simple idea: an
extra dollar in the hands of a landless agricul-
tural labourer in South Asia or an urban slum
dweller in Latin America generates greater wel-
fare than an equivalent amount in the hands of
amillionaire. In fact, a policy that increases the
income of the poor by $1 can be worthwhile,
even if it costs the rest of society more than
$1. From this perspective it might make sense
for governments choosing between alternative
growth paths to choose the option that gener-
ates the biggest return to the poor, even where
overall growth effects are less certain.

Beyond income, many of the same argu-
ments apply. For example, most people would
accept in principle that an additional unit of

public spending directed towards reducing
child deaths or extending access to primary
school would be preferable on social grounds to
a similar amount spent on transfers to services

for high-income groups.
Growth and efficiency

If there were a trade-off between growth and
distribution, governments would face tough
choices: the welfare-enhancing gains of greater
equity could be eliminated by the losses asso-
ciated with lower growth. In fact, the evidence
suggests that the trade-offs work in the other
direction. Extreme inequality is not just bad for
poverty reduction—it is also bad for growth.
Long-run efficiency and greater equity can be
complementary. Poor people remain poor partly
because they cannot borrow against future
carnings to invest in production, the educa-
tion of their children and assets to reduce their
vulnerability. Insecure land rights and limited
access to justice can create further barriers to
investment.

Deprived of public goods—such as infor-
mation and legal rights—poor people are de-
nied opportunities to contribute to growth.
They enter markets on unequal terms and leave
them with unequal rewards. Where extreme
inequalities based on wealth, gender or region
leave a large section of society with insufficient
assets and endowments, society as a whole suf-
fers from the resulting inefficiency. Denying
half the population access to education oppor-
tunities is not just a violation of human rights. It
is also bad for growth. Gender-based education
inequalities have held back Pakistan’s economic
development, for example. Allowing unequal
asset distribution to perpetuate mass poverty is
clearly bad for poor people, but it also restricts
the development of investment opportunities

and markets for the rest of society.
Political legitimacy

Extreme inequalities also weaken political legit-
imacy and corrode institutions. Inequalities in
income and human capabilities often reflect

inequalities in political power. Disadvantaged

Extreme inequality is not just
bad for poverty reduction—it

is also bad for growth
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Absolute poverty and
inequality may be
different, but they are

intimately related

groups—poor people, women, rural popula-
tions, indigenous communities—are disadvan-
taged partly because they have a weak politi-
cal voice, and they have a weak political voice
because they are disadvantaged.

Where political institutions are seen as ve-
hicles for perpetuating unjust inequalities or
advancing the interests of elites, that under-
mines the development of democracy and cre-
ates conditions for state breakdown. In coun-
tries such as Bolivia and Ecuador conflicts
over natural resources management have, at a
more fundamental level, become a focal point
for disadvantaged indigenous groups denied a
political voice by institutions that are seen as

unresponsive.
Public policy goals

Most societies see reducing poverty and remov-
ing unjust inequalities as important goals for
public policy. Extreme disparities undermine
the pursuit of these goals. As we show in this
chapter, extreme inequalities in income limit
the rate at which growth can be converted into
lower levels of poverty. Similarly, extreme dis-
parities in health and education reduce the
scope of disadvantaged groups to take advan-
tage of opportunities for improving welfare.

Counter-arguments—countered

There are counter-arguments to the claim that
incquality matters. Some libertarians deny
the existence of “social justice”. The free mar-
ket theorist F.A. Hayek famously argued that
it was nonsense to talk about resources being
fairly or unfairly distributed. On his account it
was up to free markets, not human agency, to
determine the appropriate allocation of wealth
and assets. This perspective overlooks the role of
human agency and unequal power relationships
in structuring markets.

Another widely held view is that some in-
equalities matter more than others and that
cquality before the law matters first and fore-
most.” However, rights and freedoms cannot
stand alone. People are likely to be restricted in
what they can do with their freedom and their
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rights if they are poor, ill, denied an education or
lack the capacity to influence what happens to
them. To be meaningful, formal equalities have
to be backed by what Amartya Sen has called
the “substantive freedoms”—the capabilities—
to choose a way of life and do the things that
one values. Deep inequalities in life chances
limit these substantive freedoms, rendering hol-
low the idea of equality before the law.

Others have argued that the proper focus
for social justice is absolute deprivation, not
distribution. Where poor people stand in re-
lation to others, so the argument runs, is less
important than their command over income
or access to health and education services. “We
are against poverty,” runs the common refrain,
“but inequality is a different matter, and noth-
ing to do with social justice or the MDGs.” This
argument too is flawed. Absolute poverty and
inequality may be different concepts, but they
are intimately related. Disparities in life chances
define prospects for escaping poverty. For exam-
ple, inequality in access to healthcare, education
or political rights can diminish an individual’s
prospects for escaping poverty. In this chapter
we examine some of the basic disparities that
interact with poverty. What links these diverse
disparities is that they are rooted in inequali-
ties in power that perpetuate deprivation and
destitution. The “pathologies of power”, as one
author has described them, are at the very core
of the processes that are driving countries off
track for the MDGs.!°

As we show later, progress towards the re-
duction of absolute poverty is heavily condi-
tioned by inequality. This is true not just for
income, but also for wider inequalities in arcas
such as health, education and politics. More-
over, the idea that poverty and human welfare
can be defined solely in absolute terms to the
exclusion of relative considerations flies in the
face not just of attitude survey evidence, but of
basic ideas elaborated in 1776 by Adam Smith.
Smith forcefully argued that relative distribu-
tion is integral to any assessment of human wel-
fare: “By necessities I understand not only the
commodities necessary for the support of life,
but whatever the custom of the country ren-
ders it necessary for creditable people, even of



the lowest order, to be without. A linen shirt,
for example, is strictly speaking not a necessity
of life....But in present times, throughout the

greater part of Europe, a creditable day labourer

would be ashamed to appear in public without

a linen shirt.”!!

Chains of disadvantage—inequality within countries

Chapter 1 looked at inequalities between rich
and poor countries. These inequalities are mir-
rored within countries. Deep human develop-
ment disparities persist between rich people and
poor people, men and women, rural and urban
areas and different regions and groups. These
inequalities seldom exist in isolation. They cre-
ate mutually reinforcing structures of disadvan-
tage that follow people through life cycles and
are transmitted across generations.

Income inequality varies markedly across
regions. In broad terms Latin America and Sub-
Saharan Africa register very high levels of inequal-
ity, while South Asia and Organisation for Eco-
nomic Co-operation and Development (OECD)
countries register much lower levels. Alchough
there are no clear threshold points, countries with
Gini coefficients above 50 can be said to be in the
high inequality category (figure 2.1).

Cross-country evidence is often cited in sup-
port of the proposition that, on average, inequal-
ity changes very little over time. That proposition
is misleading in important respects. While it is
difficult to compare different surveys across coun-
tries and time, there has been a clear trend over the
past two decades towards rising inequality within
countries. Of the 73 countries for which data are
available, 53 (with more than 80% of the world’s
population) have seen inequality rise, while only 9
(with 4% of the population) have seen it narrow."?
This holds true in both high- and low-growth sit-
uations (such as China in the first case and Bolivia
in the second) and across all regions.

Differences in the Gini coefficient relate to
differences in the share of national wealth cap-
tured by the poorest people. In broad terms
the higher the Gini coeflicient, the lower is the
share of national income captured by the poorest

sections of society. The poorest 20% of the popu-
lation in low-inequality countries such as Indo-
nesia and Viet Nam capture three to four times

Inequality in income—
selected countries and regions

Gini coefficient, income distribution
(GDP per capita, PPP US$)

GINI
90

! Inequality within countries
Namibia 70.7
Sub-Saharan Brazil 59.3
Africa 72.2 South Africa 57.8
Chile 571
World 67.0 Zimbabwe 56.8
Mexico 54.6
Zambia 52.6
Latin America & Argentina 52.2
the Caribbean 57.1 Malaysia 49.2
East Asia & Philippines 46.1
the Pacific 52.0 China 44.7
Thailand 432
- Kenya 425
Central & Easterm =~ United States 40.8
Europe & CIS 42.8 = Viet Nam 370
High-income United Kingdom 36.0
OECD 36.8 = Egypt 34.4
South Asia 33.4 Poland o
Sri Lanka 332
France 32.7
Russian Federation ~ 31.0
Ethiopia 30.0
Albania 28.2
Hungary 26.9
Sweden 25.0

10

Source: Regional data, Dihkanov 2005; country data, indicator table 15.
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Namibia

Central African Republic

Brazil
Guatemala
Peru

Mexico

Zambia

South Africa
Bolivia
Malaysia

Mali

China

United States
Kenya

Thailand

United Kingdom
Tanzania, U. Rep. of
France

Viet Nam

Nepal

Russian Federation
Indonesia
Germany
Bangladesh
Sweden

Czech Republic

Source: Indicator table 15.

more national income than their counterparts in
high-inequality countries such as Guatemalaand
Peru (figure 2.2). While income gaps between
countries account for the lion’s share of global
inequality, income disparities within many
countries rival in scale the inequalities in global
income distribution. In Brazil the poorest 10% of
the population account for 0.7% of national in-
come, and the richest 10% for 47%. Inequalities
within Sub-Saharan Africa are also very large. In
Zambia, for example, the ratio of the income of
the richest to the poorest 10% is 42:1.
Distribution patterns have an important
bearing on the relationship between average in-
comesand poverty levels. A more nearly equal dis-
tribution can mean that poor people in countries

- Slicing the income pie

Share of the poorest 20%, 2003 (%)

Share of the richest 20%
Share of the poorest 20%
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with low levels of inequality have higher incomes
than poor people in countries at higher average
income levels. This provides a clear example of
how distribution affects absolute poverty. For
example, average income in Brazil is three times
higher than average income in Viet Nam. But
the poorest 20% of Brazilians have an income
well below the average income in Viet Nam and
comparable to the income of the poorest 20% of
that country (figure 2.3). The poorest 20% of the
population in the United Kingdom have an in-
come comparable to that of the poorest 20% in
the Czech Republic, a far less wealthy country.
As these comparisons suggest, average in-
comes obscure the effects of distribution pat-
terns on real welfare. The human development
index (HDI) is also an average indicator. In this
sense it too provides a picture of what is hap-
pening to the hypothetical average person in a
country, not to the average poor person. This
can be demonstrated through a simple exer-
cise. Adjusting the income component of the
HDI from average income to average income
of the poorest 20%, holding everything else
constant—including the health and education
scores—drops Brazil 52 places in the HDI rank-
ing (to 115) and Mexico 55 places (to 108).
Comparisons between low-income coun-
tries and high-inequality countries are revealing
in another way. They highlight how, at any given

How the poor fare—
average income matters,

but so does inequality

GDP per capita, 2003 (PPP US$, thousands)

10
—( Average

——{ Average

!( Average
.1 Average

Brazil Viet Nam Mexico Sri Lanka

Source: Calculated on the basis of data on GDP per capita (PPP US$) from
indicator table 14 and data on the income share of the poorest 20% from
indicator table 15.



level of average income, more equitable distribu-
tion can be associated with lower poverty levels.
One way to illustrate this is to consider how the
incomes of different parts of the overall distribu-
tion in a country might change if the distribution
patterns of a more equal country were imposed.
Currently, the poorest 20% of the population in
Guatemala have an average income of $550 a year,
or 46% below the $2 a day international poverty
line. Were this group to capture the same share
of national income as the poorest 20% in Viet
Nam, their average incomes would rise to $1,560,
or 66% above the $2 a day line.!* Of course, it
could be argued that this example ignores the
potentially negative effects on growth and hence
on the overall size of the economy of a transition
to greater equity in Guatemala. But the example
of Viet Nam, a dynamic, high-growth economy
with lower inequality, suggests that there may be
positive benefits for Guatemala, which has expe-
rienced two decades of low growth.

Income inequalities both reflect and affect
wider life chance inequalities, starting with the
chance of staying alive.!* In Bolivia and Peru
infant death rates are four to five times higher
for the children of the poorest 20% of the pop-
ulation than the children of the richest 20%.
With more births, the poor are heavily over-
represented in the distribution of child deaths
(figure 2.4). This is a stark demonstration of
how inequality deprives people of substantive
freedoms and choices, regardless of their formal
legal rights and freedoms.

Ratio, poorest 20% to richest 20%

The cycle of inequa

Births attended by skilled health staff

School participation, girls

School completion, women

Children severely under height for age

Under-five mortality rate

Equality

Source: Gwatkin and others forthcoming.

Wealth-based differences are the first link in
a cycle of inequality that tracks people through
their lives. Women in poor households are less
likely to receive antenatal care and less likely to
have their births attended by a trained medi-
cal assistant (figure 2.5). Their children are less
likely to survive or to complete school. Children
who do not complete school are more likely to
have lower incomes. Thus the cycle of depriva-
tion is transmitted across generations.

In rich countries, too, basic life chances are

unequally distributed. Chapter 1 highlighted
the chasm in life chances separating the aver-
age person in a rich country from the average
person in a poor country. Beyond this chasm,
some deprived groups in the “First World”
have life chances comparable to the average in

Share of deaths of children under age 5, by wealth quintile (%)
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Children of the poorest are most likely to die
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Source: Calculated on the basis of data on under-five mortality rates and births from Gwatkin and others forthcoming.
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The United States leads the world in healthcare spending. On a per
capita basis the United States spends twice the Organisation for
Economic Co-operation and Development average on healthcare,
or 13% of national income. Yet some countries that spend sub-
stantially less than the United States have healthier populations.
US public health indicators are marred by deep inequalities linked
to income, health insurance coverage, race, ethnicity, geography
and—critically—access to care.

Key US health indicators are far below those that might be an-
ticipated on the basis of national wealth. Infant mortality trends
are especially troublesome. Since 2000 a half century of sustained
decline in infant death rates first slowed and then reversed. The in-
fant mortality rate is now higher for the United States than for many

other industrial
Infant mortality
comparison

Infant mortality rate, 2003
(deaths per 1,000 live births)

countries.
Malaysia—a country with an
average income one-quarter
that of the United States—
has achieved the same infant

15 —<Urban Kerala, India mortality rate as the United

T US African Americans States (figure 1). And the In-
~<Uruguay dian state of Kerala has an
10 urban infant death rate lower

Malaysia, United States than that for African Ameri-

5 US White cans in Washington, DC.
Wide differences in health
Japan ) )
across socio-economic
0 groups partly explain the

Source: India data, IIPS and ORC Macro 2000;
US data, The Henry Kaiser Family Foundation 2005;
national data, indicator table 10.

poorer health outcomes in
the United States than in
other industrial countries.
From the cradle to the grave the health of US citizens shows ex-
treme divergence. For example, racial and ethnic health disparities
are persistent—a result of differences in insurance coverage, in-
come, language and education, among other factors (figure 2). Af-
rican American mothers are twice as likely as white mothers to give
birth to a low birthweight baby. Their children are twice as likely to
die before their first birthday. Income differences are closely cor-
related with health differences. A baby boy from a family in the top
5% of the US income distribution will enjoy a life span 25% longer
than a boy born in the bottom 5%.

Many factors contribute to health inequalities. One important
driver is the coverage of healthcare provision. The United States is
the only wealthy country with no universal health insurance system.
Its mix of employer-based private insurance and public coverage
has never reached all Americans. While more than half the popula-
tion have health insurance coverage through their employers and
almost all the elderly are covered through Medicare, more than one

O oot

in six non-elderly Americans (45 million) lacked health insurance
in 20083. Over a third (36%) of families living below the poverty line
are uninsured. Hispanic Americans (34%) are more than twice as
likely to be uninsured as white Americans (13%), and 21% of Af-
rican Americans have no health insurance. Health insurance cov-
erage also varies widely across the 50 states, depending on the
share of families with low incomes, the nature of employment and
the breadth of each state’s Medicaid programme for low-income
people.

More than in any other major industrial country the cost of treat-
ment is a major barrier to access in the United States. Over 40%
of the uninsured do not have a regular place to receive medical
treatment when they are sick, and more than a third say that they
or someone in their family went
without needed medical care,
including recommended treat-
ments or prescription drugs, in
the last year because of cost.

Unequal access to health-
care has clear links to health
outcomes. The uninsured are 40

Health insurance,
poverty and

race in the
United States

Share of population without health
insurance (%)

. —=< Below poverty line
less likely to have regular out- e
30 - 1-2 times

patient care, so they are more poverty line income

likely to be hospitalized for
avoidable health problems. 20
Once in a hospital, they re-

ceive fewer services and are

National
average

4 times poverty line

more likely to die than are in- income and above

0
sured patients. They also re- Race
ceive less preventive care. The
Institute of Medicine estimates

Income

Source: The Henry Kaiser Family Foundation 2005.

that at least 18,000 Americans die prematurely each year solely
because they lack health insurance. Being born into an uninsured
household increases the probability of death before age 1 by about
50%.

Unequal access to healthcare has a powerful effect on health
inequalities linked to race, which are only partly explained by insur-
ance and income inequalities. One study finds that eliminating the
gap in healthcare between African Americans and white Americans
would save nearly 85,000 lives a year. To put this figure in context,
technological improvements in medicine save about 20,000 lives
ayear.

The comparison highlights a paradox at the heart of the US
health system. High levels of personal healthcare spending reflect
the country’s cutting-edge medical technology and treatment. Yet
social inequalities, interacting with inequalities in health financing,
limit the reach of medical advance.

Source: Rowland and Hoffman 2005; Proctor and Dalaker 2003; Munnell, Hatch and Lee 2004; The Henry Kaiser Family Foundation 2005; Deaton 2002.
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countries at far lower levels of income. Poorer
people die younger and are sick more often. Men
in the top 5% of the income distribution in the
United States live about 25% longer than men
in the bottom 5%."> Meanwhile, high levels of
health spending have failed to eradicate large
disparities in infant death rates based on race,
wealth and state of residence. These disparities
have limited progress in reducing infant mor-
tality. The infant mortality rate in the United
States compares with that in Malaysia—a coun-
try with a quarter the income. Infant death rates
are higher for African American children in
Washington, DC, than for children in Kerala,
India. While other socio-economic factors are
involved, financial barriers to adequate health-
care are an important contributor (box 2.1).

Layers of inequality
constrain life choices

Life chances in any country are constrained
by complex layers of inequality. Disparities in
opportunities for health, education, income and
political influence are to be found in every coun-
try, in varying magnitudes. Inequalities linked
to wealth, gender, location, race and ethnicity,
along with other markers for disadvantage, do
not operate in isolation. They interact to cre-
ate dynamic and mutually reinforcing cycles of
disadvantage that are transmitted across genera-
tions. Breaking these cycles is one of the keys to
accelerated progress towards the MDGs.

Regional inequalities

In many countries regional disparities are a
major source of inequality. In Brazil the infant
mortality rate is 52 deaths per 1,000 live births
in the north-east but drops to 20 deaths in the
south-east. The 10 municipalities with the low-
est infant mortality rates have an average of 8
deaths per 1,000 live births—a level compa-
rable to that in some high-income countries.
The 10 worst municipalities have a death rate
of 117 deaths per 1,000 live births, which is
higher than in Bihar, India. Per capita spend-
ing on health is inversely related to the infant
mortality rate: it is twice as high in the south-

cast as in the north-east.1¢

Breaking down national HDIs graphi-
cally reveals the scale of regional inequality
within countries. The HDI in China ranges
from 0.64 in Guizhou to 0.80 in Guangdong
and 0.89 in Shanghai (figure 2.6). If they were
countries, Guizhou would rank just above Na-
mibia and Shanghai alongside Portugal. The
HDI in Mexico ranges from 0.71 in Chiapas
and 0.72 in Oaxaca to 0.89 in Mexico City, a
range that extends from El Salvador to the Re-
public of Korea. Education differences arc one
explanation. Illiteracy rates range from 3% in
Mexico City to more than 20% in Chiapas
and Guerrero. Figure 2.7 uses an inequality
tree to investigate inequalities below the state

Human development differences
among China’s provinces

Human development index, 2003

1.000
.900 Portugal Shanghai
Argentina Beijing
800 Malaysia — Guangdong
CHINA s Sichuan
700 Algeria =
Namibia — Guizhou
.600

Source: Calculated on the basis of China, National Bureau of Statistics 2004
and UNDP 2002.

The two worlds of Mexican
education
)

Adult literacy rate (%

Country Province Municipality Gender
Estado e
de Mexico Cuagytlan l\/ggle
ltaly 99 — 94 —
— 95
MEXICO % Acag(t);lco Bl
78 == Sultepec
Guerrero 72
Male
37
" -28.
Mali19 — Metlatonoc 20
Female

Source: Mexico, INEGI 2005.
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level in Mexico. The richest municipalities in
Guerrero, such as the resort of Acapulco, have
literacy levels comparable to those in high-
income countries, and with limited gender
gaps. Meanwhile, in the predominantly rural,
indigenous and mountainous municipalities
literacy levels fall to 28% —half the level in
Sudan—and to 20% for women. Inequality
trees provide a way of tracking the complex
patterns of inequality that operate beneath
the national average.

Urban-rural disparities
Living in a rural area is, in many countries, a
marker for disadvantage. Poverty rates are

Rural children face

greater risk of mortality

Child mortality, rural rate as a multiple of urban rate (urban rate = 1)

2.0

1.0
Peru Bolivia  Senegal  India Niger  Brazil
2000 1998 1997 1998 1998 1996

Source: Calculated on the basis of data on child mortality from Measure DHS 2005.

- School completion in Pakistan

Primary school completion rate (%)

64
Male
Urban
57
Female
0
2 Male
PAKISTAN
30
Rural
Female

Source: Pakistan, Statistics Division 2002.
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higher, and access to services is lower. In Ghana
the incidence of poverty is 2% in the capital city
of Accra but 70% in the rural savannah. The
rural savannah accounts for one-fifth of Ghana’s
population, but two-fifths of the population liv-
ing in poverty. While poverty has been declin-
ingin Accra, it has remained unchanged in the
savannah.!”

Ghana’s rural-urban divide is equally
marked in access to basic services. One in
five rural residents has access to piped water
compared with four in five urban residents.
Death rates for children under age 5 are far
higher in rural areas, reflecting a higher inci-
dence of poverty and more limited coverage
of basic services. In Bolivia death rates are
nearly 1.9 times higher among rural children
than among urban children (figure 2.8). The
rural-urban divide magnifies gender inequali-
ties, dramatically so in many countries. In
Pakistan the rural-urban gap in school atten-
dance is 27 percentage points, but the gap be-
tween rural girls and urban boys is 47 percent-
age points (figure 2.9). In many countries the
rural-urban divide also exacerbates inequali-
ties within and between groups. Indigenous
people in Guatemala are far more likely to live
in poverty, but rural indigenous people have
an incidence of poverty almost five times the
average for urban non-indigenous people (fig-
ure 2.10).

Poverty in Guatemala—
ethnicity and location

Income poverty rate, 2000 (%)

Rural
85
Indigenous
76
63 =r= Rural
GUATEMALA
56
51
Urban
41
Non-
indigenous
18
Urban

Source: World'Bank 2003c.



Gender inequality

Gender disparities are among the deepest and
most pervasive of inequalities. They are revealed
most brutally in parts of South Asia. In India
the mortality rate among children ages 1-5 is
50% higher for girls than for boys. These gitls,
deprived of life because they were born with
two X chromosomes, are among the 100 mil-
lion “missing women” in South Asia. The higher
mortality rates among girls and women from
birth to about age 30 inverts the normal demo-
graphic gender balance, pointing to structural
inequalities in nutrition, healthcare and status.

Income inequality reinforces unequal health
outcomes for women. In Indonesia maternal
mortality ratios are four times higher among
women in the poorest 20% of the population
than among women in the richest 20%. Women
who die during pregnancy are twice as likely
to be unschooled and 50% less likely to have
access to clean water.!® Across the developing
world poor women are less likely than women
in higher income groups to have their births
attended by a trained assistant—a key indica-
tor for maternal mortality. In Peru and Yemen
women in the richest 20% of the population
are six to seven times more likely to have births
attended by trained assistants than are women
in the poorest 20%. Gender-based inequalities,
including infant mortality, link back to wider
life chance inequalities. In Burkina Faso infant
mortality rates are three times higher for chil-
dren of uneducated mothers than for children
of educated mothers.

The very visible disparities in human devel-
opment described here are the product of deeper
structural inequalities, including less visible in-
equalities in power. Empowerment of the poor
is both an instrument to reduce poverty and,
because participation in society is a dimension
of human development, an aspect of poverty re-
duction. Poor people and disadvantaged groups
often lack the capacity to influence institutions
controlled by elite groups. More broadly, the
disadvantage is perpetuated by inequalities in
what can be thought of as the factors shaping
the political capabilities of the poor: self-confi-
dence, capacity to influence political processes
and recognition by the rest of society.

Nowhere are power inequalities and their
consequences more clearly displayed than for
women. Women experience inequality in power
relative to men from the household level to the
national level, where they are universally under-
represented in legislative bodies, organs of gov-
ernment and local political structures. Women,
especially those with low incomes, tend to have
less control over household resources, less ac-
cess to information and health services and less
control over their time. These factors are closely
linked to their nutritional status, the quality of
care they receive and the nutritional status of

their children (see box 1.3).

Unequal chances—health
inequalities and the MDGs

Life chance inequalities on the scale described
above are not just inherently unjust. They are
also bad for the MDGs. Deep inequalities are
holdingback progress in many areas. To demon-
strate how strategies to reduce inequality could
accelerate progress, this section considers child
mortality.

Income

As chapter 1 shows, the MDG target of reduc-
ing child deaths by two-thirds will be missed by
a wide margin on current trends. Two interre-
lated factors explain much of the deficit. First, in
most countries the poor account for a far larger
share of child deaths than is commensurate with
their share of the population. Put differently, the
children of the poor are overrepresented among
the victims of child death—heavily so in many
countries. In Ghana 36% of child deaths occur
among the poorest 20% of the population, while
7% occur among the richest 20% (see figure 2.4).
Second, the rate of child mortality is falling much
more slowly among the poor than the average rate
of decline in most countries. Cross-country data
suggest that the child mortality rate among the
poorest 20% is falling at half the average rate of
decline, so that the mortality gap between rich
and poor children is widening. In Zambia child
mortality among the richest 20% fell by 6% a year
in the second half of the 1990s—three times as
fast as for the poorest 20% (figure 2.11).

In India the mortality rate
among children ages
1-5is 50% higher for

girls than for boys
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Child mortality—a g

rowing gap between rich and poor

Change in under-five mortality rate, annual average, by wealth quintile (%)

1993-98 1998-2001

Nicaragua

—6.1%

-11.8%
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Source: Calculated on the basis of data on under-five mortality from Gwatkin and others forthcoming.

No avoidable child death should be toler-
ated. But this current pattern of progress is also
suboptimal from the perspective of achieving
the MDG target of a two-thirds reduction. The
slowest decline is happening in precisely the
population group in which accelerated progress
could lead to the biggest reductions in child
mortality. On one estimate, closing the gap
in child mortality rates between the poorest
20% and the national average would cut child
deaths by 60%, saving about 6.3 million lives
a year. This would also put the world on track
for achieving the MDG target.”” This suggests
that the failure of national governments and the
international community to overcome inequali-
ties based on wealth costs the lives of more than
6 million children a year.

It could even be argued that this compari-
son yields an unduly conservative assessment.
Using Demographic and Health Survey data,
we estimate what would happen if the aver-
age child mortality rate fell to the rate of the
richest 20%. For many countries this would
translate into very large declines in child
deaths, reducing the overall total by more
than one-half in India and in Nicaragua. For
India the reduction in child mortality would
reduce overall deaths by about 1.4 million. In
just three countries—Bangladesh, India and

Nepal—half a million of the lives saved would
be of children in the first month of life.

005

Gender

Reducing gender inequality would have a cata-
lytic effect on cutting child deaths. That effect
would be especially pronounced in South
Asia, where gender inequality is most deeply
entrenched. If India closed the gender gap in
mortality between girls and boys ages 1-5, that
would save an estimated 130,000 lives, reducing
its overall child mortality rate by 5%.%°

Overcoming wider gender inequalities
would have even more pronounced effects be-
cause of the negative links between maternal
nutritional deprivation and child mortality. The
percentage of underweight women is four times
higher in South Asia than in Sub-Saharan Af-
rica, and deficiencies in nutrients and vitamins
linked to child death are far greater. South Asia
has lower levels of poverty and higher average
incomes than Sub-Saharan Africa but South
Asia’s child malnutrition rate is 20% higher
than Sub-Saharan Africa’s. Half of the world’s
underweight children live in South Asia. These
human development deficits are strongly associ-
ated with gender inequalities.

Greater gender equity would act as a pow-
erful force for reducing child mortality. Using
cross-country data, the International Food
Policy Research Institute has estimated that
equalizing the access of men and women to ed-
ucation, nutrition, income and property rights
could reduce the underweight rate among chil-
dren less than three years old by 13 percent-
age points in South Asia, meaning 13.4 mil-
lion fewer malnourished children vulnerable
to carly mortality. For Sub-Saharan Africa
child malnutrition would fall by 3 percentage
points, with 1.7 million fewer malnourished
children.”! The pathways through which the
empowerment of women influences child well-
being include wider spacing of births through
enhanced control over fertility, greater use of
health facilities and better knowledge of health

interventions.

Public policy

Reducing the deeply rooted inequalities based
on gender, income and region that generate
unequal child mortality rates requires wide-
ranging reforms. Public policy has a critical role



to play in addressing the three “As” for reducing healthcare can represent a large share of

inequality: the income of poor people, leading to re-

o Access. The poor often live in areas that are duced demand, uncompleted treatments

sparsely covered by basic health services or
covered by facilities that lack drugs and
trained staff. Chronic underfinancing is
part of the problem. Providing basic health-
care coverage in a low-income country costs
an estimated $30-$40 per capita. Across
much of Africa spending is less than $6 per
capita. Under these conditions, even where
facilities exist, they are likely to lack essen-
tial medicines.

or increased debt. In Viet Nam a single
hospital visit costs 40% of the monthly in-
come of people in the poorest 20% of the
population. High levels of houschold health
spending not only deter use of services, but
by one estimate have pushed 3 million peo-
ple in Viet Nam into poverty.?> In China
the erosion of the public health system after
the economic reforms of the late 1970s has
exacerbated inequalities in health (box 2.2).

o Affordability. Charging for basic health-

care increases inequality. Payments for

O voeimigiiorenn

Removing fees can improve equity. When
Uganda did that in 2001, visits to public

Over the past four decades China has registered some of the most
rapid advances in human development in history. During the 1990s
the country climbed 14 places in the HDI ranking (to 85). China
has been the world’s fastest growing economy over the past two
decades, with per capita incomes rising threefold in constant pur-
chasing power terms. However, there are worrying indications that
social progress is starting to lag behind economic growth perfor-
mance, with the slowdown in the rate of reduction in child deaths
a special concern.

Health inequalities appear to be contributing to the problem.
Children living in the poorest provinces and in rural China face the
highest death risks. Child mortality levels in urban areas average
about one-third of those in rural areas. Under-five mortality rates
range from 8 per 1,000 live births in Shanghai and Beijing (compa-
rable to the United States) to 60 in the poorest province of Guizhou
(comparable to Namibia). The gap between rich and poor provinces
appears to be widening. So does the survival gap between girls and
boys. Recent research indicates that child mortality rates are rising
at 0.5% a year for girls while falling at 2.3% a year for boys.

Public policies have contributed to these inequalities. Until
1980 most of China’s poor people living in rural areas were covered
by the Cooperative Medical System. That system was dismantled
with market reforms. One effect was to shift the burden of financ-
ing healthcare costs from public providers to household transfers.
Most people now have to buy health insurance, meet costs as they
arise or go without healthcare. Today, China spends 5% of GDP on
health, which is relatively high for countries at comparable levels of
income, but public spending on health amounts to less than 2% of
GDP. In effect, health financing has been privatized.

Fiscal decentralization has reinforced the transition to a market-
based system. Poorer counties and districts have been unable to

Source: Lim and others 2004; Liu, Liu and Meng 1994; Sen 2004.

raise sufficient revenue through taxation, intensifying the pressure
on health service providers to demand payment for services. This
includes basic immunization and other preventive health services.
Charging for services that are public goods is economically inef-
ficient and inequitable.

The erosion of public provision has resulted in a mismatch be-
tween need and provision: average per capita spending on health
in urban areas is now 3.5 times the level in rural areas. Between
70% and 80% of the rural population have no health insurance
coverage. This means that treatment for sickness episodes has
to be paid for out of pocket. High healthcare costs are a cause of
household poverty and a deterrent to using health services. One
study commissioned by the Chinese Ministry of Health covering
three provinces (Guangdong, Shanxi and Sichuan) found that half
of respondents reported not seeking healthcare despite needing it
in the past year. The main reason cited was cost.

Price barriers may be partly responsible for a downturn in im-
munization coverage. During the 1980s immunization for diphtheria,
pertussis and tetanus (DPT3) increased from 58% to 97%—one of
the highest rates of coverage in the developing world. Since then
coverage has slipped back to 90%, according to data from the World
Health Organization and the United Nations Children’s Fund.

There is now a danger that China will miss the Millennium Devel-
opment Goal target for child mortality and that deepening inequali-
ties will slow progress towards other health goals. These inequali-
ties are rooted in a privatized health financing system that seems
inappropriate in a country with high levels of poverty. While eco-
nomic reform has clearly generated important gains, market princi-
ples have been extended too far into the health system. The Chinese
government itself is now reviewing healthcare financing with a view
to strengthening service provision for poor households.
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Even small shifts in
distribution can
significantly

reduce poverty

health facilities rose by 80%, with half of

the increase among the poorest 20% of the

population. The share of houscholds that
reported not having used a health service
because of high costs decreased from about

50% in 1999 to 35% in 2002—a reduction

that was particularly pronounced in the

country’s poorest region.??

o Accountability. Even where public health
services are available, they are often not used
by poor people. For example, in India alarge
share of demand is directed towards poorly
qualified private providers. A survey in one
of the poorest districts of Rajasthan found
that poor households used private health
providers even when nominally free public
services were available. One reason: over half

of health centres were closed during periods

when they were supposed to be open. When
facilities are open they often lack a trained
staff member on site. For India as a whole
survey evidence based on unannounced vis-
its to health clinics found that 40% of clin-
ics lack a trained person on site at the time
of the visit.?* Developing more accountable
health systems can dramatically improve
access and health indicators. For example,
in 1987 the Brazilian state of Cered, one of
the poorest in the country, set up a decen-
tralized, community-based healthcare sys-
tem that now employs more than 170,000
health workers. The programme has been
accompanied by strategies to support com-
munity monitoring of health providers. In
less than 15 years the infant death rate fell
to one-third of its 1987 level.

The human development potential of pro-poor growth

Trends in income inequality have an important
bearing on wider dimensions of human devel-
opment as well as on income poverty. Moves
towards greater distributional equity could
sharply reduce the rate of income poverty, with
attendant benefits for the MDGs and wider
human development goals.

Improved distribution can enhance devel-
opment through two pathways: one static and
the other dynamic. Atany given growth rate the
larger the share of any increment in economic
wealth that is captured by the poor, the higher
the ratio of poverty reduction to growth—
referred to as the poverty elasticity of growth.
This is a static effect. Dynamic effects emerge
when changes in distribution affect the growth
rate. Extreme inequality can act as a brake on
growth. This effect is especially strong for asset
inequality. Limited access to productive assets,
or limited capacity to enforce legal claims, can
restrict poor people’s ability to borrow and in-
vest, holding back growth.? Cross-country evi-
dence suggests that greater distributional equity
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can accelerate growth and that there are no
inherent trade-offs between growth and equity.
Thus improved distributional equity can gener-
ate a double benefit: it increases growth and the
size of the economic pie and it enables the poor
to capture a bigger slice of that pie.?

Improving the distribution of growth

In countries where inequality and poverty lev-
els are high even small shifts in distribution can

significantly reduce poverty.

Accelerating poverty reduction

in individual countries

Using national household income and expendi-
ture data for several countries, we estimated the
potential impact on income poverty of doubling
the national income share of the poorest 20% of
the population through a transfer from the top
20% (see Technical note 2). For high-inequality
countries with large populations in poverty,
shifting even a small share of the income of



the top 20% could lift large numbers of people

above the poverty line. For Brazil and Mexico

the transfer of 5% of the income of the richest

20% would have the following effects:

e InBrazil about 26 million people would be
lifted above the $2 a day poverty line, cut-
ting the poverty rate from 22% to 7%.

e InMexico about 12 million people would be
taken out of poverty, as nationally defined,
reducing the poverty rate from 16% to 4%.
Of course, this is a static exercise. It illus-

trates the poverty impact of a hypothetical
transfer from rich to poor. In a society that
attaches greater weight to welfare gains for the
poor than the rich the transfer might be consid-
ered welfare enhancing for the whole of society
even if some lose.

Another route to improved distribution is
progressive growth—a growth pattern in which
average incomes are growing, but the incomes
of poor people are growing even faster. This is a
positive-sum process in which nobody loses and

the poor gain proportionately more. Progressive
growth can be thought of as a dynamic process
in which poor people produce their way out of
poverty, while increasing their contribution to
national wealth (box 2.3).

Even modestly progressive growth can have
a powerful impact on poverty. Once again, we
use growth simulation models based on na-
tional houschold income survey data to dem-
onstrate the effects for Brazil and Mexico. We
build two scenarios. The first, a distribution-
neutral scenario, assumes a continuation of cur-
rent growth trends with no change in distribu-
tion. Increases to income are distributed in line
with existing income shares: if the poorest 20%
account for 1% of current income, they would
receive 1 cent of every $1 generated by growth.
The second, a progressive growth scenario, as-
sumes that people living below the poverty line
double their share of future growth. In the case
mentioned above, if the poorest 20% repre-
sented the population living in poverty, their

() oo

Like motherhood and apple pie, everybody is in favour of “pro-
poor growth”. The concept, like its increasingly popular and more
recent variant “shared growth”, captures the idea that the quality
of growth, as well as the quantity, matters for poverty reduction.
But the concept means very different things to different people.
The World Bank and international development agencies favour an
absolute definition of pro-poor growth. What matters in this defini-
tion is not whether the incomes of poor people are rising in relation
to average income, but how fast their incomes are rising. Pro-poor
growth on this definition can be consistent with rising inequality,
even in countries already marked by extreme inequalities.

The progressive definition of pro-poor growth adopted in this
Report focuses on the relative position of poor people. It highlights
the potential for small distributional shifts to produce major gains
for poverty reduction.

Are these just semantic differences? Or do they have a direct rel-
evance for human development? The differences can be overplayed:
all parties in the debate favour rapid poverty reduction. By extension,
nobody argues that low levels of inequality are inherently good for
poverty reduction. If they were, low-growth, low-inequality (a Gini
coefficient of about 36 throughout the 1990s) Benin would be outper-
forming China. However, two important issues are at stake, both con-
nected to the balance between economic growth and distribution.

Source: Kakwani, Khandker and Son 2004; Ravallion 2005; DFID 2004b.

The first issue is one of social justice. In the absolute definition
distribution-neutral growth is pro-poor: any growth that increases
the income of the poor can be deemed pro-poor. It is difficult to
square this with basic ideas of social justice. If everybody in Brazil
shared in increments to growth on the current distribution pattern,
the richest 20% would receive 85 cents of every $1. The poorest
20% would receive 3 cents. Everybody—including the poor—is bet-
ter off, so growth might be deemed pro-poor. But if more weight is
attached to the well-being of poor people, that distribution pattern is
not consistent with basic principles of fairness and social justice.

The second, related concern is about the conversion of growth
into poverty reduction. If maximizing the impact of growth on pov-
erty reduction is a central policy goal, then distribution matters.
Other things being equal, the bigger the share of any increment
to growth captured by poor people, the faster the rate of poverty
reduction. Increasing their share of additional growth can acceler-
ate the rate at which rising prosperity reduces poverty, while at the
same time raising the overall growth rate.

The progressive growth approach focuses attention on the
structural inequalities that deny poor people and marginalized
groups an opportunity to contribute to and participate in growth
on more equitable terms. It puts redistribution, alongside growth, at
the centre of the policy agenda for reducing extreme poverty.
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The smaller the poor’s
share of any increment to
income the less efficient
growth is as a mechanism

for poverty reduction

share of future growth would rise from 1 cent to
2 cents of every $1. Considering the high degree
of inequality in both Brazil and Mexico, thisisa
modest scenario for pro-poor growth. Even so,
the results are striking. For Brazil it shortens the
time it takes the median household to cross the
poverty line by 19 years. For Mexico it shortens
the time by 15 years (see Zechnical note 2).

It is sometimes argued that distribu-
tion has more relevance for high-inequality
middle-income countries than for the low-
growth low-income countries that are farthest
off track for meeting the MDGs. This is correct
in the sense that, as the Brazil and Mexico simu-
lations demonstrate, even modest redistribution
can produce big results for poverty reduction in
high-inequality middle-income countries. But
the distribution of growth also matters a great
deal for low-income countries.

Sub-Saharan Africa demonstrates the point.
One consequence of economic stagnation for
the region has been a rise in the growth rate re-
quired to achieve the MDG target of halving
poverty. Some countries—Ethiopia, Senegal,
South Africa and Tanzania among them—need
to grow at about 3% per capita a year to reach the
target. However, analysis based on houschold
surveys (in countries accounting for 78% of the
region’s population) suggests that the weighted
average annual growth rate required to achieve
the MDG for the region is 5% per capita for 10
years.”” This is in a region where the average an-
nual growth per capita for 2000-06 is 1.6%.
Even if the current recovery in some countries
is sustained, for a large group of countries the
MDG growth requirements are implausible.

Does this mean that Sub-Saharan Africa is
destined to fail on the MDGs? Not if the region
combines a more modest increase in growth with
an improved pattern of income distribution.

The point can be demonstrated by reference
to Kenya—a country that is unequivocally off
track for halving extreme poverty by 2015. If
Kenya were to achieve a 1% per capita growth
rate on current distribution patterns, it would
not halve poverty until 2030. Doubling the share
of the poor in future growth even at the 1% per
capita growth rate would enable Kenya to halve
poverty by 2013, meeting the MDG target. In
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other words pro-poor growth would reduce the
time horizon for halving poverty by 17 years. The
broader point here is that extreme inequality can
constrain poverty reduction in low- and middle-
income countries for the same reason: the smaller
the poor’s share of any increment to income the
less efficient growth is as a mechanism for pov-
erty reduction. In Viet Nam the ratio of average
income growth to poverty reduction is approxi-
mately 1:1. For high inequality countries such as
Bolivia and Zambia the ratio is about 1:0.5.2% In
other words, it takes twice as much growth to
achieve the same level of poverty reduction.

These cases demonstrate that the quality
and composition of growth matter as much as
the quantity. As Sub-Saharan African govern-
ments seck to consolidate economic recovery,
prioritizing the quality of growth has become
increasingly urgent. There is a danger that on
current growth patterns economic recovery will
leave the poor behind. For example, Tanzania’s
success in raising overall growth has had a neg-
ligible impact on poverty rates. Average per cap-
ita incomes have risen 1.8% a year since 1995,
but poverty has been falling far too slowly to
achieve the MDG. Between 1991 and 2001 the
poverty rate fell from 39% to 36%, with large
underlying variations. Poverty levels have fallen
sharply in Dar es Salaam, but only marginally
in rural areas (figure 2.12). The problem: rural
areas account for 82% of poverty.

Tanzania—poverty reduction
restricted to the capit

Poverty rate (%)

20 .\'
Rural

Share of
poverty

82%

30
20 \ =
Dar es Salaam
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1991-92 2000-01

Source: Demombynes and Hoogeveen 2004.



Across much of Africa the challenge then
is not just to accelerate growth, but to ensure
that poor people contribute to the growth pro-
cess, through increased output and rising pro-
ductivity, and capture a bigger share of incre-
ments to growth than they do now. For public
policy this means far more attention to small-
holder farmers; to marginal, rain-fed agricul-
tural areas; and to public investments to build
the assets of the poor and the infrastructure
serving them.

The role of the private sector is also critical
for pro-poor growth. Small and medium-size
enterprises in particular play a pivotal role—as
employers, as suppliers of inputs and as a link
to markets. Private firms can contribute to
poverty reduction by empowering people, ex-
tending choice and providing a broad range of
goods and services. In Bangladesh, Grameen-
Phone, the country’s largest cellular phone ser-
vice provider, operates a rural programme that
serves more than 50 million people, enabling
microenterprises to operate more efﬁciently by
improving access to market information. Else-
where, the absence of microenterprises can re-
duce competition, driving up costs of inputs and
driving down prices for goods sold by commu-
nities in poor or remote areas. The high costs
of government regulation and limited access
to credit are among the major constraints on
small-scale private enterprises’ ability to operate
as a more dynamic force for poverty reduction.
On average, the cost of starting a company in
Sub-Saharan Africa is 224% of average national
income, compared with 45% in South Asia and
7% in high-income countries.

Accelerating poverty reduction globally

So far, we have looked only at the potential ben-
efits of pro-poor growth in accelerating poverty
reduction in individual countries. Using the
global income distribution model outlined in
chapter 1, we scale up this exercise. The model
provides an approximation of the global distri-
bution of income adjusted for purchasing power
parity to take into account price differences
across countries. We use the model to simu-
late what would happen to the global poverty
trends set out in our projection to 2015 if people

living below the poverty line captured a share
of future growth that is double their current
share—in effect, extending the national pro-
poor growth model to the global stage. Asin the
national exercises, for countries with positive
growth trends, we assume that the trend will
continue. For countries with negative growth
trends we use a positive growth projection based
on regional averages for 2000-06.

The results of the simulation are striking
(figure 2.13). Redistribution in favour of the

poor has a marginal effect on overall world in-

come distribution, but it has a marked effect on

poverty. Under the pro-poor growth scenario in

2015:

e The number of people living in extreme
poverty drops from 704 million to
446 million—a decline of one-third.

e The worldwide incidence of poverty falls
from 10% to 6%.

e The pro-poor growth track reduces pov-
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erty sharply in all regions, though it also
increases the share of poverty accounted
for by Sub-Saharan Africa—an outcome
that demonstrates the importance of boost-
ing economic growth as well as improving
distribution.

Number of people in extreme poverty (millions)

Extreme poverty
two scenarios for 2015

704
600
Sub-Saharan Africa
446

400

Latin America
200 & the Caribbean

East Asia

South Asia

0
If income If the income
distribution of the poor grows

remains constant at twice the natonal rate

Note: Extreme poverty refers to a poverty line of $700 a year (personal
consumption expenditure); for details see Technical note 2.
Source: Dihkanov 2005.
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In most developed countries poverty is measured in relative terms
rather than absolute terms. This means that the benchmark for
measuring poverty—and poverty reduction—is usually defined in
relation to average or median income. It follows that when govern-
ments set targets for reducing poverty, they are targeting changes
in distribution that involve narrowing the gap between the poorest
end of the income distribution and the benchmark.

Experience in the United Kingdom highlights some of the prob-
lems associated with reducing relative poverty. At the end of the
1990s the UK government set ambitious targets for reducing the
incidence of child poverty, thus putting the issue of distribution
at the centre of government policy. Child poverty in this context
is defined as living in a household with income below 60% of the
median after housing costs. Fiscal policy and targeting transfers to
the poor have been central planks in measures aimed at achieving
the target. However, labour market developments, including rising
incomes at the top of the distribution, have pulled in the opposite
direction.

At the end of the 1990s the United Kingdom had one of the
highest rates of child poverty in Europe. In 1998 some 4.6 million
children—around one in three—were living below the poverty line.
These high poverty levels, double those at the end of the 1970s,
were a legacy of the 1980s—a decade characterized by a dis-
tinctly pro-rich growth pattern that left poor people behind. At
the end of the 1970s the richest 10% of the population received
21% of total disposable income. Twenty years later it received
28%, nearly as much as for the entire bottom half of the popula-
tion. Average annual incomes for the richest 20% increased at
about 10 times the rate for the poorest 20% (3.8% compared with
0.4%). The United Kingdom’s Gini coefficient climbed from 25 to
35 by the mid-1990s—one of the biggest increases in inequality
in the world.

Two main forces drove the rise in inequality: changes in the
underlying distribution of earnings, and the impact of government
policies that cut taxes for higher earners and lowered benefits for
the poor.

While the rise in inequality stabilized at high levels by the early
1990s, child poverty remained exceptionally high by historic stan-
dards. More than one in four children still lived below the poverty
line during the economic boom of the late 1990s, reflecting a further
rise in the Gini coefficient.

In 1999 ambitious targets were announced for eradicating child
poverty within a generation. The first stage was to reduce child
poverty by a quarter from the 1998 level by 2004-05 and then to
halve it by 2010.

Fiscal redistribution has played a central role in strategies for
meeting the target. Large increases in financial support for families
with children have been introduced. Most of the extra spending
was directed to in-work benefits and tax credits that boosted the
incomes of low-income working families with children. Out of work
income benefits were also increased for families with children.
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The gains for the poorest families have been considerable.
The Institute for Fiscal Studies estimates that the incomes of the
poorest fifth have risen by over 20% as a result of the reforms
between 1997 and 2004. While government has played down the
redistributive effect, that effect has been pronounced. Labour
market effects have also had a bearing on progress towards the
targets. As the United Kingdom’s jobless rate fell to historic lows
from the end of the 1990s, wage gains at the lower end of the
spectrum contributed to substantial falls in relative child poverty.
By 2003-04, 600,000 fewer children were living in poverty than
in 1998.

Impressive as the decline has been, prospects for meeting
the target remain uncertain. Another 400,000 children will have to
be lifted out of poverty over the next year to achieve the 2004-05
target. The next target—halving child poverty by 2010—will prove
even more challenging. Why has it been so difficult to achieve the
target even with strong fiscal redistribution?

The answer is because fiscal policy has its limits. While fiscal
transfers have reduced inequality since 1997, labour markets and
other changes appear to be pulling in the other direction. Income
levels are rising at below the median rate among roughly the poor-
est 15%. Meanwhile, the overall level of inequality now remains
effectively unchanged from its 1997 level.

Beyond the labour market, analysis by the Institute for Fiscal
Studies shows that much of the rise in the United Kingdom’s child
poverty rate is accounted for by the changing relative position of
families in the income distribution. For example, the number of
single-parent families and families where both parents are jobless
has risen sharply. Both factors are strongly associated with poverty.
This suggests that meeting the 2010 target will require more redis-
tribution, a change in working and employment patterns among
parents and more fundamental changes to the underlying distribu-
tion of earnings and incomes.

The importance of changing the distribution of earnings can
be demonstrated by reference to a variant of the pro-poor growth
model used elsewhere in this chapter. As noted earlier, the 1980s
was a pro-rich decade, with incomes at the top end of the spectrum
rising far more rapidly than those at the bottom end. In an exercise
carried out for the Human Development Report the Institute for Fis-
cal Studies simulated what would happen to child poverty over the
next 10 years if the distribution pattern of the 1980s were reversed.
So, for example, the income of the poorest 10% was estimated to
grow at 3.7% a year, the average rate of growth experienced by the
richest 10% between 1979 and 1990, while the richest 10% was
estimated to grow at 0.4%, the average growth of the poorest 10%
between 1979 and 1990.

The distributional shift would have cut the incidence of child
poverty from 23% to 17% by 2010 (see figure). While this is still
above the 2010 target, the simulation does not take into account
the potential for fiscal policy to close the gap. In other words, if the
next 10 years did for the poor what the 1980s did for the rich, that



Targeting child poverty reduction in the United Kingdom (continued)

Child poverty in the United Kingdom
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would bring the United Kingdom within touching distance of the
child poverty goals.

Developments in the United Kingdom raise poverty issues that
are different in character than those associated with the MDGs,
though with some striking similarities. Perhaps most obviously, the
setting of targets has brought a crucial human development prob-
lem to the centre of public policy debate. The target itself signals
an important message about government priorities. Fiscal policies
have been geared towards that priority. At the same time, the wider
social and economic forces shaping income distribution patterns
during a period of high growth and low unemployment are slowing
progress towards the target. Ironically, economic success, com-
bined with the limits to fiscal redistribution, can raise the absolute
income of the poor without accelerating progress towards child

Source: Goodman 2005; Hills 2004.

Relative poverty in rich countries

These simulation exercises look at absolute
poverty. The effects of growth on distribution
depend on the definition of poverty used. Dis-
tribution effects are stronger for a relative defi-
nition of poverty for the obvious reason that
the poverty indicator becomes a function of
distribution. Ultimately, the decision about the
appropriate measure is a value judgement.

Most rich countries define poverty in rela-
tive terms. Child poverty is a particularly sen-
sitive indicator for income poverty in rich
countries. It provides an insight into the scale
of deprivation, and it is also an indicator for in-
herited disadvantage and the transmission of
poverty across generations. For 17 of 24 OECD
countries in the 1990s research by the United
Nations Children’s Fund shows a rise in child
poverty, defined as living in a family with an in-
come below 50% of the national median.? This
means that 40-50 million children are grow-
ing up in poverty in the world’s richest coun-
tries. Two OECD members—Mexico and the
United States—have the dubious distinction of
having child poverty rates of more than 20%.
The United Kingdom has had some recent suc-
cess in reversinga rapid rise in child poverty. Re-
distribution through fiscal transfer has played a
central role, suggesting that pro-poor spending
can be a potent force for reducing child poverty.

poverty reduction.

But it also demonstrates that wider forces shap-
ing income distribution, notably labour market

inequalities, are difficult obstacles to overcome

(box 2.4).
Achieving pro-poor growth

What emerges from the simulation exercises
presented in the previous section is that policies
and growth patterns that improve distribution
can be powerful weapons in the fight against
poverty. Of course, not all policies to improve
distribution are inherently good for growth—
and low levels of inequality are not a substitute
for accelerated growth. But policy-makers are
not always forced to make trade-offs—many
strategies for narrowing inequality will have
positive effects on growth. This suggests that
increasing poor people’s share of growth should
be a central part of strategies for achieving the
MDGs and wider human development goals
(see box 2.3).

There is no single path for achieving this ob-
jective. Closing gaps in educational opportunity
is a critical starting point. In almost all coun-
tries inequalities in education are among the
most powerful drivers of inequalities in income,
health and opportunity, including opportunities
to participate in society and influence political
processes. Education has the potential to act as
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an equalizer of opportunity, as well as a force for
economic growth and efficiency. But that poten-
tial can only be unlocked through public policies
that systematically remove the social, economic
and cultural barriers facing disadvantaged groups.
Similarly, deep inequalities in health and the in-
creased vulnerabilities associated with unequal
access to healthcare are associated with deep
differences in opportunities. Repeat episodes of
ill-health undermine productivity, diminish the
ability of children to benefit from education and
lock houscholds into cycles of poverty. As in the
education sector, overcoming these inequalities
in health requires public investment to increase
the supply of good quality education, and mea-
sures to reduce obstacles to demand.

Inequalities in income reflect the distribu-
tion of assets and opportunity and the operation
of markets. But they are influenced by govern-
ment taxation and spending. In many countries
fiscal transfers are already narrowing extreme
inequalities. In Chile, for example, they nar-
row the gap between the income ratios of the
richest and the poorest 20% of the population
from 20:1 to 10:1. From a human development
perspective the fiscal transfers with the highest
returns are investments that build capabilities
and provide protection during periods of acute
vulnerability (box 2.5).

An obvious requirement for meaning-
ful fiscal transfers to alleviate poverty is the
willingness—and capacity—of the state to

At the end of the eighteenth century the great thinkers of the Eu-
ropean Enlightenment advocated ambitious social programmes to
reduce inequality and poor people’s vulnerability and dependence
on welfare—with a central role for public policy in financing the
needed socially transformative investments. The ideas remain pro-
foundly relevant.

In France Antione-Nicola de Condorcet set out a bold plan for
eradicating all inequality “entailing either poverty, humiliation or de-
pendence”. The plan saw publicly financed education, protection
against sickness and old-age pensions as the key to social progress.
The practical application of this approach in England was set out in
Thomas Paine’s Rights of Man, which advocated a system of uni-
versal insurance financed through taxation. Underpinning these ap-
proaches was the idea that public policy needed to create a sustain-
able exit from poverty by equipping people with the assets, security
and opportunities needed to break out of the cycle of poverty.

Well designed fiscal transfers provide more than temporary relief.
They provide a redistributive mechanism through which investments
in poverty reduction can yield human development and economic
returns far greater than the initial investment. Among the strategies:
e Income transfers to vulnerable groups. Income transfers enable

policy-makers to raise the income of vulnerable groups. Take

South Africa’s old-age pension system, for example. Originally

intended to provide benefits for white people, it has been ex-

tended to elderly black people and to vulnerable families with
children. In 2001 the payment was over 80% of the welfare
budget. Transfers have been instrumental in lowering income

inequality (South Africa’s Gini coefficient fell from 67 in 1991

to 59 in 2000). The payments have enabled households to se-

cure credit and invest in productive activities (hire equipment,

buy improved agricultural inputs), refuting the idea that social
transfers crowd out private initiative. The transfers have also
resulted in tangible health gains. Among black children under
age 5 these transfers have led to an estimated 8 centimetre
increase in height—equivalent to six months’ growth.
Employment-based transfers. Transfers linked to employment
can provide vulnerable households with security during periods
of extreme stress—in the aftermath of drought, for example.
The Maharashtra Employment Guarantee Scheme is one of
the best known examples. Since the mid-1970s it has provided
agricultural labourers and small farmers with up to 100 days in
paid employment on rural works programmes. Women account
for just under half the beneficiaries. Extending the programme
to the whole of India would cost an estimated 0.5%-1% of
national income in transfers to 40 million rural labourers and
smallholders. If effectively targeted, this would lift most of the
recipients above the poverty line.

Incentive-based transfers. Governments can use fiscal trans-
fers to promote wider human development goals. In Mexico the
Oportunidades programme targets income transfers to house-
holds in vulnerable municipalities, with eligibility being condi-
tional on children attending school and visiting health clinics.
More than 5 million families are covered, and there is strong
evidence of improvements in school attendance, nutrition and
income status: recent evaluations suggest that more than 60%
of the transfers reach households in the poorest 20% of the
population. The programme currently costs 0.2% of GDP. Low
income is not a barrier to incentive-based transfer. Several very
poor countries have used such systems, for example to increase
girls’ participation in school (see box 1.7 on Bangladesh).

Source: Jones 2004; Lund 2002, 2004; ODI 2004; Case and Deaton 1998; Indiatogether.org 2004; Coady, Grosh and Hoddinott 2004; Coady and Parker

2005; Mexico, Secretaria de Desarrollo Social 2005.
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mobilize revenue. In much of Latin America
aversion to taxation restricts this condition.
Mexico raises only 13% of GDP in revenue—
less than Senegal does. India’s capacity to redis-
tribute the benefits of higher growth through
the fiscal system is similarly constrained by a tax
to revenue ratio of only 10%. After two decades
of growth that ratio has not increased.

Fiscal transfer is one mechanism for rais-
ing the income of the poor above the level dic-
tated by current growth and distribution pat-
terns. More broadly, pro-poor growth requires
a public investment focus on the markets in
which poor people operate. In many countries
the challenge is to shift the policy focus to the
smallholder producers and to the more marginal
arcas that account for the bulk of poverty. The
problem is that the production of food staples
and cash crops in poor areas is constrained by
limited access to markets, high transport costs
and restricted access to credit. Compounding
this problem, poor people—especially poor
women—Ilack the assets, legal entitlements and
political power needed to raise productivity and
income.

Control over assets is critical. It is some-
times argued that there is a potential trade-off
in agriculture between greater equity through
land reform and greater growth. Here too the
trade-offs are more apparent than real. Redis-
tributive reforms in agriculture have proven
results in reducing poverty, leading to major
advances in countries such as China, the Re-
public of Korea and Viet Nam. In West Ben-
gal, India, agricultural output and incomes rose
following tenancy reform and recognition of
the land rights of the poor. The contrast with
Pakistan is striking. The Pakistan National
Human Development Report found that the
poorest tenant farmers pay 28% of the value

of their production to landlords, while other
tenant farmers pay 8%.3° Cash and crop trans-
fers from poor tenant farmers to landlords are
a major source of income poverty. Many of the
payments are disputed. Yet the poor do not use
the legal system to pursue claims. The main rea-
son: the median cost of a dispute is 20% higher
than the annual average houschold income of
the poorest tenant farmers.

The central message of this chapter is that dis-
tribution should be put at the centre of strat-
egies for human development. At a national
level this implies that plans for achieving the
MDGs, including the Poverty Reduction Strat-
egy Papers that set out a framework for coop-
eration between developing countries and aid
donors, should include measures for redressing
extreme inequalities. The MDG agenda needs
to go beyond national averages to address the
structural inequalities linked to wealth, gender,
location and assets that are hampering progress
in human development. Governments should
expressly commit themselves to targets for
reducing inequality and gaps in opportunity, in
addition to aggregate MDG targets.

At a global level the international commu-
nity needs to act on the commitments made in
the Millennium Declaration to overcome ex-
treme international inequalities. International
action cannot compensate for poor governance
and bad national policies. But it can create an
enabling environment in which governments
committed to human development can succeed.
The rest of this Report focuses on three pillars of
international cooperation that need reconstruc-
tion for human development: international aid,
trade and the prevention of violent conflict.

The MDG agenda needs
to go beyond national
averages to address

structural inequalities
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“Hunger is actually the

worst of all weapons of mass
destruction, claiming millions
of victims every year. Fighting
hunger and poverty and
promoting development are
the truly sustainable way to
achieve world peace....There
will be no peace without
development, and there will be
neither peace nor development
without social justice.”




CHAPTER

“This growing divide
between wealth and poverty,
between opportunity and
misery, is both a challenge
to our compassion and

a source of instability.”

US President George W. Bush 2

Aid for the 21st century

International aid is one of the most powerful weapons in the war against poverty.

Today, that weapon is underused and badly targeted. There is too little aid and too

much of what is provided is weakly linked to human development. Fixing the in-

ternational aid system is one of the most urgent priorities facing governments at the

start of the 10-year countdown to 2015.

This chapter sets out an agenda for rethinking
international aid that is relevant to rich countries
and poor countries alike. Many people equate
aid with charity—a one-way act of generosity
directed from high-income countries to their low-
income counterparts. That belief is wrong. Aid
should be thought of as a hand up, not a hand-
out—and as an investment in shared security and
shared prosperity. By enabling poor people and
poor countries to overcome the health, education
and economic resource barriers that keep them
in poverty, aid can spread the benefits of global
integration, expanding shared prosperity in the
process. It can also reduce the mass poverty and
inequality that increasingly threaten the collec-
tive security of the international community.
Aid has not always played a positive role in
supporting human development, partly because
of failures on the side of aid recipients and partly
because donor countries have allowed strategic
considerations to override development con-
cerns. But whatever the failings of the past,
today there are new opportunities for reshap-
ing development assistance. For the first time in
history there is an international consensus that
human development should be the primary ob-
jective of aid. That consensus was reinforced in
March 2002 when world leaders, gathered at
the International Conference on Financing for
Development in Monterrey, Mexico, agreed to
make aid one of the building blocks of a new
“global partnership” for poverty reduction.

Three years later, the scorecard on delivery is,
at best, mixed. It would be wrong to understate
what has been achieved. When the Millennium
Declaration was signed in 2000, international
aid budgets were at an all-time low as a share
of national income. Aid to Sub-Saharan Africa,
the world’s poorest region, was lower at the end
of the 1990s than at the start. Allied to these
problems in aid quantity, serious problems in aid
quality were not being addressed, undermining
aid effectiveness and imposing huge transaction
costs on recipient governments. Today, aid bud-
gets are rising despite the severe fiscal and public
debt problems facing some donor countries, and
an intensive dialogue is under way aimed at im-
proving aid quality.

The rise in aid has been particularly marked.
Ofhicial development assistance increased by
$12 billion from 2002 to 2004. The United
States, the world’s largest aid donor, has an-
nounced the biggest increases in its national aid
programmes since the 1960s. It accounts for $8
billion of the increase in development assistance,
although admittedly the increase has been from
a low base measured in terms of aid as a share of
national income, and it includes large aid trans-
fers for Afghanistan and Iraq. Meanwhile, coun-
tries in the European Union have also set targets
for a step increase in development assistance.

In terms of targets set, the aid quality debate
has also delivered some impressive results. In
March 2005 donors agreed on a wide-ranging
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As rich countries ratchet
up aid flows, they need
to ratchet down the

transaction costs

framework for enhancing aid effectiveness
through greater emphasis on harmonization,
coordination and country ownership. The Paris
Declaration on Aid Effectiveness incorporates
some 50 commitments to improve aid qual-
ity, with progress to be monitored against 12
indicators.

These are encouraging developments. At
the time of the Millennium Declaration the aid
glass was three-quarters empty. It is now half
full and rising. The Group of Eight (G-8) sum-
mitin 2005 provided a further boost to develop-
ment assistance in the form of additional debt
reliefand new commitments on aid. Monitoring
delivery against these commitments is a prior-
ity. But even a three-quarters full aid glass will
not bring the Millennium Development Goals
(MDGs) within reach, especially if resources
do not come on-stream for several years. Hav-
ing signed up for the Millennium Declaration,
from which the MDGs emerged, donor govern-
ments have failed to align their development
assistance programmes with the requirements
for achieving the targets. The most immedi-
ate indicator of misalignment is a large—and
growing—financing gap. Without an increase in
aid, by 2010 the shortfall between aid needed to
achieve the MDGs and actual delivery will reach
more than $30 billion. Failure to close this gap
will compromise progress towards achieving the
MDG:s. Yet several major donors have not put in
place the necessary spending plans, calling into
question their commitment to the MDGs.

The record on aid quality is also mixed.
Poor countries need aid that is delivered in a
predictable fashion, without too many strings
attached and in ways that minimize transaction
costs and maximize value for money. All too
often they get aid that is unpredictable, hedged
with conditions, uncoordinated and tied to pur-
chases in donor countries. We estimate the costs
of tied aid at $2.6 billion a year for low-income
countries—a tied-aid “tax” of about 8%. That
tax costs Africa alone $1.6 billion a year—a
huge diversion of resources from investments
in poverty reduction.

Not all of the problems in aid can be traced
to the donor side of the equation. Many devel-
oping countries have put planning for poverty
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reduction and the MDGs at the heart of public
policy. Too often, however, a failure to translate
MDG commitments into effective action un-
dermines aid effectiveness. Weak governance,
corruption and a failure to adopt policies that
sustain economic growth reduce the human
development returns to aid investments. This
chapter focuses on donors, but it recognizes that
effective aid requires a partnership of shared re-
sponsibilities and obligations.

Two simple messages emerge from the analy-
sis in this chapter, one on aid financingand one
on aid structures. First, without a sustained in-
crease in aid, the MDGs will not be achieved.
The time for incremental change is past. If donor
countries are serious about tackling global pov-
erty, reducing inequality and securinga safer and
more prosperous future for their own citizens,
they need to set their sights firmly on the target
of delivering 0.5% of their national income in aid
by 2010 and 0.7% by 2015. More aid is no guar-
antee of development—and concerns about the
capacity of poor countries to absorb and deploy
aid effectively have to be taken seriously. But in-
creased aid is a necessary condition for acceler-
ated progress towards the MDGs—and there is
clear evidence that many countries can absorb
far more aid than they are now receiving,

The second message is that more aid deliv-
ered through current aid structures will yield
suboptimal results. As rich countries ratchet up
aid flows, they need to ratchet down the trans-
action costs that reduce aid effectiveness. That
does not mean compromising on fiduciary re-
sponsibility to taxpayers. But it does mean end-
ing tied aid, reducing the volatility and unpre-
dictability of aid flows and rethinking the scope
of conditionality. More aid will produce better
results only if it is delivered though streamlined
management structures that are more account-
able to developing country governments and
their citizens.

The case for increasing and improving aid
is reinforced by the huge—and growing—
potential benefits. In the past various factors
have diminished the impact of aid on human
development—cold war politics, the use of aid
to promote commercial objectives in donor

countries, the absence of effective national



poverty reduction strategics, corruption and
economic mismanagement all contributed. It
would be naive to claim that all of these prob-
lems have disappeared. Yet the policy environ-
ment has improved dramatically, as have the
human development returns to aid. This is a
moment when a step increase in aid could trans-
form prospects for the MDGs.

The balance of responsibility and obliga-
tion between aid recipients and aid donors also
needs attention. Developing countries wanting
aid must set targets linked to the MDGs, un-
dergo budget monitoring by the International
Monetary Fund (IMF) and comply with exten-
sive conditions. Yet donors, the other party to
the “new partnership”, can with impunity fail to
meet targets for increasing aid quantity (includ-
ing those that they have stipulated) and ignore
the vague principles that they have set for im-
proving aid quality.

New approaches to aid are affordable and
achievable. The starting point is for donors and
aid recipients to agree on a financial needs as-
sessment that identifies the aid requirements
for achieving the MDGs. Donors then need to
provide predictable, multiyear funding to cover
these requirements, and developing countries
need to implement the reforms that will opti-
mize returns to aid. Overcoming capacity con-
straints in recipient countries is vital.

Atone level aid is a simple transfer of finance
from rich to poor countries. At another it is an
indicator of something more fundamental. The

Rethinking the case for aid

The current aid architecture, like the global
security architecture discussed in chapter 5,
was established more than half a century ago.
Like the security architecture, it also suffered
through the distortions of the cold war. Fifty
years later, it is time to ask fundamental ques-
tions about the role of aid in meeting the chal-
lenges of the twenty-first century.

aid policies of rich countries reflect how they
think about globalization, about their own se-
curity and prosperity and about their respon-
sibilities and obligations to the world’s most
vulnerable people. Ultimately, aid policies are a
barometer for measuring the rich world’s toler-
ance for mass poverty in the midst of plenty.

Mahatma Gandhi, when asked how policy-
makers should judge the merits of any action, re-
plied: “Recall the face of the poorest person you
have seen, and ask yourself if the step you con-
template is going to be any use to them.” With
10 years to go to the MDG target date, that ad-
vice should resonate in current debates on aid.
Declarations of commitment to the MDGs are
of little use to the world’s poor people unless
backed by real financial commitments and real
improvements in aid quality. Having specified
the ends in the Millennium Declaration, rich
countries must now play their part in deliver-
ing the means.

The first section of this chapter briefly sets
out the case for aid in an increasingly interde-
pendent world. It highlights the pivotal role
that aid can play as an investment in human
development. The chapter then looks at the re-
cord on aid quantity and reviews trends since
the Monterrey conference. The third section
turns to aid quality, as measured by indicators
of predictability, transaction costs and tied aid.
The chapter concludes with a review of impor-
tant governance issues raised by reform of inter-

national aid.

Aid as moral imperative and
enlightened self-interest

Part of the answer can be provided by a report
written 175 years ago. During the 1830s, Brit-
ain’s overcrowded industrial centres were swept
by a wave of epidemics, prompting a govern-
ment inquiry led by the great social reformer,

Having specified the
ends in the Millennium
Declaration, rich countries

must deliver the means
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Edwin Chadwick. His report spelled out the
human cost of neglect: “The annual loss of life
from filth and bad ventilation are greater than
the loss from death or wounds in any wars in
which the country has been engaged in mod-
ern times.™ Beyond these human costs the
report drew attention to the efficiency savings
of preventive measures: the expense of treating
sickness and the losses associated with reduced
labour productivity dwarfed the costs of provid-
ing public drainage. In an era of government
aversion to raising taxes for public goods, it
took another 20 years and a series of epidemics
that threatened rich people as well as poor peo-
ple to galvanize action. But Chadwick’s report
established the principle that social investment
in a public good was imperative on grounds of
morality and common sense economics.

The same logic underpins international
aid today. Infectious diseases, security threats,
illicit weapons and drugs, and environmen-

tal problems cross the borders separating rich

m The Great Society

US President Lyndon B. Johnson’s Great Society speech in 1964 marked a new
era in social legislation. It also set out principles that continue to resonate in de-
bates on aid.

Underpinning the Great Society reforms was a simple idea: public action was
needed to equip people with the skills and assets to escape cycles of poverty.
Growth alone was not enough. Transfers to the poor were not just welfare payments
but an investment in skills and in security against risk. Government programmes
would empower people, providing a hand up, not a hand-out. As President Johnson
put it: “It is not enough to open the gates of opportunity. All our citizens must have
the ability to walk through those gates.”

What followed was a raft of legislation—Medicare, Medicaid, the Economic
Opportunity Act, education programmes for low-income groups and vocational
training—aimed at supporting an exit from poverty and preventing entry into pov-
erty. Between 1963 and 1967 the federal grant programmes behind the legislation
doubled to $15 billion. The results were reflected in a period of falling inequality and
rising mobility for previously excluded groups.

Good international aid has a similar rationale. It can equip poor countries and
poor people with the education, skills and health assets needed to contribute to
growth and to produce their way out of poverty and dependence. Assistance to
economies such as Botswana, the Republic of Korea and Taiwan Province of China
in the early stages of their development helped them escape dependence on aid
and make the transition to higher economic growth and reduced poverty.

Source: Burnham 1989; Brown-Collier 1998; Johnson 1964; Advisory Commission on Inter-
governmental Relations 1984 (table 75).
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countries from poor countries as readily as dis-
cases crossed between rich and poor areas of
Britain’s major industrial centres in the 1830s.
International aid in this context is an invest-
ment in public goods, such as reduced health
and security risks.

Shared prosperity and reduced vulnerabil-
ity provide other powerful rationales for aid.
Episodes of crisis have acted as strong catalysts
for the development of social insurance systems
in industrial countries. US President Franklin
D. Roosevelt responded to the Great Depres-
sion of the 1930s by establishing government
employment programmes and income trans-
fers, a “New Deal” providing millions of vul-
nerable people with employment and a source
of security. The New Deal created the condi-
tions for economic recovery, restored social co-
hesion and established a principle that remains
central to human development: economic se-
curity has to underpin markets and individual
freedom.’ Thirty years later, in the mid-1960s,
President Lyndon B. Johnson’s “Great Society”
programme declared an “unconditional war” on
poverty, initiating a raft of legislation aimed at
empowering people to work their way out of ex-
treme deprivation (box 3.1). In both cases social
protection went hand in hand with programmes
to get people back to work.

Today, rich countries spend about a quarter
of their wealth on social transfers.® These trans-
fers are an investment in avoiding or reducing
the waste and social dislocation associated with
extreme deprivation. Global poverty also repre-
sents a massive waste of human potential and a
barrier to shared prosperity. In a world tightly
linked by trade and investment flows, poverty in
one country diminishes the potential for pros-
perity elsewhere. Yet the international com-
munity lacks a credible global social insurance
mechanism—a gap that development assistance
could fill.

International aid is the point at which moral
values and enlightened self-interest intersect.
The moral imperative behind aid is reflected
in many value-based systems of thought. Most
major religions call on their followers to aid the
poor. In Islam zakat, an obligation to give to
those in need, is one of the five pillars of the



religion. The Christian tradition of the jubilee
calls on creditors to write off debt. Other values
systems also emphasize protecting vulnerable
people and limiting inequality within commu-
nities. For the global community aid represents
a mechanism for expressing human solidarity
and for extending opportunity. Whether moti-
vated by human rights, religious values or wider
cthical systems, aid’s role in eliminating mass
poverty, hunger and avoidable child deaths is a
moral imperative.

Enlightened self-interest undetlies the secu-
rity rationale for aid. Poverty does not automati-
cally feed terrorism. Neither does inequality. Yet
political leaders in rich countries increasingly
recognize that failure to address the perceived
injustices that perpetuate mass poverty in an
increasingly prosperous global economy does
pose a security threat. President Roosevelt in
his last inaugural address in 1945 summarized
what he saw as a central lesson of the Second
World War: “We have learned that we cannot
live alone, at peace; that our well-being is de-
pendent on the well-being of other nations far
away.” That observation retains a powerful reso-
nance. The threats posed by fragile and conflict-
prone states are partly rooted in poverty but also
in a perceived sense of injustice in a world order
that allows wide divisions between haves and
have-nots. As the current US National Secu-
rity Strategy puts it: “A world where some live
in comfort and plenty, while half of the human
race lives on less than $2 a day, is neither just
nor stable.””

Aid and human development

Controversies about the effectiveness of aid
stretch back over several decades. Critics argue
that the case for more development assistance
is undermined by the limited benefits produced
by the large amounts of aid disbursed during the
past four or more decades. That claim demon-
strates how a partial understanding of evidence
can lead to flawed conclusions.

Assertions about aid’s ineffectiveness based
on the historical record are on shaky ground.
Until the end of the cold war much of what

passed as aid was, at best, tenuously connected to

human development objectives. Brutal, corrupt
and inefficient regimes were shown a benign tol-
erance by donors less interested in development
than in geopolitical goals. President Mobutu
Sésé Seko of Zaire and President Ferdinand
Marcos of the Philippines got wealthy, while
their citizens were left with large debts. From
Afghanistan to Central America and the Horn
of Africa aid was part of the rivalry between
Fast and West.

The motivations for the aid distortions of
the cold war collapsed with the Berlin Wall.
All aid did not suddenly shift towards well
defined human development goals, however.
Large amounts of aid are still spent on non-
development objectives, such as disposing of
agricultural surpluses or creating markets for
companies in rich countries. Moreover, the “war
on terror” risks bringing a new set of distortions
to aid allocation decisions: some countries with
dubious human development records, at best,
are receiving windfall aid. Even so, for the first
time in history donor countries have an oppor-
tunity to direct their aid towards the central
goal of improving the human condition.

Reducing financing constraints

The MDGs provide benchmarks for measuring
progress. However, as chapter 1 shows, on cur-
rent trends most of the world’s poorest coun-
tries will miss most of the targets. Financing
constraints, rooted in low average incomes and
pervasive poverty, limit the capacity of these
countries to alter these trends. Aid can ease
those constraints by providing governments
with new investment resources.

To get a sense of the severity of the financ-
ing problem, consider the health sector. Average
spending on health in low-income countries is
about $11 per capita. In much of Sub-Saharan
Africa the average ranges from $3 to $10. Mean-
while, the cost of providing basic healthcare is
estimated at $30 a person. For a country like
Mali, where more than half the population lives
on less than $1 a day, it would cost an additional
$26 per person—or about 10% of GDP—to fi-
nance this one goal.

Costing studies consistently point to a
large financing gap for the MDGs, even if

The “war on terror”
risks bringing a new
set of distortions to aid

allocation decisions
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Under the right conditions
aid can advance human

development

governments scale up spending and improve its
efficiency. One study of financing requirements
for universal primary education considered the
financing implications if developing countries
were to direct 4% of GDP to education, allo-
cating half to primary education. For develop-
ing countries as a group the ﬁnancing gap was
about $5-$7 billion, with low-income countries
accounting for $4 billion.

Economic growth in developing countries
can help to increase the domestic resources
available for financing development. For many
countries, however, capacity constraints impede
economic growth. Inadequate access to basic
infrastructure such as water, roads, electricity
and communications limits opportunities for
houscholds, restricts private investment and
constrains government revenue. The ﬁnancing
shortfall is greatest in the poorest countries.
World Bank estimates suggest that Sub-Saharan
Africa needs to double infrastructure spending
as a share of GDP, from less than 5% to more
than 9%. The UK-sponsored Commission
for Africa puts the additional aid required at
$10 billion a year for 10 years.” Failure to make
this investment will perpetuate a vicious circle.
Underinvestment in roads, ports, electricity and
communication systems reduces growth, di-
minishes opportunities to participate in trade
and lowers the revenue available to governments
for future investment in infrastructure.

Factoring in financing requirements for the
MDGs as a package demonstrates even more
starkly the critical importance of external fi-
nancing. Estimates by the UN Millennium
Project, based on work in five low-income coun-
tries, put the financing requirements for achiev-
ing the MDGs at $40-$50 billion in 2006, ris-
ing to $70-$100 billion by 2015."° Tanzania,
even with reasonable growth performance and
increased government revenue collection, is fac-
ing a $35 per capita financing shortfall today—
equivalent to more than 14% of average income.
By 2015 the shortfall will be $85 per capita. In
a country where the average annual per capita
income is $100, this is a very large gap. Increased
revenue collection from domestic resources
could—and should—bridge part of this gap.

But in countries with low average incomes and
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high levels of poverty there are limits to what
can be achieved. If Ethiopia doubled the share
of GDP it collects as revenue it would gain an
extra $15 per capita—less than one-quarter of
the estimated financing requirement for achiev-
ing the MDGs."! Ethiopia already raises 15% of
gross national income (GNI) as revenue—far
higher than the average for a country at its in-
come level.

None of this diminishes the importance of
national financing. Even with a severely con-
strained resource base, performance in develop-
ing countries varies. For example, Mozambique
has mobilized 4% of GDP for public investment
in health, which is more than double the level in
countries such as Burkina Faso, Cote d’Ivoire,
Mali and (at a far higher average income) Paki-
stan. In education Chad spends less than half
as much of GDP as Ethiopia. However, in most
regions—notably in Sub-Saharan Africa—there
has been a clear upward trend in spending on
health and education, partly supported by aid
and debt relief.

The obvious question is whether aid is an
effective complement to domestic revenues in
countries unable to meet the costs of MDG fi-
nancing. The answer is yes. Increased aid is not
a panacea for low growth or for poverty. Not all
aid works—and some aid is wasted. But under
the right conditions (an important caveat) aid
can advance human development through
various channels. These range from macro-
economic effects—including increased growth
and productivity—to the provision of goods
and services vital for building the capabilities
of the poor.

Increasing economic growth

Aid allows recipients to increase consump-
tion and investment. It creates opportunities
to raise living standards progressively through
higher growth over time. Past cross-country
research has tended to find a positive relation-
ship between aid and growth.!? That finding
is strengthened when spending on emergency
aid—Dby definition associated with countries in
crisis—and spending on long-term assistance
not linked to growth are removed. The Cen-
ter for Global Development estimates that for



the roughly one-half of aid flows that can be
expected to generate “short impact” growth,
every $1 in aid generates $1.64 in increased
income.!?

Country evidence confirms the poten-
tial for strong growth effects. High-growth
economies in Africa such as Mozambique,
Tanzania and Uganda depend heavily on aid
to sustain investments in social and economic
infrastructure. Mozambique has been grow-
ing at 8% a year since the mid-1990s, one of
the fastest rates in the developing world. That
growth could not have been sustained without
net aid transfers per capita of $54—providing
vital support for infrastructure and balance of
payments.'*

Improving the provision of basic services
Underfinancing of basic services such as health
and education leads to weak coverage and poor-
quality provision. Aid plays a critical role in
financing the investments in health and educa-
tion needed to build human capital.

Aid financing is a lifeline for basic service
provision in many countries. In Tanzania exter-
nal assistance constitutes more than one-third
of social sector budgets. In Zambia health sec-
tor spending would fall from $8 per capita to
$3 without aid, with devastating implications
for the fight against HIV/AIDS and other pub-
lic health problems. In Uganda foreign aid in-
creased by 5% of GDP between 1997 and 2001,
and per capita spending on health has tripled
since 2000, with about half the health budget
financed by donors. Several aid programmes
have demonstrably reduced child deaths. In
Egypt a national diarrhoea control programme
supported by the US Agency for International
Development (USAID) and the World Health
Organization (WHO) helped reduce infant
deaths by 82% in five years, preventing 300,000
child deaths.’> Aid plays a central role in filling
service delivery gaps. To achieve the 2015 MDG
health and education targets, Sub-Saharan Af
rica alone will need an additional 1 million
health workers, and eight countries in the re-
gion will need to increase the number of teach-
ers by one-third or more.!® Without increased
aid, expansion on this scale is not feasible.

Cost barriers often prevent people from
using basic services even when services are avail-
able. Aid can lower those barriers. In Tanzania
an additional 1.6 million children enrolled in
school after user fees were dropped in 2003 (box
3.2). In Uganda attendance at health clinics rose
80% when cost sharing in health was ended in
2002, with poor people capturingalarge share of
the benefits. Neither of these policy interventions
would have been possible in the absence of aid
financing. In Bangladesh aid has played a central
role in financing school-based meals programmes
designed to create incentives for parents to send
their children—especially girls—to school. These
programmes now reach more than 2 million chil-
dren and have led to dramatic increases in school
enrolments and progress towards gender parity.!”
Aid can also build demand by improving the
quality of education. A recent review of World
Bank support for education during 1988-2003
found that primary and middle school enrol-
ments had risen by 10% and that test scores had
improved by more than 60%,'® gains in outcomes
that were linked to improved classroom quality,
access to textbooks and teacher training.

m Reducing cost barriers

The inability of poor people to afford basic services is a powerful driver of
inequality—and a cause of poverty. Aid can increase demand for basic services
by lowering costs.

In Tanzania an additional 1.6 million children enrolled in school between 1999
and 2003 because of aid-financed budget support to education. The government
doubled per capita education spending and financed the transition to a system of
free primary schooling.

Building on Tanzania’s example, one of the first acts of the new Kenyan govern-
ment in 2003 was to institute free primary education. Within a year an additional
1.5 million children were in school. Kenya has also created programmes to help
poor households overcome cost constraints, such as the textbook fund and the
school feeding programme. None of these investments would have been possible
without increased aid.

In health, as in education, aid can reduce barriers by providing governments
with the resources to reduce the cost of access. In 2001, as part of the national
poverty reduction strategy, Uganda removed user fees for most lower level health
facilities. In 2002/03 outpatient attendance rose by more than 6 million—an 80%
increase over attendance in 2000. Attendance increased more sharply among poor
people than among the better-off.

Source: Inyega and Mbugua 2005; Tanzania, Government of, 2004; World Bank and Republic
of Kenya 2004; World Bank 2001.
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Extending social insurance

The world’s poorest countries have the greatest
need for social insurance and the least capac-
ity to finance it. Most low-income countries
have exceptionally weak welfare provision. One
consequence is that the poorest houscholds are
trapped in cycles of poverty, with low income,
poor nutrition and vulnerability to shocks
blocking exit from poverty.

Aid can help to break the cycle of pov-
erty. Yet social insurance provision suffers
from chronic underfinancing in aid. Pro-
grammes in this area have the potential to put
resources directly in the hands of the poor-
est, most vulnerable households. Such pro-
grammes provide an international extension
of the social welfare principle applied in rich
countries, including the principle of enhanced
equity. With donor assistance a pilot cash
transfer scheme in Zambia targets the poor-
est 10% of the population, who cannot meet

even the most basic nutritional standards. The

m Aid for social insurance in Zambia

About half of Zambia’s population of more than 10 million people live on less than
the minimum energy standard set by the food poverty line. Malnutrition threatens

lives, reduces opportunities for earning income, undermines the education of chil-
dren and increases vulnerability to ill health.

Working with the Zambian Ministry of Community Development and Social Ser-
vices, the German Agency for Technical Cooperation (GTZ) developed a pilot cash
transfer programme in the southern Kalomo district. Covering 143 villages and 5
townships, the programme targets the 10% of households identified as most des-
titute on the basis of criteria agreed and administered through community-based
welfare committees. Two-thirds of beneficiary households are headed by women,
most of them elderly. Two-thirds of household members are children, 71% of them
orphaned by HIV/AIDS.

Transfers under the programme amount to $6 a month. The pilot programme
covers 1,000 households. Initial evaluations of the programme, which started in
2004, point to some successes. School attendance has increased and targeted
households have been receiving regular monthly incomes.

Scaling up the transfer scheme to cover 200,000 destitute households would
imply an annual cost of $16 million, or about 4% of total aid flows to Zambia. What
this scheme demonstrates is the potential for such programmes to provide a con-
duit for poverty-focussed redistribution programmes. Very small transfers from
rich countries can generate significant gains for poor households in countries like
Zambia. However, the success of such social insurance schemes depends critically
on donors and governments working together over a long time horizon.

Source: Goldberg 2005; Development Initiatives 2005a.
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transfer—$6 a month—enables beneficiaries
to have two meals a day, rather than one, with
large spillover benefits for child nutrition and
household livelihoods (box 3.3).!” In Viet Nam
health inequalities are widening despite the
government’s strong record on human devel-
opment. In response the government has cre-
ated Health Care Funds for the Poor (HCFP)
to provide social insurance to houscholds un-
able to meet health costs. Working closely with
donors, the government has developed strate-
gies to target the poorest social groups and the
poorest regions, such as the Central High-
lands. Aid accounts for less than 4% of GNI
in Viet Nam, but more than one-quarter of the
HCFP budget.?® Without donor support the
investment in health equity would be heavily
underfinanced.

Supporting reconstruction

In poor countries emerging from civil conflict,
aid financing can help create the conditions
for peace and human development. Mozam-
bique shows what is possible. More recently,
aid has been central to the rapid social progress
achieved in Timor-Leste, with development
assistance now representing more than one-half
of GNI. In Afghanistan more than 4 million
children enrolled in school as a result of the gov-
ernment’s “Back to School” campaign, and the
government has ambitious plans to restore the
public health system. Donor financing has been
a critical ingredient for success, financing more
than 90% of social sector budgets in Afghani-
stan.”! In Liberia and Sierra Leone long-term
aid investment holds the key to moving forward
after settlements that brought to an end two of
the world’s most brutal civil wars.

Meeting global health challenges

Some of the great achievements in global public
health were made possible by multilateral aid
initiatives. In the 1970s targeted aid of some
$100 million, largely from the United States,
led to the eradication of smallpox. The con-
tinuing savings on vaccinations and treatment
heavily outweigh the initial investment. Polio
has been eliminated as a threat in the West-
ern Hemisphere. In West Africa a programme



supported by 14 donors has halted the spread
of river blindness at a treatment cost of about
$1 per person. So far 60,000 cases of blindness
have been prevented, and 18 million vulnerable
children have been protected.?* Donors have
committed $1 billion through the Global Alli-
ance for Vaccination and Immunization since
2000, averting more than 600,000 deaths from
vaccine-preventable diseases.??

From a different perspective these mul-
tilateral success stories highlight the extent
of failure in other areas. More than 27 mil-
lion children miss out on immunizations in
the first year of life, and 1.4 million children
still die each year from vaccine-preventable
diseases. Malaria results in another 1 million
deaths annually, and yet the global initiative
to reduce this death toll—the Roll Back Ma-
laria Campaign—suffers from chronic under-
funding and has achieved little as a result. As
the UN Millennium Project argues, this is an
arca in which aid can deliver “quick wins”. For
example, a global initiative to ensure that every
child in a malaria-endemic region in Africa re-
ceives a free anti-malarial bednet by 2007 would
be a low-cost route to saving up to 60% of the
lives claimed by malaria. USAID has been de-
veloping public-private partnerships to address
this challenge. In Ghana, Nigeria, Senegal and
Zambia a public-private partnership supported
through USAID’s NetMark programme sold
more than 600,000 insecticide-treated bednets.

However, these initiatives have yet to be scaled
up to a level commensurate with the challenge.

Prevention through aid is a good invest-
ment as well as a humanitarian imperative.
Apart from the human toll in lost lives and
sickness, malaria reduces economic growth per
capita by an estimated 1.3 percentage points a
year in affected countries. This represents a se-
vere handicap for achieving the MDG target of
halving poverty. But the average figure under-
states the size of the handicap. Malaria cases are
heavily concentrated among poor people: one
study estimates that the poorest 20% of the
world’s population account for two-thirds of
malaria cases.?* In rural communities the ma-
laria transmission season often coincides with
planting and harvesting, leading to losses of
output and income. Subsistence farmers suffer
the heaviest burden because their margin for
survival is so thin and their dependence on la-
bour so critical. Even brief periods of illness can
produce catastrophic consequences for house-
holds. Releasing houscholds from the burden
of malaria would generate high returns for
poverty reduction as well as economic growth.
Cutting malaria incidence by one-half in Af-
rica would cost about $3 billion a year while
generating an economic benefit of $47 bil-
lion a year.?> That benefit is more than double
total aid to Sub-Saharan Africa—and much of
it would be concentrated in the hands of the

poorest households.

Financing aid—the record, the problems, the challenge

The people of this country are distant from the
troubled areas of the earth and it is hard for them
to comprehend the plight and consequent reac-
tions of the long-suffering peoples, and the effect
of those reactions on their governments in con-
nection with our efforts to promote peace in the
world. The truth of the matter is that Europe’s
requirements are so much greater than her pres-
ent ability to pay that she must have substantial

additional help or face economic, social and polit-
ical deterioration of a very grave character.

—George C. Marshall?¢

With these words at a Harvard University com-
mencement ceremony in 1947 US Secretary of
State George C. Marshall outlined his plan for
European reconstruction. Over the next three
years the United States transferred $13 billion in

Disease prevention
through aid is a good
investment as well as a

humanitarian imperative
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aid to Europe—equivalent to more than 1% of US
GDP.? The transfers were driven partly by moral
conviction, but also by the recognition that US
prosperity and security ultimately depended on
European recovery. The Marshall Plan provided
avision backed by a practical strategy for action.

At the end of the 1960s the Commission on
International Development, convened by the
World Bank under the auspices of former Ca-
nadian Prime Minister Lester Pearson, revived
the spirit of the Marshall Plan.?® It argued for
donors to provide 0.7% of GNI in development
assistance by 1975, asserting that “The fullest
possible utilization of the world’s resources,
human and physical, which can be brought
about only by international cooperation, helps
not only those countries now economically
weak, but also those strong and wealthy.”*
Thus, the case for the target was partly moral
and partly enlightened self-interest.

Aid quantity

That argument retains relevance for current
debates on aid. So, too, does the central principle
of setting a target with a date for achievement.
Without a schedule, targets risk remaining aspi-
rations. In the 36 years since the Pearson report
there has been no shortage of commitments to
the 0.7% target, but rich countries have habitu-
ally failed to back promises with actions.

- The long view—trends in aid since 1960
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Aid targets and trends

Measured against the 0.7% target argued for in
the Pearson report, let alone the standards set
by the Marshall Plan, international aid in 2005
reflects alegacy of sustained underperformance.
Aid is increasing, but from a low base—and
financing still falls far short of what is needed
to achieve the MDGs and wider human devel-
opment goals.

At the 1992 United Nations Conference on
Environment and Development (Earth Sum-
mit) in Rio de Janeiro, most donors revived
their pledge to achieve the 0.7% target. They
then spent the next five years cutting aid bud-
gets as a share of national income to an all-time
low 0£0.22% in 1997. Aid flows stagnated until
2001, when a gradual recovery began. A key mo-
tivating event was the 2002 UN Conference
on Financing for Development, where donors
committed themselves to providing more—and
better—aid.

Delivery on aid quantity commitments
since then has been encouraging, but partial.
In 2002 aid levels finally surpassed the 1990
benchmark. Provisional estimates for 2004 put
aid at $78 billion, or some $12 billion higher
than in 2000 in real terms. The recovery in aid
volume looks less encouraging assessed against
other benchmarks for generosity. In 1990 do-
nors gave 0.33% of their GNI in aid. Since 2000
that share has climbed from 0.22% to 0.25% of
GNI, highlighting the limits to aid recovery.
From a longer term perspective those limits are
even more starkly defined. As a share of GNI
the weighted average for aid from Organisation
for Economic Co-operation and Development
(OECD) countries is one-third lower than at
the start of the 1980s and one-half the level in
the 1960s (figure 3.1). Translated into per capita
aid receipts, much of the post-2000 recovery can
be viewed as a process of restoring cuts. For Sub-
Saharan Africa per capita aid fell from $24 in
1990 to $12 in 1999. In 2003 it was still just
below the 1990 level.

Development assistance comes through a va-
riety of channels. Aid today is roughly divided
at a ratio of 2:1 between bilateral aid allocated
directly by individual countries and multilateral
aid allocated to concessional finance facilities



such as the World Bank’s International Devel-
opment Association (IDA), regional develop-
ment banks and global mechanisms like the
Global Fund to Fight AIDS, Tuberculosis and
Malaria. The Group of Seven (G-7) leading in-
dustrial countries dominates international aid
flows, accounting for three-quarters of develop-
ment assistance. That gives them tremendous
influence on prospects for closing the MDG fi-
nancing gap. Measured by the standards of their
wealth, some of the world’s largest economies
are among the least generous donors. Only one
member of the G-7 is among the top 10 donors
when aid is measured as a share of GNI. The
bottom three places in the donor generosity
league as measured by this indicator are held by
G-7 countries (figure 3.2).

In financial terms the United States is the
world’s largest donor. Since 2000 its ratio of
aid to GNT has increased from an exception-
ally low base of 0.10% to 0.16% in 2004. The
United States has climbed above Italy, but it
remains second to last in the share of aid to
GNIL. The steady decline in Japanese aid, which
fell by another 4% in 2004, has pushed Japan
into the third slot from the bottom. At the
other end of the list five small countries—Nor-
way, Luxembourg, Denmark, Sweden and the
Netherlands—have consistently met or sur-
passed the UN target.

A new category of donors is emerging: the
transition economies of Eastern Europe, which
have graduated from being aid recipients to
being donors. Their contributions are still rela-
tively small—the Czech Republic, which gives
0.1% of GNI, is the most generous. Since acced-
ing to the G-7, the Russian Federation has also
emerged as a donor and contributor to debt re-
lief in low-income countries. The Russian gov-
ernment is working with the United Nations
Development Programme (UNDP) to create
an aid agency (called, for now, RUSAID), and
it too is set to become a more important player
in international aid. With oil revenues rising,
Arab states are also making a greater contribu-
tion to aid flows, with transfers reaching about
$2.6 billion in 2003. However, the G-7 coun-
tries still account for 70% of official develop-
ment assistance, an obvious corollary of which

is their influence on future aid levels and pros-
pects for MDG financing.

Over the longer term rich-world prosper-
ity has been inversely related to aid generosity.
Since 1990 income per capita in rich countries
has increased by $6,070 in constant prices,

- The aid donor league
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while aid fell by $1 per capita (figure 3.3). The
winners from globalization have not prioritized
compensating the losers or spreading prosper-
ity. Investment in aid per capita ranges widely in
donor countries, from more than $200 in Swe-
den and the Netherlands to $51 in the United
States and $37 (and falling) in Italy (figure 3.4).
At constant prices four of the G-7 countries—
Germany, France, Italy and Canada—are still
giving less today than they were in 1992. Italy’s
2004 aid spending was roughly one-half of its
1992 level.

At the 2002 Conference on Financing for
Development in Monterrey donors agreed to
collectively undertake “efforts to reach” the
0.7% target—words that stop some way short of
a commitment (and with different meaning to
different donors). However, as the Pearson re-
port correctly identified, broad pledges without
target dates are of limited use. Because effective
planning for poverty reduction requires that
resources be predictable, donors need to trans-
late broad targets for increased aid into tangible
budget commitments. Some donors have incor-
porated the 0.7% target into budget planning,
Apart from the five donors that have achieved
the target, another six have now set timetables,
with varying degrees of ambition, for joining
this group: including Belgium by 2010 and the
United Kingdom and France by 2012-13.3°
Others—notably Japan and the United States—

Richer but less generous—wealth is growing faster than aid...
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have set no timetables. The United States has
clearly stipulated that it does not see the 0.7%
target as an operational budget commitment.

The galvanizingeffect of the Monterrey con-
ference is reflected in the fact that all donors have
pledged to increase their aid budgets, though
it took New Zealand until 2005 to make that
pledge. The US Millennium Challenge Account
was the centrepiece of a commitment to raise aid
spending by 50%, or $4-$5 billion annually, by
2006. The European Union’s 15 richest member
states, building on a commitment made before
Monterrey to achieve an aid to GNI target of
0.33% by 2006, agreed in 2005 to a supplemen-
tary minimum target of aid to GNI of 0.51%
by 2010 as an interim step to meeting the 0.7%
commitment by 2015. The 10 poorest members
agreed to a 0.17% target for 2010 and 0.34% by
2015. The EU decision marks a bold step in the
right direction. If honoured, the commitments
could mobilize an additional $30—$40 billion in
aid by 2010. Other commitments are more open
ended. For example, Canada has set a target of
doublingits 2001 aid level by 2010 and doubling
aid to Africa by 2008. Even with these commit-
ments, Canada’s aid will reach only about 0.33%
of GNI by 2010. While Japan has pledged to
double aid to Africa, it has made no meaningful
commitment on overall aid to GNI levels.

The impact of these pledges is already appar-

ent in the increases in aid in real terms in every

- ...but performance varies
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year since 2002, an increase of $6 billion (in
2003 prices and exchange rates). Aid has clearly
emerged as a more important public spending
priority. But while the trend of rising aid bud-
gets appears firmly established, it cannot be
taken for granted that donors will deliver com-
pletely on their Monterrey commitments. Italy’s
aid has fallen back to its 2001 level, a 30% drop
since Monterrey. It will have to more than dou-
ble current spending next year to meet the Eu-
ropean Union’s 2006 commitment. Germany
froze spending in real terms in 2004 and faces
a considerable challenge in raising aid from its
current level 0f 0.28% of GNT to 0.33% by next
year. Japan has also cut aid spending and will
have to find an extra $1 billion by 2006 if its
limited goal of keeping aid at the 2001-03 aver-
age level is to be achieved.

While the United States has sharply in-
creased its aid budget, allocations under the
Millennium Challenge Account have fallen
short of administration requests. In 2005 Con-
gress authorized $1.5 billion against a request of
$2.5 billion. While all countries with per capita
incomes below $1,435 are cligible, as of mid-
2005 only two grants had been allocated. These
were a $110 million programme for Madagascar
to be disbursed over four years and a $215 mil-
lion programme for Honduras to be disbursed
over five years.?!

Given the short time since the Monter-
rey conference, it would be premature to draw
strong conclusions from trend analysis. Much
will depend on whether governments translate
current aspirations into hard budget choices. If
achieving the 0.7% goal by 2015 were used as
a benchmark, current performance would ap-
pear in a less positive light. Figure 3.5 shows
where aid levels would be today in a hypotheti-
cal world where all donors set an aid to GNI
target of 0.7% by 2015, assuming that their aid
budgets increased by equal annual increments
of aid to GNI ratios from 2000. The size of the
gaps between current levels and the stylized tar-
get are self-explanatory. Admittedly, the exer-
cise is an artificial one because not all donors
accept the 0.7% target. Even so, it provides a
useful point of reference. Even for donors that
have committed to the 0.7% target, the gap

between performance and progress needed is
large. However, the recent summit meeting of
the G-8 leaders at Gleneagle in Perthshire, Scot-
land, proved that progress on bridging these
gaps is possible (box 3.4).

Aid flows cannot be considered in isolation.
This is especially the case for low-income coun-
tries facing debt service difficulties. In 2003
the 27 countries receiving debt relief under the
Heavily Indebted Poor Countries (HIPC) Ini-
tiative transferred $2.6 billion to creditors, or
13% of government revenue.’? These transfers
have been diverting resources from investment
in human development and economic recovery.
In 2005, almost a decade after the creation of
the HIPC Initiative, creditors finally agreed to
aplan for writing oft 100% of multilateral debt.
This represents a huge step in the right direc-
tion. However, the new deal on debt does not

adequately cover several countries—including

- Post-Monterrey progress towards the ODA target
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i From the G-8 summit to the General Assembly—

following up words with action

Group of Eight (G-8) summits have a long track record in delivering lofty promises,
that are swiftly broken, especially to the world’s poorest countries. Will it be differ-
ent after the July 2005 summit in Gleneagle, Scotland?

The G-8 communiqué makes some important commitments. The pledge to
increase aid by $50 billion over 2004 levels, with half the increase going to Sub-
Saharan Africa, could close a substantial part of the MDG financing gap. Moreover,
for the first time the G-8 leaders have signed a communiqué specifying concrete
targets, which may reduce the risk of backsliding.

Looking ahead, there are three challenges on aid. First, G-8 leaders must be
held to their word. There is a real danger that at least two EU members—Germany
and Italy—will not translate G-8 summit commitments into public expenditure
plans. Second, some countries need to go much further. Even with aid increases
Japan and the United States will still be spending only 0.18% of GNI on aid in 2010
(putting them at the bottom of the OECD aid table)—and Canada is also an aid
underperformer. Third, it is important that a sizeable share of the increased aid
commitment be delivered up-front, not in five years time.

Beyond aid, the G-8 communiqué receives mixed marks. The commitment to
free and compulsory primary education, free basic health care and “as close as
possible to universal access” to treatment for HIV/AIDS could accelerate progress
towards the MDGs. So, too, could the pledge to train and equip some 75,000 troops
for African Union peace-keeping operations by 2010 (see chapter 5). On trade,
by contrast, the G-8 communiqué makes for unimpressive reading. The general
commitment to phase out a limited range of agricultural export subsidies within an
unspecified time-frame will come as cold comfort to Africa’s farmers.

Two critical ingredients combined to make the G-8 summit in Gleneagle dif-
ferent: political leadership and the political momentum generated by global cam-
paigning and public opinion. The same ingredients will be needed if the UN summit
in September 2005 is to consolidate and build on what has been achieved.

Source: G-8 2005.
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Nigeria—for which unsustainable debt remains
a barrier to achieving the MDGs (box 3.5).

The adequacy of current aid and debt relief
efforts must be considered in the proper con-
text. From an MDG perspective what mactters is
how current aid commitments square with the
ﬁnancing requirements for reaching the targets.
Estimating MDG financing gaps is an inexact
science. Cost structures vary widely from coun-
try to country, and there is a dynamic interac-
tion among the MDGs: progress on, say, girls’
education can reduce the costs of achieving
progress on child mortality, for example. The
UN Millennium Project estimates that overall
aid will need to roughly double by 2006 and
then rise by another 50% (to $195 billion) by
2015 to meet the MDG targets. Proposals set
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out in a report by the UK-sponsored Commis-
sion for Africa are broadly consistent with this
assessment.” They recommend a doubling over
the next three to five years of the $25 billion in
aid currently provided to the region, with a fur-
ther $25 billion increase to 2015. Current aid
projections fall far short of these levels.

Financing gaps. One of the problems with esti-
mating the MDG financing gap is that the bud-
get targets set by donors may not be achieved.
If acted on—and this remains a big if—the
pledges made during and after the Monterrey
conference would result in aid budgets rising to
0.30% of donor countries’ national income by
2006, an increase to $88 billion (at 2003 prices
and exchange rates). That figure falls $47 billion
short of the $135 billion that the UN Millen-
nium Project estimates rich countries should be
spending next year to keep the world on track
for the MDGs (figure 3.6). The financing gap
increases to $52 billion by 2010. By that point,
if rich countries fail to follow through on their
commitments, developing countries will be
unable to make the investments in health, edu-
cation and infrastructure needed to improve
welfare and support economic recovery on the
scale required to achieve the MDGs. Admit-
tedly, these figures do not factor in the Euro-
pean Union’s 2010 target of 0.51%, but this
target is not yet enshrined in concrete budget
commitments. It is also important to bear in
mind that not all of the additional aid mobi-
lized since Monterrey will be directed specifi-
cally towards MDG financing gaps.

Real aid and headline figures

Ifanything, the financing gap figures may under-
state the problem. Closing financinggaps requires
real money, but not all of the money counted as
aid translates into a transfer of resources. This
is especially the case for the three categories of
assistance that accounted for more than 90% of
the $11.3 billion increase in bilateral aid between
2000 and 2004: debt relief ($3.7 billion), tech-
nical cooperation ($5.2 billion) and emergency
assistance ($1.7 billion; figure 3.7). Increases
in these areas generate headline figures that are
larger than real aid transfers.
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Twenty years ago, Julius Nyerere, then President of Tanzania, asked
the governments of rich countries a pointed question: “Should we
really starve our children to pay our debts?” Almost a decade after
the launch of the Heavily Indebted Poor Countries (HIPC) Initia-
tive was supposed to consign Africa’s debt crisis to the history
books, creditors have at last started to answer that question in
the negative. While details of the debt relief deal agreed by the
G-8 finance ministers in June 2005 remain sketchy, real progress
has been made, though some important questions still have to be
addressed.

Headline numbers on debt relief provided under the HIPC Ini-
tiative before the 2005 G-8 meeting were impressive. In total, 27
countries eligible for loans from the World Bank’s concessional fa-
cility, the International Development Association (IDA)—all but 4 in
Africa—were benefiting from debt stock reduction commitments
valued at $32 billion (in net present value terms). The debt relief pre-
mium has helped advance progress towards the MDGs. According
to the World Bank, public spending on health, education and other
poverty reduction investments has risen by 2% of GDP in countries
receiving debt relief. Savings generated through the HIPC Initiative
have helped finance free primary education in Uganda and Tanza-
nia, anti-HIV/AIDS programmes in Senegal, health programmes in
Mozambique and rural development in Ethiopia.

The bad news was that the headline numbers on debt stock
reduction obscured other parts of the balance sheet—notably the
columns dealing with debt service and government revenue. In 2003

the 27 countries receiving debt
- relief still spent $2.8 billion in
of revenue repayments to creditors. On
average, that figure repre-
Percent

sented 15% of government
revenues, rising to more than
20% in countries like Bolivia,
Zambia and Senegal (figure
1). For a group of the world’s
poorest countries these were
very large transfers, averaging

some 3% of national income.

The upshot is that debt
repayments have been di-
verting resources from social
priority areas critical to prog-
ress towards the MDGs. For
example, Zambia, with one of
the highest levels of HIV/AIDS
infection in the world, has
been spending more than $2
on debt repayments for every
$1 it allocates to health sector
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spending (figure 2). While aid flows continue to exceed debt pay-
ments (an important difference from the Latin American debt crisis
of the 1980s), high levels of debt service have deprived HIPC gov-
ernments of revenue and made them more dependent on aid—and
their budgets more susceptible to the vagaries of donor priorities.

Delivery fell short of expectation under the HIPC Initiative
for several reasons. First, the primary criterion adopted for debt
sustainability—a debt stock threshold of 150% of exports in net
present value terms—attached too much weight to export indica-
tors and insufficient weight to the impact of debt on national bud-
gets and capacity to finance progress towards the MDGs. Second,
whereas most major bilateral creditors have been providing 100%
debt relief, multilateral donors such as the World Bank, the IMF and
the regional development banks have not, with the result that their
share in debt service payments has been rising. Third, eligibility
for full debt relief has been contingent on complying with IMF pro-
grammes and loan conditions. Interruptions to these programmes
have delayed debt relief for a large group of HIPCs, including Hon-
duras, Rwanda and Zambia.

Will the June 2005 agreement resolve these problems? The
agreement provides for 100% debt relief for 18 countries that have
passed through the full HIPC process to reach the “completion
point”. Crucially, it also stipulates that the costs for reducing mul-
tilateral debt owed to IDA and the Africa Development Fund will be
met through additional finance from creditors, thereby avoiding the
diversion of development assistance into debt relief. In the case
of the IMF debt relief financing will be generated through internal
resources, possibly including the sale or revaluation of part of the
IMF’s gold stock. Another eight countries will become eligible for
100% debt reduction in the next one to two years as they reach the
HIPC completion point. This group includes countries embarking

(continued on next page)
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on reconstruction—such as the Democratic Republic of the Congo
and Sierra Leone—and countries like Cameroon and Chad that
have had interrupted IMF programmes. For all of these countries
the new debt relief deal has the potential to release new resources
for development—and it is crucial for MDG financing that the re-
sources be deployed efficiently to support social sector services
and broad-based growth.

Implementation of the new agreement will need to be closely
monitored to ensure that debt relief finance is genuinely additional.
Particular concerns have been raised about the failure of the fi-
nancing arrangements to cover the costs of debt reduction for the
Inter-American Development Bank, which will need to meet part of
the bill for financing debt relief in Bolivia, Honduras and Nicaragua.
Nonetheless, for the 27 HIPCs now receiving debt relief the agree-
ment is unambiguously good news.

More problematic is the question of how to deal with countries
beyond this group. HIPC membership has now been closed on the
basis of countries covered in 2004. Ironically, this means that some
countries eligible for IDA loans have debt indicators that are worse
than those of the HIPCs following HIPC debt relief and yet these
countries do not qualify for debt relief on the grounds that they were
not on the 2004 list. For example, Haiti, Kenya and Kyrgyzstan all
have debt stock to export ratios that exceed 150%, yet they are not

Source: World Bank and IMF 2004c; Martin and others 2004.

eligible for debt relief. So far, individual creditors have responded
unilaterally to the anomalies in the HIPC framework. For instance,
the United Kingdom has developed proposals for cancelling its
share of debt service payments owed by countries such as Arme-
nia, Mongolia, Nepal, Sri Lanka and Viet Nam. Looking ahead, what
is needed is a more coherent strategy for reducing debt obligations
to a level consistent with MDG financing requirements.

Nigeria’s experience highlights other limitations in the cur-
rent debt relief framework. In contrast to the HIPCs, Nigeria owes
the bulk of its debt—some 80% of the total—to bilateral credi-
tors rather than to the World Bank or the IMF. Creditors have cited
Nigeria’s oil wealth as grounds for refusing debt relief. Yet although
Nigeria is the world’s eighth largest oil exporter, it ranks 158 on the
HDI, has one of the poorest populations in Sub-Saharan Africa and
receives less than $2 per capita in aid—one of the lowest levels for
the region. Nigeria’s annual debt service bill is more than $3 billion
a year—exceeding public spending on health. Moreover, because
less than half the external debt is being serviced, arrears are ac-
cumulating. True, Nigeria’s debt problems could have been avoided
had previous governments not indulged in economic mismanage-
ment and transferred oil revenues to Swiss bank accounts. But this
hardly provides a rationale for penalizing poor Nigerians today or
for undermining a government committed to reform.

Consider debt relief. A highly effective form
of development assistance, it gives governments
greater control over domestic revenues and re-
duces their dependence on aid. Forgiveness of
debts that are actually being serviced releases
budget resources for other purposes. However,
OECD reporting arrangements allow govern-
ments to report the entire stock of debt reduc-
tion as aid given in the year it is written off. This
inflates the actual value of debt relief since the
real financial savings to the recipient country
come in the form of reduced debt servicing.

In cases where the debts were not being fully
serviced, debt relief is in part an accounting op-
eration. Much of the $4 billion increase in aid
to the Democratic Republic of the Congo in
2003 fits into this category. Ethiopia received
debt stock reduction under the HIPC Initiative
of $1.3 billion in 2003, for a reduction in debt
servicing of $20-$40 million a year. This is not
an argument against debt relief but against cur-
rent accounting practices that give a misleading
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impression of how much aid donors are giving,
Over the next few years large debt reduction op-
crations are in prospect for Iraq and for coun-
tries under the HIPC Initiative. It is important
that the high face value of these operations not
divert attention either from the relatively mod-
est budget savings that result or from the need
to see debt relief as one part of a wider financing
package for achieving the MDGs.

Many of the same arguments apply to tech-
nical assistance and emergency aid. Technical
assistance accounted for $1 in every $4 in aid
provided in 2003. Often, this assistance plays
an important role in supporting development
and building capacity, but much of it repre-
sents expenditure in donor countries—a prob-
lem compounded by tied aid (discussed later in
this chapter). Aid to education demonstrates
the problem. The greatest financing gaps are
in training, remuneration and retention of
teachers; construction of classrooms; and the
provision of textbooks. Yet three-quarters of



The composition

of increased aid

2003 US$ (billions) ODA
2004 level
Emergency aid | 1.7
Debt relief grants | 3.7
Technical cooperation | 5.2
e

opa  Multilateral | 2.4

2000 level

Other
bilateral

Source: OECD/DAC 2005f

donor support to education comes as techni-
cal assistance. Much of this is swallowed up
in payments for scholarships, external techni-
cal advice and consultancy fees. The quality of
technical assistance varies widely, but as with
debt relief the important point for MDG fi-
nancing s that resources do not flow automati-
cally into priority areas. Emergency aid, and as-
sistance to fragile states, are a priority, but they
are also a response to financing requirements
over and above those estimated for the MDGs.
Afghanistan and Iraq together accounted for
$3.2 billion of the increase in official develop-
ment assistance between 2001 and 2003 —and
for a large slice of the increase in aid from the
United States. In fact, more than 40% of the
$3.8 billion increase in U.S. development assis-
tance in 2003 was earmarked for Iraq. To date,
most of the increase in aid for emergencies has
been through the mobilization of additional
funds, though in practice additionality is hard
to confirm. For example, Japan has combined
increased aid for Afghanistan and Iraq with
deep cuts in overall development assistance.
Whatever the current position, the diversion
of aid from MDG financing into post-conflict
reconstruction or wider strategic objectives re-

mains a real threat.34

Aid selectivity
Another reason that headline figures may under-
state the scale of the MDG financing problem is
that donors vary in their aid allocation patterns.
Low-income countries and Sub-Saharan Africa,
which face the biggest financing gaps, figure
more prominently in some aid programmes than
in others (figure 3.8). Aid delivered through
multilateral mechanisms such as IDA and the
Global Fund to Fight AIDS, Tuberculosis and
Malaria are probably the most strongly targeted
at MDG financing gaps—in IDA’s case because
cligibility is largely restricted to low-income
countries (box 3.6). This does not imply that
aid to middle-income countries is not justified
on human development grounds. But it remains
the case that donors vary in the share of aid allo-
cated to the poorest countries facing the most
serious financing constraints for the MDGs.
Donor selection of preferred aid recipients
affects the distribution of aid. A highly influen-
tial 1997 study argued on the basis of cross-coun-
try evidence that aid was effective only in “good”
policy environments (fiscal stability, low infla-
tion, open markets and other criteria).”> That
study led to the new orthodoxy that aid should

be used selectively to reward strong reformers.

- Donors vary in aid to the poorest countries

Share of total ODA, 2003 (%)
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The future of the International Development Association

As the international mechanism most effectively targeted to the poorest countries,
the International Development Association (IDA) occupies a pivotal position in MDG
financing: $1 given through IDA is more likely to reduce an MDG financing gap
than $1 delivered through any other channel. Moreover, because IDA operates on
a three-year budget cycle, it is less prone to the unpredictability associated with
bilateral aid provided through annual budgets.

In 2005 donors allocated $34 billion to IDA through 2008—a 25% increase
in real terms. This is the largest expansion in two decades, though far below the
40%-50% that most European governments wanted. Had the European proposals
been adopted, that would have increased the multilateral share in aid and the share
of aid earmarked for the poorest countries. IDA is the third largest source of aid to
Sub-Saharan Africa (after France and the United States) and the main source of
aid for education and health.

Important questions remain about IDA’s future role in financing for development.
About one-fifth of IDA loans are provided on grant terms to countries vulnerable
to debt problems. The remainder is allocated as concessional loans: repayments
over 40 years with a 10-year grace period. Some donors want to retain this balance.
Others favour transforming IDA into a predominantly grant-based agency.

These are dangers in going down the grants-only route. Donors currently pro-
vide about one-half of IDA’s income. Another 40% comes from repayments of past
loans by countries like China, which have risen from low- to middle-income status.
Moving to a grant system could choke off this flow of payments, reducing the re-
source base. Moreover, some countries—Bangladesh and India, for example—are
in a position to use soft loans while others could use IDA to make a transition from
reliance solely on grants.

There is another reason for caution. Donors could neutralize the financial ef-
fects by agreeing to compensate any loss of IDA repayments through binding com-
mitments of increased grants. But no donors have done so. Without such guar-
antees of increased long-term financing, IDA flows would become dependent on
unpredictable donor support.

Source: Rogerson 2005.

However, subsequent studies found that aid can
also be effective in countries with a less favour-
able institutional environment and weaker eco-
nomic reform record. This conclusion does not
mean that the policy environment is unimport-
ant: on the contrary, effective macroeconomic
management is vital. But the evidence does cau-
tion strongly against using uniform “good pol-
icy” checklists as a basis for aid allocation.

Best evidence suggests that aid can be effec-
tive in a diverse range of environments—and
that policy precondition blueprints are not help-
ful 3¢ There is a danger of these blueprints divid-
ingaid recipients into donor darlings and donor
orphans based on flimsy evidence about their
capacity to make good use of aid. This is already
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happening to some degree, with an overconcen-
tration of donor darlings in Anglophone Sub-
Saharan Africa (and Mozambique and Ethiopia)
and an overrepresentation of donor orphans in
Francophone Africa and Latin America.

Recent research using the World Bank’s pol-
icy selectivity index, a measure of the correlation
between aid and the quality of institutions in aid
recipient countries, suggests that development
assistance flows are increasingly sensitive to the
quality of institutions (as defined in the index).?”
At the same time the donor focus on institutional
performance is far more stringent in low-income
countries than in middle-income countries. More
worrying, some low-income countries receive aid
at levels some 40% lower than their institutional
capacity would indicate.?®

None of this is to deny the obvious impor-
tance of the national policy environment in de-
termining the effectiveness of aid. Countries as
diverse as Bangladesh, Mozambique and Viet
Nam are able to generate high human develop-
ment returns for aid because they have effective
strategies for poverty reduction. Conversely,
endemic corruption, weak governance and eco-
nomic mismanagement diminish the potential
benefits of aid. Corruption undermines aid ef-
forts in two respects. First, poor houscholds suffer
disproportionately from corrupt practices. A sur-
vey in Cambodia found that corruption cost low-
income households three times as much of their
income as it did high-income houscholds, partly
because low-income households depend more on
public services.* Second, financial outflows asso-
ciated with corruption can dwarfaid inflows: on
one estimate public financial assets exceeding the
value of Africa’s external debt have been illegally
transferred to foreign banks accounts.

Aid donors can most effectively address
these problems through partnerships with gov-
ernments committed to financial transparency
and accountability rather than through the im-
position of blueprints.

Aid and the MDGs: can rich
countries afford them?

Can rich countries afford to deliver on their
long-standing commitment to spend 0.7% of



GNI on aid? That question has a critical bear-
ing on prospects for achieving the MDGs and
wider human development goals.

In any democracy what governments re-
gard as affordable will reflect an assessment of
the costs and benefits of public spending. That
assessment will be guided by judgements about
political priorities mediated through political
processes that lead to choices about the merits of
competing claims. Aid budgets reflect how gov-
ernments and the public view world poverty and
their obligations and interests in combating it.

Affordable costs

Assessed against the wealth and resources of
rich countries, the cost of achieving the MDGs
is modest. More than 1 billion people in the
world lack access to clean water and 2.6 billion
to sanitation. Overcoming these deficits would
cost just under $7 billion a year over the next
decade. This investment could save some 4,000
lives cach day as a result of reduced exposure to
infectious discases. It would address a problem
that robs poor people of their health, under-
mines economic development and imposes huge
demands on the time and labour of young girls
and women. The investment required seems like
alot of money—and for low-income developing
countries it is. But it is no more than the $7 bil-
lion a year that Europeans spend on perfume or
the $8 billion a year that Americans spend on
elective corrective surgery.

Such comparisons are not to deny the ef
fort that will be required to increase aid on a
scale commensurate with achieving the MDGs.
In all of the G-7 countries—except Canada—
fiscal deficits remain high—indeed, their fiscal
position as a group has deteriorated (figure 3.9).
The US fiscal deficit (as a percentage of GDP) is
now the largest of any major industrial country
except Japan. Current budget proposals envis-
age the halving of this deficit by 2009, with a
reduction in non-military spending to its lowest
share of GDP in over 40 years. Clearly, this is
not a propitious environment for expanding aid
budgets. The same is true for Japan, where the
structural fiscal deficit is projected to decline
only slightly, to just over 6% of GDP by 2006.
Over the medium term Japan’s budget plans

envisage converting the deficit into a surplus by
2010—a target that will translate into intense
pressure for cuts in public investment.

The position in the European Union is
scarcely more encouraging. Although fiscal defi-
cits are smaller in the curo area than in Japan
or the United States, both France and Germany
have fiscal deficits exceeding 3% of GDP, while
Italy’s projected deficit will reach more than 4%
by 2006. The smaller scale of fiscal deficits in the
European Union than in the United States or
Japan conceals three other underlying pressures.
Public debt levels are high in the euro zone. The
fiscal pressures associated with an aging popula-
tion are mounting. And rates of joblessness have
forced unemployment to the top of the political
agenda of some countries. Since 2003 unemploy-
ment rates have been locked at more than 9%
in France, Germany and Italy. While reforms to
the European Union’s Stability and Growth Pact
have increased flexibility, EU governments are
facing intense fiscal pressures in the context of
low growth, high unemployment and mounting
pressure on public spending. Against this back-
drop the European Union’s decision to set an aid
target of 0.51% of GNI was an important politi-
cal statement of intent. However, an exceptional
effort will be required to ensure that the target is
translated into hard budgetary commitments.

While the fiscal pressures facing G-7 and
other industrial country donors are real, it is
important to recognize that aid budgets, even
at expanded levels, represent a modest source of
that pressure. For two of the G-7 countries—
Italy and the United States—development assis-
tance accounts for 1% or less of public spending,
far below the OECD average. In 2004 total aid
budgets were equivalent to only 3% of the over-
all fiscal deficit for both Japan and the United
States and 5% for Germany. Even if all the G-7
countries were to increase their aid to the EU
target level, any detrimental impact on their
fiscal position would be limited. Conversely,
constraining aid spending will have a similarly
marginal effect on improving that position.

In practice, how governments prioritize
public spending, just as how they respond to
fiscal pressures, will reflect their ordering of
political priorities, as well as policy judgements

Strained fiscal

situation in G-7
countries

Government fiscal balance, G-7 average
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tbll=5 E ) Military expenditure dwarfs

official development
assistance in rich countries

Share of government spending, 2003 (%)

Country O0DA Military expenditure
Australia 14 10.7
Austria 11 4.3
Belgium 2.7 5.7
Canada 12 6.3
Denmark 3.1 57
Finland 16 5.4
France 1.7 10.7
Germany 14 7.3
Greece 14 26.5
Ireland 21 4.6
Italy 0.9 9.8
Japan 1.2 57
Luxembourg 3.9 4.8
Netherlands 3.2 6.5
New Zealand 1.2 6.3
Norway 41 8.9
Portugal 1.0 10.0
Spain 1.3 6.7
Sweden 2.8 6.4
Switzerland 3.5 8.5
United Kingdom 1.6 13.3
United States 1.0 25.0

Source: Calculated on the basis of data on ODA from OECD/DAC 2005f, data on
military expenditure from indicator table 20 and data on government spending from
World Bank 2005f.

on taxation, the scope of public investment and
economic reform. If, as we argue in this chap-
ter, increased aid is an imperative not just on
moral and ethical grounds, but also in terms of
the enlightened self-interest of rich countries, as
reflected in the future prosperity and security of
their citizens, then it is important to accord aid

a far higher budget priority.

Military spending and aid levels

Comparisons with military spending are
instructive. For every $1 invested in development
assistance another $10 is spent on military bud-
gets (figure 3.10). No G-7 country has a ratio
of military expenditure to aid of less than 4:1.
That ratio rises to 13:1 for the United Kingdom
and to 25:1 for the United States (table 3.1). In
a world where rich countries increasingly rec-
ognize that security threats are linked to global
poverty, inequality and insufficient hope for
large segments of the world’s population, this
10:1 ratio of military spending to aid spending
makes no sense. On any assessment of threats to
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human life there is an extraordinary mismatch
between military budgets and human need. The
amount that rich countries currently spend on
HIV/AIDS, a human security threat that
claims 3 million lives a year, represents three
days’ spending on military hardware.

Budget priorities in many rich countries
reflect neither an adequate commitment to the
MDGs nor a coherent response to the security
challenges posed by mass poverty and deep
global inequalities. The discrepancy between
military budgets and development budgets puts
the affordability of the MDGs in a different
light. Had the $118 billion increase in military
spending between 2000 and 2003 been allo-
cated to aid, development assistance would now
represent about 0.7% of rich country GNI. Just
$4 billion—about 3% of the increase in military
spending—is needed to finance basic health
interventions that could prevent the deaths of
3 million infants a year. If the war against pov-
erty is a priority, it is simply not credible for gov-
ernments to attach so little weight to aid bud-
gets aimed at saving lives.

None of this detracts from the very real secu-
rity threats that developed country governments
have to address. These threats range from the
proliferation of nuclear weapons to international
terrorism. However, legitimate questions can be
asked about whether military upgrading is the
most effective response. For example, a compre-
hensive test ban treaty and a sharp reduction in
operationally deployed nuclear warheads would
eliminate the need for some of the extensive—
and expensive—programmes now under way for
modernizing nuclear forces and developing new
launch vehicles. Investment of more political cap-
ital in negotiated disarmament and less financial
capital in military hardware would enhance secu-
rity and release resources for development.

Innovative financing
Various innovative proposals have been developed
to bridge the MDG financing gap. These involve
looking beyond public spending to private capital
markets and new forms of financing.

The International Financing Facility (IFF)
proposed by the UK government is one ex-
ample. Underpinning the IFF is a simple idea:
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governments should use their ability to lever-
age resources in capital markets to provide ad-
ditional aid. The IFF would use government
pledges of increased aid to back the issuance
of government bonds. Income from the sale of
these bonds would be channelled through aid
programmes, with the IFF drawing down future
aid flows to pay off the bonds as they fall due.*
One of the strengths of the IFF is that it
would frontload finance for investment in this
critical period (figure 3.11). Even if all donors
committed themselves to reaching an aid to GNI
target of 0.5% by 2010 and 0.7% by 2015, there
would be an MDG financing gap in the short
term until the new resources came on-stream.
Under the IFF, aid transfers could be expanded
with immediate effect, while the budgetary costs
to governments would be deferred. This front-
loading would enable developing country gov-
ernments to make key investments in health,
education and infrastructure, while high-income
countries could act on their MDG commitments
without compromising fiscal stability (box 3.7).
Other proposals envisage raising additional
revenue through international taxation mech-
anisms.*! In practice, any international taxes
would have to be implemented by national
governments, as they are the only sovereign
bodies with revenue raising powers—and the
United States, in particular, is opposed to the
approach. Support is strongest in the European
Union. Several governments are assessing the
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To have a lasting effect on poverty, aid should meet three conditions. It should
be sustained and predictable, large enough to facilitate simultaneous investment
across sectors that reinforce each other’s impact and rooted in viable development
plans. In the absence of these conditions aid is less an investment in permanent
poverty reduction and more an occasional compensation for being poor.

The importance of sustained and predictable aid is self-evident. No responsible
private company would embark on a project to increase future returns until it had a
fully financed multiyear plan. The same applies to governments in poor countries. If,
like Senegal, a country depends on aid for 30% of public spending and 74% of public
investment, a secure and predictable flow of aid is a condition for long-run investment.
Countries cannot achieve universal primary education by abolishing user fees, con-
structing schools and training teachers unless funding is ensured to maintain schools
and pay teachers beyond the first couple of years. And countries cannot be expected
to sustain their investments in education unless they also have a financed health plan
that prevents teachers from dying of HIV/AIDS faster than they are being trained or
without a financed plan for water and sanitation without which girls drop out of school
at puberty—hence the importance of simultaneous investments across sectors.

But the lesson donors have been the least eager to learn is that the need for
increased aid is immediate and urgent. The longer they procrastinate, the more
intractable the problem and expensive the solution. Frontloading aid can mean sav-
ings in the future. Malaria costs $12 billion a year in lost output. Paying to fully treat
malaria would cost a fraction of that. Rates of return for infrastructure investment
can be as high as 80%, dwarfing standard returns in private capital markets.

The International Finance Facility (IFF) is designed to meet the three conditions
for effective aid. Through the sale of government bonds in rich countries, it would
mobilize lump sum resources to finance a secure and predictable stream of aid.
Because the financing would be frontloaded, it could provide the critical mass of
investment needed across a range of sectors.

Could the IFF work in practice? Implementation details are being worked out
through the International Finance Facility for Immunization (IFFIm), a pilot programme
developed by the Global Alliance for Vaccines and Immunization (GAVI). In the past,
GAVI’s effectiveness has been compromised by fluctuating and uncertain financial
flows. The IFFIm is a financing mechanism designed to provide secure frontloaded
funding for vaccines and immunization services in the poorest countries. GAVI has
estimated that an increased investment of $4 billion frontloaded over 10 years would
save the lives of more than 5 million children ahead of the 2015 target date and would
prevent a further 5 million adult deaths (mainly from hepatitis B) after 2015.

Source: Development Initiatives 2005b; GAVI and the Vaccine Fund 2005a, b; UK, HM Treasury
2003.

implications of an international tax on aviation
fuel. Even set at a low level, such a tax could
raise $9-$10 billion a year.*> Another proposal
calls for a flat-rate tax on airline passenger tick-
ets, with the revenue earmarked for prevention
and treatment of HIV/AIDS. This proposal has
been advocated by one G-7 country (France)
and supported by two others (Germany and
the United Kingdom), with several develop-
ing countries (including Brazil) backing the
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There is little hard evidence
to support the claim that
poor countries will be unable

to use more aid effectively

idea. These countries and others have reached
an agreement in principle to introduce a na-
tional air ticketing tax to finance development
spending. Other countries have advocated a tax
on currency transactions. Indeed, Belgium has
already passed legislation on the adoption of a
currency tax. Several other countries—includ-
ing Finland and Norway—have explored using
carbon taxes as a new financing mechanism.

Advocates for the use of international lev-
ies to mobilize financing for development claim
that the approach would produce important
benefits for the MDGs and beyond. These lev-
ies, so the argument runs, have the potential to
bring together the financing of public goods and
the financing of poverty reduction. The French
government’s Working Group on New Interna-
tional Financial Contributions, which reported
in 2004, argues that the flow of resources from
levies would provide a stream of predictable
finance while complementing private capital
market approaches, such as the IFF, by taking
up the slack left as IFF flows start to diminish
as bonds are repaid.

Can more aid be absorbed?

A major expansion of aid will produce results
only if poor countries can use the increased
flows effectively. Opponents of rapid aid scale-
up argue that poor countries lack absorptive
capacity—that large increases in transfers will
overwhelm their ability to use aid effectively,
creatingeconomic distortions and undermining
growth prospects. In fact, most of the problems
are readily solvable through a combination of
domestic policy prudence and improved donor
practices. None of the objections raised weakens
the case for a step increase in aid to accelerate
progress towards the MDGs.

Several recurrent themes dominate the con-
cerns of aid pessimists. One is that countries lack-
ing social and economic infrastructure—roads,
nurses, teachers—are notina position to reap the
benefits of higher aid flows and that diminishing
returns for growth and human development will
rapidly set in. Another is that aid brings its own
distortions. Dependence on aid, so the argument
runs, can undermine incentives for governments

HUMAN DEVELOPMENT REPORT 2005

to develop national revenue systems, weakening
the development of accountable institutions.
Also cited are macroeconomic issues. Large in-
flows of foreign exchange can push up exchange
rates, making exports uncompetitive, encourag-
ing imports and creating balance of payments
problems. The problem is known as Dutch dis-
case, after the experience of the Netherlands in
the 1960s when the sudden inflow of wealth
from the discovery of North Sea gas pushed up
the value of the guilder, crippling manufactur-
ing exporters and stoking inflation.*?

While each of these concerns raises impor-
tant questions, the limits to absorptive capac-
ity can be exaggerated. So, too, can the degree
of aid dependence. Sub-Saharan Africa is the
world’s most aid-dependent region. Bilateral
aid represents more than 10% of GNI for 23
countries in Africa, reaching more than 60% in
Mozambique. But the regional average, at 6.2%,
is below the level of the carly 1990s.

There is little hard evidence to support the
claim that poor countries will be unable to use
more aid effectively. Precise circumstances vary,
but aid dependence levels are a weak indicator
of the ability of countries to harness develop-
ment assistance to poverty reduction. Where
absorptive capacity is a problem, the appropriate
response is investment in capacity-building in
combination with measures aimed at reducing
transaction costs.

Diminishing returns?

Theoretically, diminishing returns to aid have
to set in at some point, so that even with good
management, marginal benefits will decline as
aid increases. Cross-country rescarch by the
Centre for Global Development for 1993-2001
indicates that on average aid generates posi-
tive returns to growth up to the point where it
reaches 16%-18% of GNI. Other studies put
the figure at 20%-25%. But cross-country evi-
dence on past performance is a weak guide to
future outcomes. As aid quality, governance and
economic policy improve over time, the benefits
of aid can be expected to increase. Moreover,
whatever the average threshold for diminishing
returns, some countries are able to effectively
absorb aid beyond this point. For example,



Mozambique is both one of Africa’s strongest
growth performers and one of the world’s most
aid-dependent countries.

In any case many countries with aid to
GNT ratios of 10%-15%—including Bangla-
desh, Cambodia, Tanzania and Uganda—are
facing a financing gap for the MDGs. Detailed
country-level research from the World Bank
suggests that $30 billion in additional aid could
be used productively in low-income countries, a
conservative figure that does not take into ac-
count the scope for infrastructure investment.®
It is also the case that aid to GNI ratios in de-
veloping countries are a limited way of looking
atdependence. For example, Ethiopia has a rela-
tively high ratio, at 19%, but receives $19 in aid
per capita compared with an average of $28 for
Sub-Saharan Africa and $35 for Tanzania.

Revenue effects

Rapid increases in aid will raise the share of
national budgets financed through development
assistance. An obvious danger is that this will
institutionalize aid dependence, making budgets
more vulnerable to volatile aid lows and shifting
donor priorities.*® Some critics argue that large
inflows of aid weaken incentives for governments
to mobilize domestic taxes, undermining the
development of a sustainable revenue base. Evi-
dence from some countries lends weight to this
concern. For example, Uganda has not been able
to raise its relatively low tax to GDP ratio despite
high growth. However, counter-examples sug-
gest that such outcomes are not inevitable. Ethi-
opia has increased its national tax to GDP ratio
from 11% to 15% since 1998 even as aid receipts
rose by a factor of three.

Dutch disease—and how to cure it
Dutch disease is a threat that has to be taken
seriously. Rapid exchange rate appreciation
would have devastating consequences for
Africa, making it more difficult for small farm-
ers and manufacturers to expand and diversify
their exports, raising the spectre of further
marginalization in world trade. In practice, the
problems can be avoided.

The most serious problems arise when aid

flows finance a consumer boom. If output stays

constant and demand rises, inflation, with
higher prices for non-traded goods, is inevitable.
However, if aid is directed towards areas such as
infrastructure, agricultural production and in-
vestments in human capital, the supply response
can provide an antidote to Dutch disease.*’ Ris-
ing productivity can counteract inflationary
pressures and maintain the competitiveness of
exports. This helps to explain why countries like
Ethiopia, Mozambique and Tanzania have been
able to absorb increased aid without large-scale
inflationary effects.

Governments can also influence the exchange
rate effects of aid—for example, by deciding
whether to use aid inflows to increase consump-
tion, finance imports or build foreign exchange
reserves.*® Evidence from individual countries
confirms that large inflows of aid do not inevi-
tably cause Dutch disease. In Ghana net aid in-
creased from 3% of GDP in the mid-1990s to
more than 7% in 2001-03, yet the real exchange
rate changed by less than 1% in the second pe-
riod.** In Ethiopia aid has doubled to 22% of na-
tional income since 1998. There, too, the real ex-
change rate has remained stable.’® In both cases
export competitiveness has been maintained
through prudent management of reserves. Ghana
managed a surge of aid in 2001 not by increasing
domestic money supply but by selling into for-
eign exchange markets to stabilize the currency
following a terms of trade shock.

Using aid effectively

While rapid surges in aid are likely to produce
suboptimal outcomes, it is important to under-
stand that absorptive capacity is a dynamic pro-
cess, not a fixed entity. Shortages of teachers
and health workers, dilapidated transport infra-
structure and weak institutions can constrain
the effective use of aid. But government institu-
tions can be developed through capacity build-
ing; teachers, health workers and engineers can
be trained; and infrastructure can be developed.
The critical challenge is to sequence these invest-
ments through coordinated national strategies.
That is why MDG planning needs to be put at
the centre of public expenditure frameworks—
and why donors need to commit themselves to
predictable, multiyear support.

MDG planning needs to be
put at the centre of public

expenditure frameworks
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Weakness in the quality and effectiveness of aid

Increased aid is a necessary condition for accel-
erated progress towards the MDGs. Without it
the 2015 targets will be missed by a wide margin.
But simply increasing budgets without reform-
ing the unproductive habits of donors will
deliver diminishing returns. Creating the con-
ditions for more effective aid means making aid
more predictable, reducing excessive condition-
ality, increasing donor harmonization, ending
tied aid and providing more aid as programme
support through government budgets.

The volatility and
unpredictability of aid

Effective poverty reduction planning in low-
income countries requires aid flows that are
stable and predictable. The introduction of
Poverty Reduction Strategy Papers in 1999
was intended to provide a framework for sup-
port based on national plans that would make
aid flows more stable and predictable. Unfortu-
nately, those hopes have not been realized.
Predictable aid flows are especially critical in
low-income countries where aid flows are large
relative to government revenues and budgets. In
Burkina Faso more than 40% of budget spend-
ingis financed through development assistance.
Unanticipated shifts in aid flows can undermine
budget management and threaten effective de-
livery of basic services by interrupting the in-
vestments needed to supply schools and health
clinics and pay teachers and health workers and
by creating balance of payments problems.
Cross-country research shows that aid
is more volatile than GNI or government
revenue—40 times more volatile on average
than revenue’! IMF research comparing aid
during 1985-88 and 2000-03 shows that the
difference in the volatility of aid and govern-
ment revenue has increased, suggesting that
Poverty Reduction Strategy Papers have done
little to change practice in this area.’> Mea-
sured by variance from trend, aid volatility has
doubled since 2000, and for some countries the
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annual variation is very large (figure 3.12). Par-
ticularly worrying, aid-dependent countries are
most vulnerable to aid volatility, and aid vola-
tility is especially high for these countries. Aid
volatility in fragile states is twice the average for
low-income countries.

Volatility might be less of a problem if
aid recipients knew that donor commitments
would translate into real financial flows. In
fact, donor pledges are only a partial guide to
aid delivery. Commitments may be disbursed
over several years, with gaps between pledges
and delivery smoothed out across several bud-
get cycles. But such unpredictability can still
impede fiscal planning. Decisions to undertake
investments in, say, health or education create
fiscal commitments for future years. Under the
worst conditions unpredictability can give rise
to stop-go financing as governments adjust to
the delivery or non-delivery of aid pledges.

The gap between aid commitments and dis-
bursements can be thought of as an “aid shock”
to which public finances have to adjust. Mea-
suring the scale of this shock is made difficult
by sometimes less than comprehensive donor
reporting on actual expenditure. Using the
OECD Development Assistance Committee’s
reporting system for bilateral and multilateral
flows for 2001-03, we looked at gaps between
aid commitments and disbursements for 129
countries. The results are striking. For 47 coun-
tries disbursements fell short of commitments
by more than 1% of GNI during one of the three
years. For 35 countries the shortfall represented
more than 2% of GNI. In 2001 both Burkina
Faso and Ghana experienced aid shocks of 4%
of GNI. Rich countries would struggle to adjust
their budgets to fluctuations on this scale. In the
case of Ghana and Burkina Faso the shortfall
represented about one-fifth of all government
revenue.

Shortfallsin aid flows can have a particularly
damagingimpact in key social sectors in heavily
aid-dependent countries. Zambia finances more
than 40% of its education budget through aid.



Consistently during 200002 donor disburse-
ments amounted to less than one-half of com-
mitments made at the start of the budget year.
For Senegal, which relied on aid for one-third
of public spending on health, annual disburse-
ments for 1998-2002 fell short of commitments
by an average of 45%. Slow and partial disburse-
ments appear to have compromised funding for
national immunization campaigns.>

Aid volatility and unpredictability might
be partially explained if they reflected donor
responses to economic shocks in recipient coun-
tries. Defining a shock as a decline in prices of
at least 10% from one year to the next, the IMF
calculates that low-income countries suffer such
ashock on average once every three years. These
shocks fall disproportionately on poor coun-
tries, reducing economic growth and govern-
ment revenues, and disproportionately harm
poor people, for example, by destroying the
livelihoods of small farmers. However, there is
no evidence that aid compensates for such eco-
nomic shocks. During 1975-2003 only one in
five countries hit by negative GDP shocks of 5%
or more received increased aid.>*

Countries can respond to shortfalls and un-
certainty in aid in several ways, all of them with
adverse implications for MDG financing. They
can cut government spending, with adverse im-
plications for reduced economic growth and
social investment. They can maintain spending
by borrowing and increasing the fiscal deficit,
options with adverse implications for inflation
and IMF conditionality. And they can usc aid to
build up cash reserves in anticipation of future
income shocks, an avenue that implies lower lev-
els of public spending.>® None of these responses
is helpful for long-term financial planning for
poverty reduction.

The unreliability of aid flows is one reason
that aid has not realized its potential. It is dif-
ficult for governments to develop stable revenue
and financial management systems or to make
long-run investments in infrastructure and
basic services when they have little control over
a large component of national financing. One
of the most effective ways to enhance absorp-
tive capacity would be to tackle the problem of
unpredictable aid flows head on.

Conditionality and country
ownership

All donors stress the virtues of “country owner-
ship”, of giving recipients more control over how
aid is spent. Yet most link aid to stringent con-
ditions. Country ownership is seen as a require-
ment for efficient use of aid, while conditional-
ity is seen as a mechanism for leveraging policy
change. In many cases the two objectives pull in
opposite directions, with conditionality under-
mining country ownership and adding to the
unpredictability and volatility of aid. One rea-
son that donors’ commitment to country own-
ership has failed to improve aid predictability is
that it has yet to be put into practice.

Since the late 1990s there have been impor-
tant changes in the administration of condition-
ality. Poverty Reduction Strategy Papers, drawn
up by national governments, have created a new
framework for cooperation. With that has come
a streamlining of donor conditions. For exam-
ple, conditions on IDA loans fell from an average
of 30 per loan in the mid-1990s to 15 in 2003.5¢
IMF loan conditions under the Poverty Reduc-
tion and Growth Facility have fallen to an av-
erage of 13. However, there are large variations
across countries, and recent analysis of IMF pro-
grammes suggests that the number of structural
conditions may be on the rise again.

Some of the changes have produced substan-
tive results. But much of what passes for “stream-
lining” is simply a repackaging of conditional-
ity or the transfer of responsibility for enforcing
conditionality to other donors.”” Aid still comes
with a bewildering array of strings attached.
Loan conditions linked to Poverty Reduction
and Growth Facility programmes still set de-
tailed budget targets—and sweeping targets for
broader economic management. Doing business
with the World Bank requires compliance with
targets set in its country assistance strategies,
Poverty Reduction Support Credits and other
loan agreements. Bilateral donors and the World
Bank have even picked up some of the structural
loan conditions dropped by the IMF.5¥ Mean-
while, countries seeking HIPC Initiative debt
relief have to comply with a further set of spend-
ing and economic management targets.

The unreliability of aid flows
is one reason that aid has

not realized its potential
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Loan conditionality
continues to reinforce

unequal power relationships

From the perspective of aid recipients, even
slimmed-down conditionality resembles a very
long shopping list. Consider Benin. Under its
Poverty Reduction and Growth Facility Benin
must provide the IMF with quarterly reports
on spending in health and education, details of
government wage bills and a timetable for priva-
tizing the state bank. The (non-exhaustive) list
of triggers for the World Bank’s Poverty Reduc-
tion Support Credit includes accelerated prog-
ress in privatizing cotton; tangible progress in
privatizing other public enterprises, including
the creation of “sound regulatory frameworks in
liberalized sectors” preparation of a “coherent
strategy” for private sector development; and a
detailed list of quantitative outcomes in health,
education and water. In all, the policy matrix
includes more than 90 actions to be monitored.
Meanwhile, to qualify for debt relief, Benin was
required to meet targets for privatizinga cotton
sector marketing agency.”

The merits of such specific policy prescrip-
tions aside, individual loan conditions, by their
sheer scale, scope and interlocking nature, inevi-
tably diminish national ownership and increase
the risk of aid cut-offs for non-compliance. Only
one-quarter of IMF programmes are completed
without interruption—a fact that helps to ex-
plain both the volatility and the unpredictabil-
ity of aid.®°

Some conditionality is inevitable and desir-
able. Aid recipients should report, above all to
their own citizens, on public spending and bud-
get priorities. National development strategies
setting out clear poverty reduction goals and
linked to medium-term financing plans are one
vehicle for transparency. Effective auditing and
legislative scrutiny of budgets are also vital. The
problem with current approaches is the mix of
macro-conditionality and micro-management.
Loan conditionality continues to reinforce un-
equal power relationships that limit real prog-
ress towards country ownership.

Too many donors—too little
coordination

The capacity problems created by excessive
conditionality are exacerbated by the donor
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community’s disjointed working habits. All
too often, severely constrained government
departments in aid recipient countries have to
deal with large numbers of weakly coordinated
donors, many of them operating overlapping
programmes and unwilling to work through
government structures. The high transaction
costs that result diminish the effectiveness of
aid and erode capacity.

When the Marshall Plan was implemented
in Europe, a single donor interacted with coun-
tries with strong financial, judicial and public
administration capacity and a large pool of
skilled labour, entrepreneurs and managers. Aid
success stories in the Republic of Korea and Tai-
wan Province of China followed a similar model
of one dominant donor interacting with strong
governance structures. Times have changed in
the aid relationship. Of the 23 members of the
OECD’s Development Assistance Committee,
only five give aid to fewer than 100 countries.

The flip side is that aid recipients are deal-
ing with multiple donors. In 2002 the mean
number of official donors operating in recipient
countries was 23, though the typical country in
Sub-Saharan Africa deals with more than 30
donors (and several dozen international non-
governmental organizations).! The Ethiopian
government received aid from 37 donors in 2003.
Each donor may be operating dozens of projects
supportinga variety of sector strategies. Tanzania
has about 650 donor projects operating through
either national ministries or local government.®?

Meeting donor requirements for reporting,
consultation and evaluation imposes a heavy
burden on the scarcest of resources in devel-
oping country ministries: skilled people. Aid
programmes in a typical Sub-Saharan African
country will generate demands for thousands
of reports to multiple oversight agencies, with
hundreds of missions visiting to monitor, evalu-
atc and audit performance. Line ministries may
be required to generate not only departmental
reports, but dozens of reports on individual
projects as well.

Duplication adds to the problem. To meet
legal obligations to their sharcholders, the IMF
and the World Bank conduct extensive annual
reviews of budget management, public finance



systems and public expenditure. Governments
are required to submit accounts audited to inter-
national standards. Even so, donors such as the
European Union, Italy, Japan and the United
States require separate reporting to meet their
own requirements—an arrangement that in-
flicts large and unnecessary transaction costs.
Analytical work generates another layer of du-
plication. Donors conduct overlapping poverty
assessments, public expenditure reviews, fiscal
policy reviews, assessments of economic policies
and fiduciary analysis and are often unaware of
similar studies conducted by others or are un-
willing to use them. In a case cited by the World
Bank, five donors in Bolivia sponsoring a single
poverty survey each required separate financial
and technical reporting, so that the government
official managing the project had to spend more
time on reporting than on the survey.®
The burden of donor demands goes to the
top of government systems. Demands created
by weakly coordinated donor actions generate
huge opportunity costs. Consider this lament
by Ashraf Ghani, Finance Minister of Afghani-
stan from 2002 to 2004:
As Finance Minister more than 60% of my
time was spent on managing donors, in
terms of meeting visiting missions and rep-
resentatives to reiterate government polz'cy,
raise funds...to enable the recurrent costs of
government to be met, advocate for support
to government-led programmes channelled
through government financing, procurement,
and accounting systems, and discuss and ne-
gotiate projects.... This time could instead have
been devoted to raising domestic revenue and
managing internal reform.

Zambia highlights some of the wider problems
associated with donor coordination behind
nationally owned programmes. Support for the
education sector, formerly under a four-year
investment programme, is now being chan-
nelled through a sectorwide approach, with
$87 million in aid committed for 2004. With
at least 20 donors supporting education, there is
a premium on effective coordination.

The record is mixed. The Zambian gov-

ernment has been arguing for support to be

channelled through pooled funds in the overall
education budget, and that now accounts for
around one-half of support. However, another
one-third of support is allocated through funds
designated for purposes specified by donors,
with the balance allocated for specific proj-
ects. In all, there are 20 donor funding lines
for amounts of $12 million to $400 million,
cach requiring separate reporting. There has
been little discussion about how to reduce the
number of donors without reducing funding.
Several key donors that have pooled resources
have yet to participate in a joint mission. Senior
ministry officials continue to cite the length
and frequency of reporting as a problem. While
the new joint missions are reducing transac-
tion costs for donors, for developing countries
the missions still occupy senior staff for two to
three weeks at a time, diverting energy from ef-
fective rnanagernent.64

Zambia offers a window on broader prob-
lems associated with harmonization in countries
perceived as lackinga strong system of public ad-
ministration. Some donors have been unwilling
to move to pooled funding arrangements, partly
because of concerns over fiduciary responsibili-
ties. Others have agreed to pool some funds,
but with extensive reporting strings attached.
Donor reluctance to harmonize is especially
marked in countries where there is a perception
that governments have failed to design effective
harmonization strategies. Thus, while Senegal is
one of 13 countries in a pilot OECD scheme to
accelerate harmonization, there is little effective
coordination even in sectors where sectorwide
approaches are in place, such as in health.

Efforts are being made to reduce transaction
costs. In March 2005 members of the OECD’s
Development Assistance Committee signed the
Paris Declaration on Aid Effectiveness, much of
it dealing with measures to reduce transaction
costs. Pilot programmes to strengthen harmoni-
zation and coordination are being implemented
in Ethiopia, Ghana, Tanzania and Uganda.
Some transaction costs have declined, but prog-
ress has been uneven. Ugandan officials still cite
transaction costs as a major problem. With an
average of three missions (some with as many

as 35 people) for Uganda’s World Bank Poverty

Demands created by
weakly coordinated
donor actions generate

huge transaction costs
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Reduction Support Credit programme alone, it
is not difficult to sec why. Elsewhere, harmoni-
zation has also promised more than it has deliv-
ered. Reportedly, Senegal hosted more than 50
World Bank missions in 2002—roughly one a
week. In 2003 Zambia hosted 120 donor mis-
sions, excluding those of the World Bank and
the IMF. Of these, just 12—and none involving
the European Union or the United Nations—
were joint missions.®

Donors are also attempting to reduce some
transaction costs through multilateral initia-
tives involving greater specialization and coop-
eration. Mechanisms such as the Global Fund
to Fight AIDS, Tuberculosis and Malaria and
the Education for All Fast Track Initiative en-
able donors to pool resources, deliver aid and
delegate reporting to a single body. In recent
years several donors—including Denmark, the
Netherlands, Norway, Sweden and the United
Kingdom—have announced intentions to
streamline aid programmes around a smaller
group of recipients. In theory, this opens the
door to greater specialization and coopera-
tion. In practice, the high-priority lists for each
donor tend to concentrate on the same set of
recipients, raising the risk of widening the gap
between donor darlings and donor orphans. In
one example of harmonization through greater
specialization, Norway and Sweden are imple-
mentinga plan in Ethiopia under which Sweden
will channel health funding through Norway,
and Norway will channel education funding
through Sweden. Such arrangements are the
exception rather than the rule, however.

Implementing the agenda for improved co-
ordination will be difficult if experience to date
is a guide. The efficiency argument for greater
specialization and harmonization is clear. But
moving in that direction will require donors to
share control of resources and to accept report-
ing systems managed by others—a move that
implies major changes in the administration of
aid programmes.

Inefficient resource transfers: tied aid

Not every aid dollar has the same value in
financing poverty reduction. Much of what is
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reported as aid ends up back in rich countries,
some of it as subsidies that benefit large compa-
nies. Perhaps the most egregious undermining
of efficient aid is the practice of tying financial
transfers to the purchase of services and goods
from the donating countries.

Recipient countries lose out from tied aid
on several counts. The absence of open market
tendering means that they are denied an oppor-
tunity to get the same services and goods at a
lower price elsewhere. Tied aid can result in the
transfer of inappropriate skills and technolo-
gies. Price comparisons have found that tied aid
reduces the value of assistance by 11%-30% and
that tied food aid is on average 40% more costly
than open market transactions.®

The full extent of tied aid is unknown be-
cause of unclear or incomplete reporting by do-
nors. Procurement policies are often untranspar-
ent and biased towards contractors in the donor
country. Two G-7 donors—Italy and the United
States—do not fully report to the OECD on
tied aid. Others also report on an incomplete
basis. Reporting on the tying of technical as-
sistance, most of it linked to suppliers in donor
countries, is not required by the OECD. The
upshot: the tying status of between one-third
and one-half of aid to low-income countries
is unknown. Tying is an area in which donors
could usefully apply the principles of openness
and accountability that they demand of recipi-
ent governments. Taxpayers in donor countries
have a right to know how much of the aid that
they finance is being used for non-development
purposes, while citizens in recipient countries
have an interest in knowing how much they lose
as a result of aid tying.

While the precise amount of tied aid is
unknown, donors clearly vary in the degree to
which they tie their aid (figure 3.13). Accord-
ing to OECD reports on tied aid to least devel-
oped countries, the United States tops the tied
aid list, with Italy close behind.®” However, aid
provided under the Millennium Challenge Ac-
count is untied, so the US tied aid ratio will fall
as spending from this source increases. Germany
and Japan also tie a relatively large share of aid.

The implied financial costs of tying are
high. Estimating these costs is difficult because



of the restricted nature of donor reporting and
the exclusion of technical cooperation. For this
Report we attempted to approximate the costs
of tied aid. The tied aid ratio used is the aver-
age of tied aid reported for 2002 and 2003 by
the OECD’s Development Assistance Com-
mittee for transfers to least developed coun-
tries.%® Gross bilateral aid disbursements for
2003 are used to establish aid levels to specific
regions. Tied aid is then discounted at the rate
0f 20%-30% of face value, reflecting estimates
for the costs of such aid against open market
arrangements.

For developing countries as a group we esti-
mate overall current losses at $5-$7 billion—
enough to finance universal primary educa-
tion. Low-income countries as a group lose
$2.6-$4.0 billion, Sub-Saharan Africa loses
$1.6-$2.3 billion, and the least developed coun-
tries lose $1.5-$2.3 billion (figure 3.14).

These figures understate the real costs by a
considerable margin since they cover only bilat-
eral aid and exclude technical assistance. Losses
for individual countries vary according to the
structure of their donors. In some cases value
for money is severely compromised: 14 cents in
every $1 of Italian aid to Ethiopia is spent in
Italy. Currently, two-thirds of Australian aid
to Papua New Guinea, its biggest aid recipient,
is delivered through just six Australian compa-
nies.®” Some forms of tied aid fly in the face of a
serious commitment to the MDGs.In 2002-03
some $1 billion in bilateral aid was in the form
of grants for university study in donor coun-
tries, heavily outweighing donor support for
basic education in some cases.

Tied aid often raises transaction costs for
recipients. Some donors apply restrictive pro-
curement rules to meet their own requirements,
creating multiple procurement structures and
weakening coordination. Tying tends to skew
aid towards capital-intensive imports or donor-
based technical expertise, rather than towards
activities with low input and capital costs, such
as rural development programmes that draw
on local expertise. The bias of some donors to-
wards large-scale trunk roads rather than small-
scale rural feeder roads is symptomatic of the
problem.

Aid tying raises concerns at several levels.
Most obviously, it diminishes the value of a re-
source in desperately short supply in the war
against poverty. More than that, tied aid is in-
compatible with other stated donor objectives,
including the development of national owner-
ship. Many of the procurement policies oper-
ated through tied aid programmes suffer the
same lack of transparency that donors criticize
in countries receiving their aid. Aid tying rep-
resents a form of support to industry that most
donors frown on in aid recipient countries. And
tied aid is an inefficient use of taxpayers’ money.
While most industrial country taxpayers favour
contributing to the fight against global poverty,
there is less evidence that they endorse the use
of public finance to create markets for large

companies.

Project support rather than
national budget support

Aid is most effective when it is channelled
through budgets and expenditure frameworks
that reflect priorities set out in poverty reduc-
tion strategies. As countries develop more trans-
parent and efficient public financial manage-
ment systems, the scope for building national
ownership by supporting national budgets is
increasing. However, many recipient govern-
ments complain that donors acknowledge
national priorities in principle but undermine
government processes in practice by directing
aid towards individual projects—an approach
that reduces efﬁciency, increases transaction
costs and erodes capacity.

Project-based aid often reflects donor con-
cerns about government capacity, budget man-
agement and financial reporting systems. The
belief is that working through projects can
circumvent failures in national governance sys-
tems. Ironically, project aid has a track record of
intensifying problems in all these areas. In many
countries donors operate hundreds of projects,
many of them financed and managed outside of
government systems.

The upshot is that a large share of public
spending happens off-budget, weakening pub-

lic finance management. Meanwhile, project
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The aid tax—

costs of
tying aid

2003 US$ (billions)

Low-income
countries
$2.6
Least .
developed Sub-Saharan
countries Africa
$1.5 $1.6

Note: Calculations assume 20% losses from
ODA tying.

Source: Calculated on the basis of ODA tying
ratios from OECD/DAC 2004b, 2005¢e and
ODA volumes from OECD/DAC 2005f.
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implementation units set up by donors operate
asa parallel system, often attracting government
staff to donor agencies and establishing a sepa-
rate system of rules for procurement, financial
management and auditing. Afghanistan’s expe-
rience since the reconstruction process started
shows how this approach erodes government
capacity (box 3.8).

The creation of strong public finance sys-
tems linked to poverty reduction goals provides
opportunities for donors to shift support from
projects to the national budget. Over the past
decade the Ugandan government has worked
with donors to develop one of the strongest
budget systems in Africa. Since 1997 priori-
ties set out in the national Poverty Eradication
Action Plan have been reflected in a medium-
term expenditure framework and in annual
budget allocations (see chapter 1). Some donors
have responded by transferring aid from proj-
ects to the national budget. The share of aid
provided through budget support has increased
from 35% to 53%. This has made budgets more

predictable: between 1998 and 2003 the ratio of
disbursements to commitments rose from less
than 40% to more than 85%.”° However, some
major donors—including Japan and the United
States—are reluctant to shift aid programmes
from projects to budgets, even in countries like
Uganda.

And even when donors operate in support
of national strategies through programme
aid, the aid often arrives in forms that limit
its effectiveness. Donors have encouraged aid
recipients to develop medium-term financing
frameworks to create stability and predict-
ability in poverty reduction financing. To be
fully effective, these frameworks need to be
backed by multiyear donor commitments. Yet
fewer than one-half of donors supporting the
budget in Bangladesh make such multiyear
commitments. A major strength of the Mil-
lennium Challenge Account is its framework
for multiyear commitments. For example,
under Millennium Challenge Account agree-
ments, grants are provided to Honduras under

After more than two decades of human development free fall, Af-
ghanistan has embarked on a process of reconstruction and re-
covery. The challenges are immense. It has one of the highest
child death rates in the world (257 deaths per 1,000 live births),
and three-quarters of the rural population live below the poverty
line. Recovery prospects depend heavily on aid, which accounts
for more than 90% of spending. But some donor practices have
obstructed the development of national capacity.

Two models for financing and implementing reconstruction
were developed in Afghanistan. Under a state-supporting model
donors channelled their financing into the Afghanistan Reconstruc-
tion Trust Fund, jointly managed by the United Nations Develop-
ment Programme, World Bank and Asian Development Bank. From
there it was channelled to the government under strict account-
ability rules.

Under a state-avoiding model donors implemented projects di-
rectly or through UN agencies or non-governmental organizations.
Projects operated through parallel organizations and parallel rules
for procurement, financial management and audit. There have been
at least 2,000 such projects, though many more were unrecorded.
More than 80% of donor funding went into this model during the
first two years of reconstruction.

Source: Lockhart 2004.
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Aid through state avoidance posed several problems. Trans-
action costs were high. Government officials devoted consid-
erable time trying to extract information from donors on what
projects were under way and what resources were flowing into
the country. Government staff also had to learn new rules and
practices, which differ by donor, including multiple reporting
systems.

This project-aid economy also introduced distortions in the la-
bour market. Public sector staff were drawn away from core func-
tions as teachers, doctors, engineers and managers to support
positions in the aid system. Government managers or engineers
could earn many times their standard salaries as drivers or trans-
lators in the aid system. National human capital reserves in public
governance systems, nearly depleted after 23 years of civil war,
were further eroded.

The new Afghan government has developed innovative re-
sponses for dealing with the donor community. Faced with the
prospect of coordinating 30 donors, each operating across 30
sectors, the government has limited donors to involvement in a
maximum of three sectors each. Attempts have been made to align
reporting processes with the Afghan budget cycle rather than with
individual donor cycles.



a five-year budget framework and to Mada-
gascar under a four-year framework to enable
them to develop medium-term financingstrat-
egies with greater predictability. Some donors
that provide budget support link support to
specific projects or earmark funds for indi-
vidual programmes—a practice that can give
rise to onerous reporting requirements. The

Rethinking aid governance

Over the coming decade aid has the potential to
play a central role in realizing the ambition set
out in the Millennium Declaration. But realiz-
ing the potential of aid will depend on donors
combiningincreased support with fundamental
reforms in aid governance.

An immediate requirement for increasing
the effectiveness of aid is basic budgeting. De-
veloping countries have been pressed to adopt
nationally owned poverty reduction strategies
setting out clear goals linked to the MDGs. Do-
nors, however, have made no commensurate ef-
fort to ensure that sufficient aid is available to
meet gaps in public investment or to ensure con-
sistency between MDG targets and IMF and
other conditionalities. The outcome, as the UN
Millennium Project puts it, is that “the public
strategy has no direct link to actual public in-
vestment programmes’. When it comes to the
MDGs, donor governments desire the ends but
shun the means.

The solution is for donor governments to
adopt an aid financing strategy for the period
expressly mapped to achievement of the MDGs
by 2015. The financing strategy will be more ef-
fective if it is backed by a new relationship be-
tween aid donors and recipients. The rhetoric of
country ownership needs to be translated into
actions to empower recipient governments,
coordinate donor activities and improve the
quality of aid. The Paris Declaration on Aid Ef-
fectiveness takes a step in the right direction,
with some 50 specific commitments for 2010.

pooling of donor resources through sectoral
programmes is often viewed as a first step to-
wards budget support. However, pooling ar-
rangements sometimes entail enormous trans-
action costs as donors seek to retain control
over specific programme elements. Senegal
currently has 23 sectoral groups, with associ-

ated reporting requirernents.71

Progress will require fundamental changes in

current practices.
Bilateral aid—some lessons from Africa

The aid relationship is still not a partnership of
equal responsibility. Developing countries have
set targets based on the MDGs and are comply-
ing with detailed aid conditions stipulated by
donors. The donor community has set no bind-
ing targets on the quantity of aid financingand
hasadopted only broad—and vague—principles
on aid quality. If the Millennium Declaration is
tobea genuine partnership, new structures are
needed to enable both sets of countries to moni-
tor each other’s performance.

Developing countries are already show-
ing leadership by example. Aid recipients are
developing innovative strategies for improv-
ing donor practices. They are creating institu-
tional structures for improved coordination
and harmonization and reduced transaction
costs. This section draws on a UNDP research
programme on capacity building and evidence
from a detailed analysis of work by more than
150 officials in 16 aid-recipient countries work-
ing daily with donors.”? The analysis provides
insights into the perspectives and solutions in
Sub-Saharan Africa and elsewhere.”?

Concessionality
Aid recipients place a premium on concessional
finance, which lowers their risk of future debt

The rhetoric of country
ownership needs to be

translated into actions
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Donors need to ensure a
more stable and reliable

flow of long-term support

problems. Under the Tanzania Assistance Strat-
egy, a homegrown strategy for development
assistance, Tanzania has set a minimum grant
element of 50% for new government borrowing,
Other countries, Rwanda, Senegal and Uganda
among them, are reducing their exposure to
Poverty Reduction and Growth Facility loans,
which are less concessional than IDA loans, for
example. There is a clear need for more con-
cessional finance to support poverty reduction
strategies.

Coordination

The presence of large numbers of donors can
inflate transaction costs, as each donor imposes its
own reporting requirements and aid conditions.
Some aid recipients have been successful in push-
ing donors towards improved coordination.

Lessons from Botswana are instructive.
Donor interventions are framed under the aus-
pices of a National Development Plan. The plan
integrates development assistance and domestic
resources. To prevent a proliferation of projects
and reporting demands, line ministries are not
permitted to negotiate individually with do-
nors. All technical assistance programmes are
designed to ensure that local staff are trained,
resulting in greater skill transfer than in more
traditional arrangements. Botswana has severely
restricted the scope for donors to create auton-
omous project units and parallel structures for
reporting and procurement, helping avoid dis-
tortions in government pay structures and the
loss of trained civil servants.

Other countries are developing similar
models of active coordination. Notable exam-
ples are the Tanzania Assistance Strategy and
the Uganda Poverty Eradication Action Plan.
The Cambodian government is developing a
Harmonization and Simplification Programme
linked to the national poverty reduction strat-

egy. In each case, donors have been supportive.

Programme aid and budget support

Most governments sce aid directed through the
budget as more efficient and more effective in
tackling poverty and asless of a drain on capacity
than aid channelled to projects through special
units in line ministries or other organizations
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such as non-governmental organizations.
Burkina Faso and Tanzania have improved
coordination between government departments
by passing alaw requiring that all line ministries
submit requests for loans and grants to the Min-
istry of Finance. Donors can reinforce national
budgeting and management by reporting all aid
to the appropriate ministry and channelling it
to programmes that form part of the national
strategy for poverty reduction.

Countries have developed other strategies
to reduce transaction costs. In Sub-Saharan
Africa governments have attempted to lower
transaction costs by persuading donors to pool
their resources. Eleven HIPCs have established
multidonor budget support programmes that
release pooled funds on a predictable basis to
support poverty reduction expenditures.

These pooled financing approaches are not
without risks, however. Conditions for dis-
bursement can reflect the highest common
multiple among donors, reducing flexibility and
increasing the possibility of aid interruption—
especially when disbursements require unani-
mous agreement that performance targets have
been met. One risk is that all donors will sus-
pend disbursements if the country goes off track
in its programme with the IMF. Another is the
time it takes to negotiate pooled arrangements.
It took Mozambique a year and 19 drafts to ar-
rive at a 21-page memorandum of understand-
ing on pooling arrangements with 15 donors.
Clearly, donors can do more to avoid such pro-

tracted negotiations.

Predictability

Developing countries see the predictability of
multiyear aid pledges as essential to effective
implementation of the medium-term expendi-
ture plans that underpin their poverty reduc-
tion strategics. Mozambique and Rwanda
report improvements in their access to multi-
year funds. Tanzania has also had some success
in pressing donors to provide resources up-front
and to improve the predictability of budget sup-
port. But too many countries are still forced to
adjust budgets to fluctuations in donor trans-
fers. Donors need to ensure a more stable and

reliable flow of long-term support.



Multilateral initiatives

Recent years have witnessed a renewed interest
in global multilateral aid initiatives. The revival
of multilateralism offers great opportunities for
human development—and some risks.

There are three good reasons for building on
multilateral approaches to aid. First, and most
obviously, in some areas the international com-
munity faces problems and threats that are global
in nature: HIV/AIDS isa case in point. Multilat-
eral initiatives can help finance a range of public
goods that would otherwise remain undelivered.
One example is the use of pooled multilateral
funds to create incentives for research, develop-
ment and production of vaccines for HIV/AIDS,
malaria and other diseases for which market de-
mand is too constrained by poverty to attract
large-scale private investment. Advance purchase
commitments by governments can provide phar-
maceutical companies with a market rationale for
developing new medicines—this arrangement
has already helped finance a breakthrough in ma-
laria drug trials. Second, multilateral frameworks
provide donors with opportunities to pool their
resources and reduce transaction costs; not every
donor needs to establish high levels of expertise
in every sector it wishes to support. Third, inter-
national resource pools provide a mechanism for
matching finance with needs, thereby overcom-
ing some of the skewed patterns of bilateral aid
distribution.

The Global Fund to Fight AIDS, Tubercu-
losis and Malaria is an example of a multilat-
eral initiative that is starting to produce real
results in the fight against HIV/AIDS. Com-
mitments reached $1.5 billion in 2004. For the
Roll Back Malaria Initiative, a partnership with
more than 200 members—including the World
Health Organization, World Bank, United Na-
tions Children’s Fund and UNDP—financial
constraints and weak coordination have ham-
pered effective action. The situation has im-
proved somewhat. The fight against malaria
has gained new momentum since the creation
of the Global Fund. In 2003 about $450 mil-
lion was allocated to fight malaria through the
Global Fund. This still falls far short of the
$2-$3 billion in additional finance needed to

scale up interventions sufficiently to reduce
deaths by 75% by 2015, however.

The Fast Track Initiative in educa-
tion demonstrates some of the strengths of
multilateralism—and some of the weaknesses.
The Fast Track Initiative grew out of a commit-
ment made at the 2000 World Education Forum
in Dakar to ensure that “no countries seriously
committed to education for all will be thwarted
in their achievement of this goal by lack of re-
sources”. Governments were encouraged to draw
up plans identifying education financing gaps,
and donors committed to bridging these gaps
by leveraging resources through bilateral and
multilateral channels. By the end of 2004, 13
countries had drawn up national plans endorsed
through the Fast Track Initiative process.” The
external financing needed to cover the plans
is estimated at about $600 million, but only a
little more than half of this amount has been
mobilized.”> Commitments are also far short of
the additional $6-$7 billion a year needed to
achieve the MDG education target. Some coun-
tries that are farthest off track for the MDG tar-
gets of universal completion and gender equity
do not receive adequate funds. Francophone
West Africa receives far less aid per capita than
Anglophone East Africa, for example.

Some very modest investments in multilat-
eral initiatives have generated high returns. The
Global Alliance for Vaccines and Immunization
(GAVI), launched in 2000 to improve access to
underused vaccines, has committed just over $1
billion in five years, avertingan estimated 670,000
deaths worldwide. Yet financing has been highly
variable and volatile, makinglong-term planning
difficult. Until 2005 revenue levels fell far short
of the $400 million annual target. Some 27 mil-
lion children miss out on immunization in the
first year of life, and low or falling coverage rates
and the unaffordable cost of some vaccines still
represent a threat to MDG progress.

Multilateralism offers advantages for aid gov-
ernance. Contributions to the Global Fund and
GAVT cannot be earmarked, reducing the risks of
donor bias. While both funds have rigorous per-
formance standards, neither is linked to the host
of conditions demanded by donors through other
programmes, thereby reducing the risk of vital

Multilateralism offers
advantages for aid

governance
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Aid targets without binding
schedules are not a solid
foundation for poverty

reduction planning

public goods being cut off because of failure to
achieve targets. Both fundsalso provide multiyear
funding, allowing for greater predictability. But
there are dangers that global initiatives might cre-
ate distortions of their own. Large financial flows
could be directed towards a single disease, such as
HIV/AIDS, while other diseases are neglected,
distorting health budgets in the process. Another
danger is that dealing with global initiative secre-
tariats will lock recipients into another set of re-
porting requirements and high transaction costs.

Changing aid

We live in a globalized world. Security and
prosperity cannot be contained within national
boundaries. Yet we have no global social policy,
no mechanism for social welfare or protection
of the poorest. Social security and intracountry
transfers in the interests of human security are

a standard part of the domestic economies of

most high-income countries. Now these prin-

ciples and practices need to be applied globally.

Aid is a unique resource. It is the only inter-
national mechanism that can be directed to the
poorest—to secure their rights to basic services, to
promote equity, to address the enormous gulf in
globalliving standards and to build human capac-
ity, the foundation of wealth and opportunity.

To make aid more effective and efficient all
donors need to recast their approach to aid:

e To make the most of its value as a keystone
in the permanent architecture for achieving
social justice.

e To recognize that half measures and incre-
mental change will not overcome the scale
and depth of global poverty.

e To shed dysfunctional orthodoxies and
procedures.

As a starting point the donor community
must stop devaluing the currency of aid pledges.
For more than 35 years donors have been stating
their commitments to quantitative and qualita-
tive targets for aid. With a few exceptions, these
have not been met. Donors urgently need to re-
build trust in the reliability of their commit-
ments on international aid, following the lead
of the proposed International Finance Facility
in making pledges legally binding,
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Years of aid cuts have resulted in a culture
that rationalizes small and declining aid budgets
behind a false logic. Claims about the limited ca-
pacity of developing countries, concerns over the
economic effects of scaling up aid and publicly ex-
pressed fears about governance are often smoke-
screens behind which donors seck to justify the
unjustifiable: a legacy of indifference, neglect and
failure to deliver on past pledges. This is not to
suggest that the issues raised are unimportant. On
the contrary, they are too important to be used by
donors as a pretext for weak aid policies.

With 10 years to go to the MDG target date
the international aid system is at a crossroads.
There is a window of opportunity to put in
place the reforms needed to fulfil the potential
of aid as a mechanism for achieving the MDGs.
Among the key reforms needed:

Set a schedule—and keep to it

The target of 0.7% of GNIin aid was setin 1970.
Only five donors currently achieve it. Another
seven have committed to a timetable. Targets
without binding schedules are not a solid foun-
dation for poverty reduction planning. All
OECD donors should take the next step and set
a schedule for reaching 0.5% by 2010 and the
0.7% target by 2015 at the latest.

Back MDG and wider human
development plans with real money

Each developing country has been urged to
adopt national development strategies bold
enough to meet the MDG targets. The MDGs
reflect the shared aspirations of the interna-
tional community. It follows that donors should
ensure that no national plan fails for want of
finance. Increased aid flows should be linked
explicitly to achievement of the MDGs. Donor
financing should be linked to national financ-
ing plans, including medium-term expenditure
frameworks. This implies abandoning annual-
ized aid budgeting and moving towards three-
to five-year financing strategies that are part of
longer term plans for financing the MDGs.

Focus on additionality
Any financing strategy needs to consider the

large sums currently included as aid that never



leave donor government accounts or donor
countries, in particular debt stock cancellation
and technical assistance. Realistic accounting
is necessary to ensure that donors are meeting
their commitments to provide resources for
the achievement of the MDGs. Aid reporting
should be adjusted to ensure that public state-
ments are not simply an OECD accounting
exercise but reflect real resource transfers.

End tied aid

Tied aid includes ahidden taxpayer return to com-
panies in donor countries. That return should be
deducted from reported aid, along with the tied
component of technical assistance. All tied aid

should be phased out between 2006 and 2008.

Link aid to need

There are good reasons for providing aid to
countries that are on track for achieving the
MDGs and that are not facing a financing gap.
However, increments to aid must be targeted
effectively to the countries facing the greatest

difficulty, especially in Sub-Saharan Africa.

Resolve the debt problem

Unsustainable debt remains a barrier to MDG
financing in a large group of countries. An
immediate priority is to identify low-income
countries that will not qualify for debt relief
under the 2005 G-8 agreement but nonetheless
face problems in debt servicing.

Tackle inequality

Aid policies should reflectacommitment to reduce
inequalities in human capabilities and income.
These policies should form an explicit part of pov-
erty reduction strategies and donor strategies. The
commitment to reduce inequality should include
a strong focus on basic services. It has been 10
years since the World Summit for Social Devel-
opment set the target of devoting 20% of aid to
basic social services. Donors need to ensure that
the statistical reporting is in place to make them
accountable for spending on basic services—cur-
rently estimated at 17%—and to make a quantum
leap in the resources going to education, health,
water and sanitation, and nutrition, by further

increasing this share of the growing total aid.

Improve aid quality

Donors have been calling for better coordination

and harmonization of aid since the 1980s.1n 2005,

for the first time, they set quantitative targets on

reforms to enhance aid quality.”® This is a posi-
tive first step. However, the targets lack ambition.

Ensuring the effectiveness of aid requires more:

o Aid flows aligned on national priorities. The
suggested target is to ensure that 85% of aid
flows to the government sector be reported
through the national budgets of recipi-
ent countries. This should be increased to
100% to ensure that public finance report-
ing reflects expenditures and that financing
reflects national MDG priorities.

e Budget support. Donors have suggested a
25% target for the share of aid provided
as budget support. This is massively under-
ambitious. Conditions vary by country, but
the aim should be to maximize the share
of aid delivered as budget support, with a
benchmark target of 70% by 2010.

e Fewer missions. Donors should adhere to
best practice models. They should also re-
port on a country by country basis on the
number of missions and on the separate re-
ports they require.

o  Use of national procurement and public fi-
nancial management systems. Failure to use
national systems adds to transaction costs
and undermines national capacity. No tar-
get has yet been set. But the aim should be
to use national systems as a first resort and
to ensure that 100% of aid goes through na-
tional systems by 2010.

o Predictability and stability. Donors need to
make reliable, multiyear commitments that
can be used to underwrite the recurrent
costs involved in meeting the MDGs. At
a minimum they should cover 90% of dis-
bursements in agreed schedules, and funds
should be released on time.

o Transparency. All donors should take steps
to make their aid transactions fully trans-
parent. Donors should provide timely, trans-
parent and comprehensive information on
aid flows to enable proper accountability
to the public and parliaments in donor and
recipient countries.

All tied aid should be
phased out between

2006 and 2008
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“The division of labour among
nations Is that some specialize
in winning and others in losing.”




CHAPTER

Hypocrisy and double
standards are not strong
foundations for a rules-

based multilateral system

International trade—unlocking the
potential for human development

“Until the lions have their historians”, declares an African proverb, “tales of hunting

will always glorify the hunter.” The same is true of tales about international trade.

For globalization enthusiasts the rapid expansion of world trade over the past two

decades has been an unmitigated blessing, notably for the world’s poor. Reality is

more prosaic. Greater trade does offer enormous opportunities for human develop-

ment. Under the right conditions it has potential for reducing poverty, narrow-

ing inequality and overcoming economic injustice. For many of the world’s poorest

countries, and for millions of poor people, these conditions have yet to be created.

Improved multilateral cooperation on trade
is vital if the international community is to
achieve the Millennium Development Goals
(MDGs) and wider development objectives.
International trade rules and national trade
policies need to be aligned with a commitment
to poverty reduction. The starting point should
be a recognition that greater openness to trade,
like economic growth, is not an end in itself: it is
ameans to expanding human capabilities. Indi-
cators for increased openness—such as export
growth and rising trade to GDP ratios—are
important, but they are not proxies for human
development.

Trade is at the heart of the interdependence
that binds countries together. That interdepen-
dence has contributed to some highly visible
human development advances, enabling mil-
lions of people to escape poverty and share in
the prosperity generated by globalization. Yet
many millions more have been left behind. The
costs and benefits of trade have been unevenly
distributed across and within countries, per-
petuating a pattern of globalization that builds
prosperity for some amid mass poverty and
deepening inequality for others.

The rules of the game are at the heart of

the problem. Developed country governments

seldom waste an opportunity to emphasize the
virtues of open markets, level playing fields
and free trade, especially in their prescriptions
for poor countries. Yet the same governments
maintain a formidable array of protectionist
barriers against developing countries. They
also spend billions of dollars on agricultural
subsidies. Such policies skew the benefits
of globalization in favour of rich countries,
while denying millions of people in develop-
ing countries a chance to share in the bene-
fits of trade. Hypocrisy and double standards
are not strong foundations for a rules-based
multilateral system geared towards human
development.

The Doha Round of World Trade Orga-
nization (WTO) negotiations provides an op-
portunity to change the rules of the game. That
opportunity has so far been wasted. Launched
in 2001, Doha was billed as a “development
round”. Rich countries promised practical mea-
sures to achieve a fairer distribution of benefits
from globalization. Four years later, nothing
of substance has been achieved. Trade barriers
remain intact, agricultural subsidies have been
increased, and rich countries have aggressively
pursued rules on investment, services and in-
tellectual property that threaten to reinforce
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Living standards in rich and
poor countries alike depend

increasingly on trade

global inequalities. Meanwhile, issues of vital
interest to many of the poorest developing
countries—notably the protracted decline in
commodity prices—scarcely figure on the in-
ternational trade agenda.

Delivering on the promise of a develop-
ment round will not address all of the human
development problems raised by international
trade. Even the best rules will not overcome
the systemic disadvantages linked to low in-
come, poverty and inequalities in education
and health. Nor will such rules address the
structural inequalities within countries that
prevent the poor from capturing a fair share
of the prosperity generated by trade. How-
ever, failure to align multilateral trade rules
with a commitment to human development
will have grave consequences. Most immedi-
ately, it will undermine prospects for accel-
erated progress towards the MDGs. Failure
at the Doha Round would damage the cred-
ibility and legitimacy of the rules-based trad-

ing system itself, with grave consequences for

An interdependent world

Deep global integration through trade is not
unprecedented. At the end of the nineteenth
century cross-border flows of goods, capital
and information created a powerful dynamic
for global integration. Far more than today,
people as well as goods and investment flowed
across borders: in the four decades up to the
First World War 36 million people left Europe,
helping alleviate poverty and narrowing global
income inequalities.* The globalized world of
the carly twentieth century was shattered by
the First World War and the Great Depres-
sion. The revival of global integration began in
carnest about 25 years ago, with international
trade and finance creating the impetus. Since
then there have been major shifts in trade pat-
terns, though continuity has been as important
as change.
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the future of multilateralism. At a time when
shared security and shared prosperity depend
increasingly on rules-based multilateralism,
the costs of failure will extend far beyond the
trading system.

The first section of this chapter provides an
overview of developments in the international
trading system under globalization. It chal-
lenges the argument that economic integration
through trade is leading to convergence and
identifies some of the conditions under which
trade can help—or hinder—human develop-
ment. The second section looks at how the cur-
rent trading system is rigged in favour of rich
countries. The third section addresses issues
beyond the multilateral rules that lock poor
countries out of world trade, including the pro-
tracted crisis in commodity markets and the
increasingly important role of supermarkets as
gatekeepers to western markets. The final sec-
tion sets out an agenda for turning the current
round of trade negotiations into a true develop-
ment round.

Trade and global living standards

Trade has been one of the most powerful motors
driving global integration. Over the past decade
the value of world exports has almost doubled,
to $9 trillion in 2003.> Global production has
grown more slowly, so that the share of exports
in global GDP and in the income of most coun-
tries and regions has been growing (figure 4.1).
Exports now account for more than one-quarter
of world income and more than one-third of
income in Sub-Saharan Africa.
Interdependence is the corollary of rising ex-
ports. Living standards in rich and poor coun-
tries alike depend increasingly on trade. Behind
the complicated economics, globalization pro-
duces one outcome that is very straightforward:
the prosperity of any one country in the global
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trading system is increasingly dependent on the
prosperity of others. It is true that the interde-
pendence is asymmetric: developing countries re-
main more dependent on industrial countries as
export markets than industrial countries are on
developing countries. But in the globalized world
of the early twenty-first century all countries’ for-
tunes are becoming inextricably linked.

Deepening interdependence has gone to-
gether with a change in the structure of world
trade. Manufacturing exports have been the
catalyst for integration, led by trade in high-
technology products (such as electronics and
computer equipment) and medium-technology
products (such as automobile parts; figure 4.2).
Trade in commercial services has also been in-
creasing and now represents one-quarter of
world trade. Meanwhile, the share of agriculture
and primary commodities in the value of world
trade has been in steady decline, falling from
15% to 10% since 1980.% Patterns of trade have
also been changing. One of the most important
developments has been the rapid growth of trade
between developing countries.” More than 40%
of developing country exports are now destined
for other developing countries.

Developing countries have been expand-
ing their share of world markets. Collectively,

Growth of world
manufactured exports
)

Average annual growth in exports, 1980-2002 (%,
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Developing
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income
countries

Source: UNIDO 2004.

they accounted for about one-quarter of global
manufactured exports in 2003, double the share
in 1980. In value terms manufactured goods ac-
count for 80% of developing country exports.
Export growth in developing countries has out-
stripped growth in industrial countries across
all technology sectors—but most spectacularly
in high technology. Only in agriculture, an area
in which developing countries have an obvious
comparative advantage, have industrial coun-
tries avoided losing market share—a testimony
to the power of protectionism and agricultural
subsidies.

Policy change and new technologies have
combined to create the conditions for increased
trade. Import barriers and restrictions on for-
eign investment have fallen across the world,
especially in developing countries. Tarifts have
been cut, tarift schedules simplified and non-
tariff barriers rolled back. The average tariff in
developing countries has fallen from 25% in the
late 1980s to 11% today, with most of the liber-
alization having been carried out on a unilat-
eral basis (figure 4.3).° At the same time falling
transport costs, cheaper communications and
new information technologies have opened up
new frontiers.

One of the defining features of contempo-
rary globalization has been the development
of worldwide production systems. When the
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- Tariffs are falling
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first Model T rolled off the Ford assembly line
in Detroit in 1908, it was a genuinely national
car assembled under one roof. One hundred
years later the United States accounts for only
about one-third of value added in domestically
produced cars. As in other sectors of manufac-
turing the production of goods that previously
took place in one location has been broken
down into discrete parts, with components and
products assembled in networks that span many
countries.”

Consider the Microsoft Xbox—a high-
technology game console containing cutting-
edge technology. Manufacturing is outsourced
to a Taiwanese company. The Intel processors
are sourced from any of 11 production sites, in-
cluding China, Costa Rica, Malaysia and the
Philippines. Graphics processors are manufac-
tured by a US company at a plant in Taiwan
Province of China. The hard drive is assembled
in China from components produced in Ire-
land. The DVD-ROM is manufactured in Indo-
nesia. Final assembly has recently been moved
from Mexico to China.?

The Xbox is a microcosm of what is happen-
ing under globalization. In computer electron-
ics regional hubs based in East Asia dominate
global networks. It has been estimated that two-
thirds of computer components marketed in the
United States have passed through the Chinese
city of Dongguan, in some cases more than
once.” “National” cars are a thing of the past.
General Motors sources gearboxes assembled in
Mexico, radiator caps from plants in Chennai,
India, and upholstery from suppliers in Indone-
sia, using materials imported from China.

HUMAN DEVELOPMENT REPORT 2005

The fragmentation of production has been
accompanied by wider changes. Some services
that previously could be provided only domesti-
cally can now be traded internationally. West-
ern companies Now outsource Not just software
services but also data management, information
services and insurance claims. The vertiginous
growth of India’s information technology and
business outsourcing sectors is one result. Re-
search, as well as data management and techni-
cal service provision, is also being outsourced.
General Electric now operates one of the world’s
largest acrospace research laboratories in Ban-
galore, India, having followed companies like
Intel and Texas Instruments in relocating re-
search facilities.

The limits to convergence

One of the prevailing myths of globalization is
that increased trade has been the catalyst for a
new era of convergence. Expanded trade, so the
argument runs, is narrowing the income gap
between rich and poor countries, with the devel-
oping world gaining from access to new tech-
nologies and new markets. Like most myths,
this one combines some elements of truth with
a hefty dose of exaggeration. Some countries are
catching up, albeit from a low base. But success-
ful integration is the exception rather than the
rule—and trade is a driver of global inequality
as well as prosperity. For the majority of coun-
tries the globalization story is one of divergence
and marginalization.

Successin world trade dependsincreasingly on
entry into higher value-added markets for manu-
factured goods. Most of the increase in develop-
ing world market share in manufactured goods
can be traced to one region—East Asia—and toa
small cluster of countries (figure 4.4). Since 1980
East Asia has more than doubled its share of world
manufactured exports, to 18% of the total. China
hasbeen doublingits share of world trade roughly
every five years. China now supplies one-fifth of
the world’s clothing exports and one-third of the
world’s mobile phones, and it is the world’s larg-
est exporter of domestic appliances, toys and com-
puter electronics. Mexico has also been increasing

its world market share. However, the very visible
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presence of a group of dynamic developing coun-
try exporters can create a misleading impression.
Just seven developing countries account for more
than 70% of low-technology exports and 80% of
high-technology exports.!?

As these figures suggest, there are limits to
convergence. Much of the developing world has
little more than a tochold in manufacturing ex-
port markets. Excluding Mexico, Latin Amer-
ica’s presence in world manufacturing export
markets is limited and shrinking from a low

Share of world total (%)

15
Imports
1.0
Exports
0.5
0 — T T T T
1960 1970 1980 1990 2002

Source: World Bank 2005f.

base. Mexico now accounts for more than one-
half of the region’s manufactured exports. South
Asia’s share of world exports is rising from a low
base, led by India’s export growth. Meanwhile,
the growth of international trade has done little
to slow the marginalization of Sub-Saharan Af-
rica. While trade has risen as a share of GDP—
from 40% to 55% since 1990—the region’s
share (excluding South Africa) of world exports
has fallen to 0.3% (figure 4.5). Today, the share
of world exports of Sub-Saharan Africa, with
689 million people, is less than one-half that of
Belgium, with 10 million people.

Sub-Saharan Africa graphically demon-
strates how losses from trade can outweigh the
benefits associated with aid and debt relief. If
Africa enjoyed the same share of world exports
today as it did in 1980, its exports today would
be some $119 billion higher (in constant 2000
dollars). That is equivalent to about five times aid
flows and budget savings from debt service relief
provided by high-income countries in 2002.

These limits to convergence through global
integration are striking. After more than two
decades of rapid trade growth, high-income
countries representing 15% of the world’s pop-
ulation still account for two-thirds of world
exports—a modest decline from the position
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- World exports: rich countries still dominate
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in 1980 (figure 4.6). Evidence of convergence
is even less impressive based on current market
shares. India may be one of the world’s fastest
growing export economies, with exports rising
at more than 10% a year since 1990, but it still
accounts for just 0.7% of world exports.

World export market shares give only a par-
tial picture of the extent of divergence in world
trade. The ability of countries to convert export
success into rising incomes—and so into im-
proved living standards and poverty reduction—
depends not just on the volume of production
and export, but also on value added—a measure
of wealth created. It is value added through man-
ufacturing production that has the biggest bear-
ing on the distribution of global income and the
benefits of trade. The bad news from a global dis-
tribution perspective is that the balance of power
in world manufacturing has barely changed after
25 years of global integration.

Over 1980-2000 manufacturing value
added in developing countries increased at more
than 5% a year—twice the rate in industrial
countries.!! But almost the entire increase was
recorded in East Asia, and industrial countries
still account for more than 70% of manufactur-
ing value added worldwide.

Contrasts between East Asia and Latin
America demonstrate that export growth and
export success are very different concepts. In
manufacturing value added Latin America has
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been losing market share relative to East Asia
(figure 4.7). Even Mexico, Latin America’s most
dynamic exporter, has been losing market share
relative to East Asia and, more spectacularly,
relative to China.'” The explanation: Mexico is
alow value-added producer of high value-added,
high-technology products. Much of the export
growth has been built on the simple assembly
and re-export of imported products in maquila-
dora plants, with limited technological upgrad-
ing.!> At a lower level of technology the Mexi-
can model of high export growth and low value
added is characteristic of a larger group of coun-
tries. Garment exporters such as Bangladesh,
Honduras and Nicaragua fit into this category.

Global integration through trade has been
marked by elements of continuity as well as
change. Agriculture may be shrinkingas a share
of world trade, but many poor countries remain
heavily dependent on agricultural exports.
More than 50 developing countries depend on
agriculture for at least one-quarter of their ex-
port earnings. These countries are on the down-
ward escalator. They are exporting products
that account for a diminishing share of world
trade and income, with attendant implications
for their position in global distribution. The re-
gional share for agricultural exports is highest
for Latin America (29%, excluding Mexico) and
Sub-Saharan Africa (16%).

Many of these countries, especially in Sub-
Saharan Africa, depend on a very narrow range
of commodities for which world prices have
been declining steeply. Between 1997 and 2001
the combined price index for all commodities
fell by 53% in real terms.! This means that Af-
rican exporters had to double export volumes
to maintain incomes at constant levels (see
later in this chapter). It is not only commodity-
dependent exporters that have faced declining
terms of trade. The purchasing power of manu-
factured exports from developing countries has
fallen by 10% since the mid-1990s, with labour-
intensive exports facing the biggest decline.®

Why do these trends towards convergence
and divergence matter for human development?
One reason is that international trade has an in-
creasingly important bearing on the distribution
of global income. As the share of trade in world



GDP rises, the share of countries in world trade
will strongly affect their standing in the global
distribution of income. Another reason that
distribution trends matter is that success—and
failure—in trade is cumulative. Exports are im-
portant not just—or even mainly—as a source of
income but also asa means of financingimports of
the new technologies needed to generate growth,
productivity and employment and to improve
living standards and maintain competitiveness
in world markets. Thus trade marginalization
can translate into technological marginalization,
with impacts on global income distribution and
poverty. Avoiding marginalization implies entry
into more dynamic, higher value-added markets.
And that demands the development of diversi-
fied manufacturing systems capable of adapting
new technologies and adding value locally.'¢

Trade and human development

The idea that participation in trade enhances
human welfare is as old as modern econom-
ics. From different perspectives, Adam Smith,
David Ricardo, John Stuart Mill and Karl Marx
all argued that specialization through trade
would increase productivity, economic growth
and living standards. Many of their insights
remain valid. But the pathways between trade
and human development are complex—and
there are no simple blueprints for successful
integration into global markets.

Trade policy represents one of the last fron-
tiers of old-style development thinking. In other
areas most policy-makers accept in principle that
economic growth and consumption are not ends
in themselves but means to advance human de-
velopment. In trade the logic of development is
inverted. Success is typically measured in terms
of export growth, changes in trade to GDP ra-
tios and the speed at which import barriers are
falling. As Dani Rodrik has written: “Trade has
become the lens through which development is
perceived, rather than the other way round.”"”

The idea that openness to trade is inherently
good for both growth and human development
now enjoys almost universal support. Translated
into policy terms, this beliefhasled to an empha-
sis on the merits of rapid import liberalization as

the key to successful integration into global mar-
kets. When countries such as Cambodia and Viet
Nam join the WTO, they are required as a condi-
tion of entry to implement deep cuts in tariffs on
agriculture and manufacturing, as though this
were a test of their trade policy credentials.

Such approaches are unjustified. The evi-
dence to support the proposition that import
liberalization is automatically good for growth
is weak—almost as weak as the opposite prop-
osition that protectionism is good for growth
(figure 4.8 and box 4.1). While properly se-
quenced and gradual import liberalization can
foster gains in productivity, successful trade lib-
eralization and deepening integration are often
outcomes of sustained high growth, with coun-
tries lowering tariffs as they grow richer. This
was true both for rich economies during their
industrial development and for successful inte-
grators in the developing world: China, India,
the Republic of Korea and Taiwan Province of
Chinastarted lowering tariffs progressively after
the reforms that generated economic take-off.

None of this detracts from the obvious ben-
efits of participation in trade. At a houschold

Average annual GDP per capita growth rate (%)
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The idea that openness is good for growth and human develop-
ment is deeply ingrained. Developing country governments are fre-
quently pressed to liberalize imports, in some cases as conditions
for aid or loans and in almost all cases as a requirement for joining
the WTO. Does the evidence support the prescription?

One widely cited research exercise proceeds by dividing coun-
tries into globalizers and non-globalizers on the basis of the rate of
growth in their trade to GDP ratio.! It then asks which group grows
fastest. The answer that emerges is globalizers, by aratio of 3:1—a
huge margin. Because these countries have also cut their tariffs
more deeply, the implication drawn is that import liberalization is
good for growth. The same exercise argues that growth is distribu-
tion neutral on average, in that the poor share in growth in direct
proportion to their current income levels. Openness is thus found
to be good for growth and good for the poor.

Running the same exercise to look at the relationship between im-
port liberalization and growth reveals a very different picture, however.
Cross-country comparisons show that economic growth is positively
associated with export growth, though the effects work in both direc-
tions: export growth is as much a consequence as a cause of higher
income growth. The relationship between import liberalization and
growth is less well defined. Unlike the trade to GDP ratio, which is an
indicator of economic outcomes, import liberalization is a policy indi-

1. Dollar and Kraay 2001a, b.
Source: Samman 2005b; Dollar and Kraay 2001a, b.
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cator. Figure 4.8 in the main text summarizes data on the relationship
between that indicator, as measured by the percentage change in (un-
weighted) tariffs, and growth for 92 countries over the period 1985-89
to 2001-08. Clustering countries into three groups on the basis of the
depth of their tariff cuts reveals no significant growth differential.

What emerges instead is a diversity of outcomes, highlighting
the importance of the interaction between trade policy measures
and other variables. Brazil and Peru are more impressive tariff cut-
ters than China and other countries in East Asia, but they perform
considerably less impressively on growth. India has combined
deep tariff cuts with an improved growth performance in the 1990s.
However, the higher growth path predates import liberalization by a
decade, and tariffs remain relatively high. In other cases—such as
Kenya and Nicaragua—rapid market opening has been associated
with stagnation or economic decline.

None of this makes a case for protectionism. There is no evi-
dence that higher tariffs are good for growth. However, the diversity
of outcomes associated with import liberalization suggests that the
links to growth are more complex than is sometimes argued. In
practice, the relationship between trade and growth is determined
by a complex array of domestic and external factors. Cross-country
evidence provides little foundation for the use of loan conditions or
world trade rules to promote rapid liberalization.

level exports can provide an important source
of income and employment to poor people. In
Bangladesh the growth of garment exports since
1990 has created about 1.8 million jobs, more
than 90% of them for women.'® Increased in-
comes in the garment sector have lowered pov-
erty and contributed to improvements in health
and education indicators. When Viet Nam liber-
alized rice marketing, it gave domestic producers
access to global markets, with important gains
for living standards and human development in-
dicators.”” In both cases the broad-based income
and employment effects generated by exports
provided an impetus for human development.
Beyond the houschold some of the most im-
portant benefits of trade derive from imports of
capital goods that are cheaper than those avail-
able domestically. Exports of labour-intensive
manufactured products in the 1960s and 1970s
enabled the Republic of Korea and Taiwan Prov-
ince of China to import and adapt the technol-
ogies needed to diversify their manufacturing

HUMAN DEVELOPMENT REPORT 2005

sectors, raise productivity and enter higher
value-added areas of world trade.?’ Similarly,
export growth, allied to foreign investment, has
financed the import of technologies that have
enabled Chinese firms to compete successfully
in local and international markets.

Like any technological change, restructur-
ingor reform aﬁcecting national markets, greater
openness to trade can give rise to dislocation
and adjustment costs. Participation in trade can
produce losers as well as winners. From a human
development perspective the challenge is to take
advantage of new opportunities presented by
trade while ensuring that the benefits are widely
distributed and that vulnerable populations are
protected from the costs. The six elements dis-
cussed below are among the key requirements.

Developing an active industrial and
technology policy

Success in global markets depends increasingly
on the development of industrial capabilities. In



aknowledge-based global economy cheap labour
and exports of primary commodities or simple
assembled goods are insufficient to support ris-
ing living standards. Climbing the value chain
depends on managing the processes of adapting
and improving new technologies. This is an area
in which market failure is widespread. Free mar-
kets may not give the right signals for investment
in new technologies when there are high and
unpredictable learning costs. Moreover, firms
in developing countries face such structural dis-
advantages as lack of information, weak capital
markets and poor support institutions.

Most successful examples of integration
into global markets have involved government
action to overcome market failure.?! The gov-
ernments of the Republic of Korea and Taiwan
Province of China, among the first generation
of East Asian “tigers”, created incentive for the
development of local technological capacity by
restricting imports, encouraging reverse en-
gineering of imported technologies and regu-
lating foreign investment. China followed a
broadly similar path. Foreign investors in the
automobile and electronics sectors have been
required to transfer new technologies, train
domestic workers and use local inputs. Govern-
ment procurement has been used to create in-
centives. To qualify for government contracts,
foreign software manufacturers have to transfer
core technologies to China, invest a minimum
proportion of their revenues in the country and

meet 50% of development costs for eligible soft-

ware products.

Managing openness
If openness, as measured by the ratio of trade to
GDP, were an indicator of human development
progress, Latin America would be an unmiti-
gated success story. The region has led the world
in trade liberalization. However, outcomes have
been disappointing. After a decade of falling
incomes in the 1980s economic growth per
capita in the 1990s was just over 1%.%* Greater
openness in Mexico has been associated with
negligible reductions in poverty and high lev-
els of inequality. Rapid import liberalization in
agriculture has further marginalized the rural
poor in particular, in part due to high levels of
initial inequality. The contrast with Viet Nam is
striking. From far lower levels of average income,
openness in Viet Nam has contributed to accel-
erated human development (box 4.2). Viet Nam
has succeeded partly because its export success
has been built on domestic reforms that have
generated economic growth with equity and
partly because it has not pursued greater open-
ness through rapid import liberalization. More
important, Viet Nam built integration into
global markets on strong human development
foundations.

These contrasting cases underline the im-
portance of viewing trade policy, especially
import liberalization, as an integral part of

Viet Nam and Mexico—a tale of two globalizers

Both Viet Nam and Mexico are in the premier division of new glo-
balizing countries, as measured by standard economic indicators.
Measured on human development indicators, they are in different
leagues. Deeper participation in trade has sustained rapid ad-
vances in Viet Nam. In Mexico export “success” has gone hand in
hand with limited progress in human development (see table).

Viet Nam. Since introducing market reforms at the end of the 1980s,
Viet Nam has sustained growth rates in excess of 5% a year—one of the
highest in the world. Participation in trade has been critical, providing
producers with access to new markets and new technologies. Imports
and exports have been rising at more than 20% a year since the early
1990s, with the share of exports in GDP doubling.

Human development advances have accompanied this trade
success. During the 1990s income poverty levels fell from 58%
to 28%, life expectancy increased by six years, and child mortal-
ity was cut in half. Inequality has risen, but from a low base. The
Gini coefficient increased from 35.7 at the start of the 1990s to 37
at the end of the decade—still one of the lowest in the world. The
country’s HDI ranking today is 16 places above its wealth ranking.
The factors behind Viet Nam’s success include:

e Prior investments in human development. Before economic
take-off Viet Nam had high levels of income poverty, but other
indicators (school enrolment, literacy, life expectancy) were
far higher than the average for countries at a similar income
level.

(continued on next page)
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Global integration and human development: some do it better than others

Exports of goods and services GDP per capita
(% of GDP) (2002 PPP USS$)
0
‘:ﬁﬂgr Iz:‘el::gr Extreme poverty rate (%) Income share of
National extreme International extreme the poorest 20% of
growth growth ; " ; - —_
1990-2003 1990-2003 poverty line? (%) poverty line (%) population (%) Gini coefficient
Country 1990 2003 (%) 1990 2003 (%) 2002 1990 2002 1990 2002 1990 2002
Viet Nam 36.0 59.7 20.2 1,282 2,490 5.9 30.0 15.0 60.0 37.0 . 7.5 35.7" 37.0
Mexico 18.6 28.4 1.4 7,973 9,168 14 22.5¢ 20.34 15.8 9.9 " 31 U 5464

.. Not available.

a. Comparisons should not be made across countries because national poverty lines vary considerably.
b. Data are for 1993.

¢. Data are for 1992.

d. Data are for 2000.

Source: Exports data, indicator table 16; GDP per capita data, indicator table 14; national extreme poverty data, Mexico, Secretaria de Desarrollo Social 2005 and UN Viet Nam 2002; international extreme poverty data for
Mexico, World Bank 2005d, for Viet Nam, UN Viet Nam 2002; poorest 20% of population’s income and Gini coefficient data, indicator table 15.

® Broad-based, inclusive growth. Export growth was driven by
millions of smallholder producers. Economic reform started
with liberalization of agricultural markets. Restrictions on rice
exports were relaxed, constraints on imports of fertilizer were
lifted, and land tenure rights were extended. Rising prices and
falling input costs led to rapidly rising income for smallholders.
Agricultural wages, domestic trade and local demand all rose.

e A commitment to equity. Viet Nam collects about 16% of GDP
in revenue—a high share for a low-income country. As a result,
the government was able to distribute the benefits of trade more
widely through spending on social and economic infrastructure.

e Gradual liberalization. Higher growth and export promotion
pre-dated import liberalization. Quantitative restrictions were
reduced beginning in the mid-1990s, but mean tariffs remained
at about 15%. Capital markets remained closed, insulating Viet
Nam from the impact of the East Asian financial crisis.

e Market diversification. At the end of the 1980s Viet Nam relied
almost exclusively on exports of oil to Japan and Singapore.
During the 1990s policies promoted diversification of exports
(manufactured goods now account for about one-third of the
total) and export markets.

Mexico. Over the past decade Mexico has sustained export
growth rates for manufactured goods of about 26%. The country
now accounts for about half of all manufactured exports from Latin
America. Moreover, export growth has been concentrated in high-
growth, high value-added technology sectors, such as automobiles
and electronics.

In stark contrast to this export success story, economic growth
per capita between 1990 and 2003 averaged just over 1%. Real
wages are stagnant, and unemployment is higher than at the start
of the 1990s. Extreme poverty has fallen only marginally, while in-
equality has increased. The reasons for Mexico’s human develop-
ment failures are a mirror image of the factors behind Viet Nam’s
success.

A high degree of initial inequality. Mexico has one of the high-
est Gini coefficients in the world—and it has risen slightly over
the past decade. The poorest 10% of the population account
for one-quarter of the share of national income of their counter-
parts in Viet Nam. The role of the government in developing the
social and economic infrastructure for broad-based growth has
been constrained by weak revenue collection. Mexico has an
average income five times the level of Viet Nam but a lower tax
revenue to GDP ratio of 13%, which is comparable to Uganda.
Rapid liberalization. Under the North American Free Trade
Agreement Mexico has been one of the developing world’s
most rapidly liberalizing economies. In some sectors import
liberalization has compounded poverty. Imports of subsidized
maize from the United States have increased sixfold since lib-
eralization started in 1994, contributing to a 70% decline in
real proceeds for Mexico’s millions of maize farmers. Agricul-
tural export growth has been concentrated in large irrigated
commercial farms, while small farmers have had to adjust to
increased import competition.

Weak industrial policy. Export data pointing to a high-technology
boom are misleading. Half of Mexico’s exports originate in the
maquiladora zone, where production is dominated by simple
assembly and re-export of imported components. Export ac-
tivity is associated with limited local value added and minimal
skills and technology transfer. Dependence on a low-wage,
low-skill export sector has left Mexico highly exposed to com-
petition from lower wage economies such as China. Employ-
ment has fallen by 180,000 since 2001 alone.

Power imbalances in labour markets. Despite sustained pro-
ductivity increases real wages have not risen with rapid export
growth, partly because of the concentration of export activity
in low value-added sectors. Weak collective bargaining rights
and unemployment pressures are contributing factors. Another
is wage inequality linked to the feminization of the work force:
on average, women’s wages are 11% lower than men'’s.

Source: Viet Nam 2004; IMF 2003b; Audley and others 2003; Oxfam International 2003b.
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national poverty reduction strategies rather
than as a standalone enterprise. That said, im-
port liberalization can have positive benefits
for economic growth and human develop-
ment. Since 1990 India has reduced its average
tariff from more than 80% to 20%, enabling
firms to obtain the imports needed to sustain
an increasingly dynamic growth process. One
of the problems in India may be that import
liberalization has not gone far enough in some
areas. Tariffs on inputs for manufacturing are
far higher than the world average, hindering
the competitiveness of products that rely on
imported inputs.??

Tackling inequality

Participation in trade can exacerbate inequality
as poor people absorb the adjustment costs of
increased competition from imports, while peo-
ple with assets and market power take advan-
tage of opportunities provided by exports.

Rapid export growth is not a panacea for pov-
erty. The surge in textile and apparel exports from
Madagascar since the late 1990s has created alarge
number of jobs, but predominantly for skilled
workers. The result: rising inequality and a mod-
est impact on poverty. Increased exports of high
value-added fruit and vegetables from countries
like Kenya and Zambia have been concentrated
in large, capital-intensive farms with weak links
to the rest of the economy. Similarly, in Brazil, the
world’s fourth largest agricultural exporter, large
commercial farms and agribusiness firms domi-
nate the $20 billion export market: just four or
fewer firms account for more than 40% of exports
of soy, orange juice, poultry and beef. The other
face of Brazilian agriculture is scarred by mass
poverty. More than 10 million people in rural
arcas live below the poverty line, most of them
smallholder farmers or landless labourers.?* Gua-
temala, another export “success story”, isahuman

development laggard (box 4.3).

(] oot

Increased agricultural exports are widely seen as a route to higher
rural incomes and reduced poverty. In some cases they are. But the
pattern of growth and distribution also matters.

Over the past decade Guatemala has sustained export growth
rates of more than 8%, with minimal progress in human develop-
ment. The country’s HDI ranking is 11 places below its economic
wealth ranking. While income poverty fell during the 1990s from
62% to 56%, it fell far less than would be predicted on the basis
of growth levels. Since 2000 extreme poverty levels have risen.
Already extreme income disparities are also rising: from 1989 to
2002 the income share of the poorest 20% of the population fell
from 2.7% to 1.7%.

Why the weak link between export growth and human devel-
opment? One reason is that high initial inequalities exclude poor
people from market opportunities and limit human development.
Despite being a middle-income country, Guatemala has malnutri-
tion rates that are among the highest in the world, and one-third of
its population is illiterate. Extreme inequality extends to land owner-
ship. An estimated 2% of the population owns 72% of agricultural
land, including the most fertile land.

Traditional exports—such as sugar, beef and rubber—are
dominated by some 20-50 families. At the other extreme, small-
holders constitute 87% of farmers, but hold just 15% of land and
have limited access to credit and marketing infrastructure. Over half
of rural households are landless or own less than 1 hectare. Poverty
rates in this group are over 80%.

Source: Krznaric 2005.

Smallholders have effectively been excluded from export
growth in traditional sectors such as sugar. While jobs have been
created, employment conditions are poor. Three-quarters of agri-
cultural labourers receive less than the minimum wage—a share
that rises to 82% for indigenous people.

Developments in the non-traditional sector have been more
encouraging. Exports of vegetables such as snow peas have in-
creased rapidly over the past decade. Production is dominated
by 18,000-20,000 Mayan farmers in highland areas, most of them
working on plots of less than 2 hectares.

Non-traditional exports have generated high economic returns,
created employment and provided opportunities for diversifying
away from coffee. However, only 3% of farmers are involved in the
sector. Moreover, there is evidence that small farmers are being
pushed out by large exporters linked to the US market. The failure
of successive Guatemalan governments to extend credit provision,
insurance coverage and marketing support has limited the potential
for non-traditional exports to act as a force for poverty reduction.

No export growth strategy in Guatemala is likely to produce
substantive benefits for human development without deep struc-
tural reforms to reduce inequalities and extend opportunity through
the redistribution of land and other productive assets, increased
public spending for the poor and targeted programmes aimed at
breaking down the barriers facing indigenous people. Such mea-
sures will ultimately require a change in the distribution of political
power in Guatemala.
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Participation in trade
creates losers as well as
winners, and it brings

with it adjustment costs

Greater openness to trade can exacerbate in-
cqualities linked to education. In Latin Amer-
ica deep inequalities in primary and secondary
school completion rates and the resulting short-
age of skilled workers have increased the pre-
mium on higher education. Wage differentials
between people with a college education and
people with lower levels of schooling increased
during the 1990s: on average a college educa-
tion in Latin America now generates higher
economic returns than in the United States,
pointing to an extraordinarily high level of in-
equality. While trade can play a positive role,
policies to overcome structural inequalities are
of pivotal importance for converting export suc-
cess into human development.?

Reducing vulnerability

Integration into world markets creates oppor-
tunities, but it also creates risk. Participation
in trade creates losers as well as winners, and it
brings with it adjustment costs. Poorly managed
adjustment can inflict high human develop-
ment costs.

Many poor countries and small island states
that depend heavily on trade—especially com-
modity trade—face high market risks. These
risks are linked to price vulnerability and the po-
tential for policy change in importing countries
to create external economic shocks—a problem
suffered in recent years by exporters of bananas
and sugar to the European Union. Exporters of
some manufactured goods also face acute vulner-
ability. Garment exports have created millions
of jobs in Bangladesh and Nepal. Today, compe-
tition from China threatens to destroy many of
these jobs (box 4.4). Vulnerability is not limited
to poor countries. The effects of imports from
developing countries on wages and employment
in rich countries are often exaggerated. Even so,
evidence from the United States shows that 75%
of people re-entering the labour market follow-
ing a trade-related job loss received lower wages
than before. Unlike poor countries, rich coun-
tries have a capacity to reduce adjustment costs
for workers, but most fail to do so. The US Trade
Adjustment Act, one of the few pieces of legisla-
tion designed explicitly to address this task, cov-
ers barely 10% of affected workers.?
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Weak labour rights, allied to the absence of
support for labour market adjustments, exacer-
bate problems of vulnerability. In Latin Amer-
ica only 40% of employed workers are protected
by labour laws and have access to social security
benefits.”” Women suffer disproportionately
from weak labour rights. Less than one-quarter
of women in Chile’s fruit industry have a con-
tract, exposing them to excessive levels of risk
and insecurity. Workers in export processing
zones often have weaker rights than those out-
side: in 2003 at least 16 countries—including
Bangladesh and Malaysia—fell into this cat-
egory.?® Weak labour rights and discrimina-
tion against female workers, especially in core
areas such as freedom of association and collec-
tive bargaining, limit the capacity of workers
to negotiate reasonable wages and conditions.
What is needed is a combination of strength-
ened labour rights with institutions and policies
that can facilitate adjustment and adaptation
to change. Basic economics teaches that trade
can raise aggregate income, even though part
of the population may lose as a result of adjust-
ments. In order to maximize the welfare gains
from trade, and to strengthen the political case
for participation in trade, it is important that
the winners compensate the losers. That com-
pensation can take various forms, including
transfers between countries and public policies
within countries to create the conditions under
which losers are protected and provided with

opportunities.

Confronting the “resource curse”

When it comes to human development, some
export activities have a better record than oth-
ers. Oil and mineral wealth generated through
exports can be bad for growth, bad for democ-
racy and bad for development.

In the 34 developing countries with oil and
gas resources that make up at least 30% of their
export earnings, half of their combined popu-
lations live on less than $1 a day. Two-thirds of
these countries are not democratic.?? Qil ex-
ports have made Equatorial Guinea one of the
world’s fastest growing economies, but it also
holds the record for the largest gap between its
national wealth and its human development
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The elimination of textile and garment quotas maintained under the
Multifibre Arrangement (MFA) starkly illustrates the human develop-
ment threats posed by the loss of preferences. Handled badly, as
it has been so far, the transition to a more liberalized market could
jeopardize the welfare of millions of people.

Under the WTO Agreement on Textiles and Clothing, drawn
up in 1994, all textile and clothing quotas maintained by industrial
countries under the MFA have been phased out. As the last quotas
are withdrawn, the shake-up in the $350 billion textile and cloth-
ing market will produce winners and losers. Impoverished female
workers, who make up two-thirds of the global labour force in this
sector, are likely to be the biggest losers.

The MFA provided a powerful stimulus to the development of
industries across a large group of countries. In Bangladesh, Cam-
bodia, Nepal and Sri Lanka textile and clothing sectors grew as a
result of quota constraints on lower cost producers, such as China
and India. Foreign investors from China, the Republic of Korea,
Taiwan Province of China and elsewhere arrived to take advantage
of the protected market.

Today, the ready-made garment sector in Bangladesh ac-
counts for more than three-quarters of the country’s exports and
about 40% of manufacturing employment. Apart from the 1.8 mil-
lion mainly female workers directly employed by the industry, an-
other 10-15 million people are indirectly supported through work-
ers’ remittances to the countryside and employment generated in
other sectors. Wages earned in producing garment exports help
keep children in school and help relatives in the countryside meet
health costs and maintain nutrition. In Nepal the industry employs
100,000 people and accounts for 40% of export earnings; in Cam-
bodia 250,000 jobs are directly at stake.

Abolition of the preferences under the Agreement on Textiles
and Clothing in 2005 heralds the onset of what could be a brutal
process of restructuring. WTO projections show that the share of
China and India in the US market could rise to more than 60% in
the medium term, or three times current levels. Prospects for Ban-
gladesh are less encouraging. IMF forecasts point to a 25% reduc-
tion in exports, with losses of $750 million. Countries such as Lao
PDR, the Maldives and Nepal are considerably less competitive
than Bangladesh.

Adjustment will inevitably be transmitted from global markets to
enterprises as price pressures, affecting wages and employment.

In Bangladesh the scale of the adjustments could roll back some
of the human development gains documented in chapter 1, with
lower wages translating into reduced income for education and
health as well as increased pressure on women to work longer
hours.

Industrial countries have directly contributed to the scale of the
adjustment costs. For example, instead of removing quotas in a
balanced manner over the 10-year phase-out period, the European
Union and the United States backloaded quota removal, magnify-
ing the impending 2005 shock.

Strategies that could have been put in place to reduce adjust-
ment costs were ignored. Take the case of Bangladesh. Almost
the entire output of its textile and garment sector is exported
to protected EU and US markets. Bangladesh continues to face
high tariffs for its other exports in the US market, reaching 30%
for some products. These tariffs could have been progressively
lowered as part of the phase-out to provide a protected breath-
ing space.

The European Union has been equally remiss. Nominally, Ban-
gladesh enjoys duty-free access to the EU market under the Ev-
erything but Arms initiative, but the rules of origin present a barrier.
Bangladesh’s knit garments can generally meet the eligibility re-
quirements because they have a high domestic value-added con-
tent. However, woven garments, which rely heavily on imported
inputs, face problems in meeting domestic value-added require-
ments. Well over half of Bangladesh’s exports to the European
Union are in this category, so less than half of Bangladesh’s exports
actually receive duty-free treatment.

Having created industries through MFA protectionism, the
European Union and the United States are jeopardizing these same
industries through the rapid phase-out of quotas. Ironically, the
policy response has been to authorize a new wave of antidumping
protection against China at the behest of the garment industries
of Europe and the United States. Faced with the prospect of fur-
ther sanctions, the Chinese government has also introduced export
taxes. In practice, the protectionist measures directed at China
can be traced to vested interests and political pressures. In stark
contrast to the sensitivity shown towards protectionist lobbies at
home, developed countries have failed to put in place even the
most rudimentary forms of protection and adjustment assistance
for the losers from the MFA phase-out.

Source: Page 2005; UN Millennium Project 2005g; Alexandraki and Lankes 2004; Mlachila and Yang 2004.

index (HDI), at 93 places. By some estimates
less than 10% of Equatorial Guinea’s $700 mil-
lion in oil revenue finds its way into govern-
ment accounts. And despite Angola’s wealth
of natural resources it ranks 160 out of 177
countries on the HDI. The rush to exploit oil

reserves in the Caspian Sea has led to a surge of
foreign investment in Azerbaijan, Kazakhstan
and Turkmenistan. Meanwhile, human devel-
opment indicators have been worsening, and in-
stitutions for public accountability suffer from
systemic corruption.
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For a group of self-declared
free traders, rich country
governments have

found it difficult to turn

words into action

The “resource curse” operates by weakening
institutions, creating perverse economic incen-
tives and creating conditions for conflict—but
it can be broken by sensible policies and demo-

cratic governance (see chapter 5).

Counting social and environmental costs

Inappropriately regulated export growth can
undermine human development through its
impact on the environment. In the 1990s Ban-
gladesh strongly promoted export-led growth
in shrimp aquaculture. Today, shrimp exports
amount to 1.1% of GDP. Research by the United
Nations Environment Programme estimates that
water salinization, loss of grazingland and wider
environmental impacts have cost 20%-30% of

the value of exports. Poor farmers have lost graz-
ing land and suffered lower yields.?® In Tajiki-
stan the government has promoted intensive
cotton production through state companies.
Cotton is now the country’s third largest export.
However, the incidence of water-borne illness is
three to nine times higher in cotton growing
areas. The reason: weakly regulated use of toxic
chemicals that filter into irrigation ditches used
for water supply.®! As these cases demonstrate,
export growth figures do not take into account
human costs and environmental externalities
that weaken the links between trade and human
development. Factoring in these costs and exter-
nalities is one of the primary conditions for mak-
ing trade work for human development.

Unfair rules: how the trading system favours

developed countries

The Doha Round of multilateral trade nego-
tiations provides developed countries with an
opportunity to bring international trade rules
and domestic policies in line with their develop-
ment pledges. It would be unrealistic to expect
the Doha Round to fully resolve this long-
standing mismatch—but it would be disastrous
for the multilateral trading system if it failed to
deliver tangible progress.

There are three benchmarks for assessing
the outcome of the Doha Round. First, it needs
to produce rules that tackle long-standing un-
fair and unbalanced trade practices by improv-
ing market access for poor countries. Second, it
needs to focus in particular on agricultural trade
and a reduction in agricultural subsidies. Third,
it needs to revisit agreements and negotiations
that limit the policy space available to develop-
ing countries, directly threaten human develop-
ment or skew the benefits of integration towards
rich countries. The issues raised by WTO rules
on investment and intellectual property and by
current negotiations on services demonstrate
the problem in different ways.
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Access to markets

To benefit from trade and achieve human devel-
opment gains developing countries and poor
people need access to rich country markets. This
was recognized in the declaration that launched
the Doha Round, which included a promise
by rich countries “to reduce or as appropriate
eliminate tariffs as well as non-tariff barriers on
products of export interest to developing coun-
tries”. For a group of self-declared free traders,
rich country governments have found it diffi-

cult to turn words into action.

System of perverse graduation

Most systems of taxation start from a simple prin-
ciple: the more you earn, the more you pay. The
international trading system flips this principle
on its head: when it comes to access to industrial
markets, the lower a country’s average income,
the higher the tax. Although industrial countries
apply very low average tariffs in their trade with
cach other, they reserve some of their highest
import barriers for the world’s poorest countries.



On average, low-income developing coun-
tries exporting to high-income countries face
tariffs three to four times higher than the bar-
riers applied in trade between high-income
countries (figure 4.9).% The average conceals
very large differences between countries and the
very high tariffs on labour-intensive products of
great importance for employment in developing
countries. For example, while the average tariff
on imports from developing countries to high-
income countries is 3.4%, Japan imposes a tar-
iff of 26% on Kenyan footwear. The European
Union taxes Indian garment imports at 10%.
Canada levies a 17% tariff on garments from
Malaysia.*

Trading partners’ ability to pay has little
bearing on developed country tariffs. Develop-
ing countries account for less than one-third of
developed country imports but for two-thirds of
tariff revenues collected. They also account for
two-thirds of developed country imports sub-
jected to tariffs higher than 15%.% In concrete
terms this means that Viet Nam pays $470 mil-
lion in taxes on exports to the United States
worth $4.7 billion, while the United Kingdom
pays roughly the same amount on exports worth
$50 billion.?> Customs revenue collection as a
share of imports graphically illustrates perverse
taxation in operation (figure 4.10). The effective
US import duty for countries like Viet Nam and
Bangladesh is some 10 times higher than for
most countries in the European Union.

Tariff escalation is one of the more perni-
cious forms of perverse graduation. Developed
countries typically apply low tariffs to raw com-
modities but rapidly rising rates to intermediate
or final products.?® In Japan tariffs on processed
food products are 7 times higher than on first-
stage products; in Canada they are 12 times
higher. In the European Union tariffs rise from
0 to 9% on cocoa paste and to 30% on the final
product.

This tariff structure prevents developing
countries from adding value to their exports.
Tariff escalation is designed to transfer value
from producers in poor countries to agricul-
tural processors and retailers in rich ones—and
it works. It helps explain why 90% of the world’s

cocoa beans are grown in developing countries,

- Perverse graduation in trade taxes

Tariffs levied against imports, 2000 (%)

Note: Data refer to ad valorem tariff equivalents.
Source: IMF and World Bank 2001

while only 44% of cocoa liquor and 29% of
cocoa powder exports originate in those coun-
tries. Escalating tariffs help to confine countries
like Céte d’Ivoire and Ghana to the export of
unprocessed cocoa beans, locking them into
a volatile, low value-added raw cocoa market.
Meanwhile, Germany is the world’s largest ex-
porter of processed cocoa, and European com-
panies capture the bulk of the final value of Af
rica’s cocoa production.

In addition to facing high barriers in devel-
oped countries, developing countries impose
high trade barriers on trade with each other.
Indeed, they impose even higher tariffs on ecach
other’s imports than those imposed by indus-
trial countries. Average tariffs on low- and mid-
dle-income countries exporting to South Asia
are more than 20%, for example. Tariff peaks
(import duties higher than 15%) are also com-
mon in dcveloping countries, rising to more
than 100% in Bangladesh and India, for ex-
ample. Exports from least developed countries
to other developing countries face among the
highest average tariff barriers in world trade.
On a regional basis the highest average tariffs
are Sub-Saharan Africa’s 18% import duties
and South Asia’s 15% tariff. High tariffs help
explain why intraregional trade accounts for
less than 1% of GDP in South Asia and 5% in
Sub-Saharan Africa, compared with more than
25% in East Asia. Liberalization of regional
trade under the Common Market for Eastern
and Southern Africa since 2000 has led to a

marked increase in trade value, with imports

Perverse

taxation in
operation

Effective tax rate on US imports, 2003 (%)
Mongolia
i =X Cambodia

- Bangladesh
14 - Sri Lanka

Nepal
Moldova
12
Viet Nam
10 = Pakistan
Macedonia, TFYR
8
6
4
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Calculated as tariffs over import volume.
Source: Calculated on the basis of data on
imports and tariffs from USITC 2005.
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In practice, the European
Union’s rules of origin have

protectionist consequences

and exports rising from $4.5 billion in 2002 to
$5.3 billion in 2003 alone.

Preferential trade schemes and
preference erosion

Preferential trade schemes provide some coun-
tries with protection from some discriminatory
import duties. The European Union grants pref-
erences for least developed countries through its
Everythingbut Armsinitiative—a duty-free and
quota-free market access provision introduced
in 2001. The US African Growth and Oppor-
tunity Act, which gives preferential access to US
markets for several products, including textiles
and clothing, has spurred garment exports from
some countries in Africa. More broadly, how-
ever, preference schemes often suffer from lim-
ited product coverage, uncertain duration and
complex eligibility requirements.

Among the most onerous requirements are
rules of origin, which specify how much value
must be added to any inputs used to produce
exports that are entitled to preferences. Rules of
origin are often deployed as protectionist trade
barriers. For entry to the European Union, ex-
porting countries must add “the majority” of the
value to export products. Canada has set the bar
at the lowest level: exporting countries have to
add just 25% to the value of imported inputs.

Why do these apparently arcane differences
matter? Consider the position of a vegetable ex-
porter in Uganda who uses imported packaging
from Kenya. The exporter would not be eligible
for duty-free access under the EU Everything
but Arms scheme because of the value of the
imported items. Similarly, an African gar-
ment exporter wanting to import fabric from
India to stitch into garments would fall foul
of the European Union’s rules of origin.?” The
sheer complexity of the rules, allied to unre-
alistic value-added requirements, undermines
the capacity of poor countries to make use of
preferences.

In practice, the European Union’s rules of
origin have protectionist consequences. Only a
small proportion of eligible goods are imported
to the European Union on a duty-free basis. As
a least developed country, Bangladesh is eligi-
ble for duty-free status, but less than half of its

HUMAN DEVELOPMENT REPORT 2005

exports enter duty free.*® Similarly, only about
one-third of eligible exports from Cambodia
enter the European Union duty free.>? Senegal
is nominally eligible for duty-free access, but it
pays an effective tariff of about 10%.%

Changing Europe’s rules of origin could
open up new opportunities for some of the
world’s poorest countries. When Canada low-
ered its eligibility requirements for local value
added in 2003, imports from Bangladesh dou-
bled within a year. Similarly, when the United
States waived its rules of origin under the Af-
rican Growth and Opportunity Act in 2001,
eligible imports from Sub-Saharan Africa rose
sharply. By 2003 imports had increased in value
from $54 million to $668 million. More than
10,000 jobs were created in Lesotho alone.*!
European imports from Sub-Saharan Africa
fell over the same period.

Whatever the benefits and limitations of
existing trade preferences, developing countries
that use them stand to suffer from their erosion.
When trade is liberalized, preference margins
fall or disappear altogether. Under the Multi-
fibre Arrangement (MFA), some developing
countries—such as Bangladesh, Nepal and Sri
Lanka—enjoyed protected access to industrial
country markets under a quota system. The re-
moval of the quotas through a WTO trade lib-
eralization agreement exposes these countries
to competition from more competitive suppli-
ers, such as China and India. China has already
been expanding market share, prompting a
surge of appeals for protection from the EU and
US textile and garment industries, ostensibly on
grounds of unfair competition. The appeals are
misplaced. There is no substantiated evidence of
unfair competition. Moreover, while Chinese
imports have surged since the ending of MFA
quotas, it is developing country exporters, not
industrial country producers, that have borne
the adjustment costs (see box 4.4).

Some of the biggest losses from liberaliza-
tion could happen in agriculture. For example,
EU trade preferences mean that countries such
as Fiji and Mauritius have quotas for sugar ex-
ports for which they receive three times the
current world market price. The International
Monetary Fund (IMF) estimates the potential



losses at 2% of GDP for Fiji and 4% for Mau-
ritius.*?> For Mauritius this translates into a
one-quarter reduction in government revenue,
threatening vital social sector budgets.

What these cases underline is that trade
liberalization creates winners and losers within
the developing world. Developed countries are
belatedly responding to the challenges posed
by preference erosion, but had human develop-
ment been front and centre in trade policies,
assistance schemes would already be in place.
Financial support and other measures urgently
need to be implemented to protect vulnerable
countries and people. More broadly, the failure
of developed countries to align their import
policies with a commitment to the MDGs has
limited the capacity of poor countries to benefit
from trade.

Agricultural trade

Agriculture has become the flashpoint for ten-
sions in the Doha Round. At stake is an issue
that is central to human development and the
MDGs—the rules governing world agricul-
tural trade. More than two-thirds of all people
surviving on less than $1 a day live and work
in rural areas either as smallholder farmers or
as agricultural labourers. Unfair trade practices
systematically undermine the livelihoods of
these people, hampering progress towards the
MDGs in the process.

The problem at the heart of the Doha Round
negotiations can be summarized in three words:
rich country subsidies. Having promised to cut
agricultural support in the last round of world
trade negotiations—the Uruguay Round—the
world’s richest countries have increased the
overall level of producer subsidies. Led by the
world’s farm subsidy superpowers, the European
Union and the United States, developed coun-
try support to agricultural production amounts
to $350 billion a year. Direct support to produc-
ers can be calculated on different measures. The
Organisation for Economic Co-operation and
Development’s (OECD) producer support esti-
mate measures the cost of all policies and trans-
fers that maintain domestic prices above world
levels at about $279 billion, or one-third of the

value of production—and rising to more than
one-half for Japan (figure 4.11).# This support
comes in different forms, most of which have
the effect of raising prices, increasing output and
boosting exports. Import tariffs, rising to more
than 100% for several products—including
rice, sugar, and fruit and nuts*'—keep domes-
tic prices above world market levels, while bud-
get transfers inflate incomes. Most developed
country governments would take a dim view of
any developing country contemplating tariffs
and subsidies on this scale, but when it comes
to agriculture, developed countries are able to
set their own standards.

Some political leaders in developed coun-
tries seck to justify agricultural support by refer-
ence to rural development objectives and the in-
terests of vulnerable communities. There is little
evidence to support this justification. In the real
world the winners in the annual cycle of multi-
billion dollar subsidies are large-scale farmers,
corporate agribusiness interests and landown-
ers. Research carried out for this Report esti-
mates that subsidy distribution in rich coun-
tries is more unequal than income distribution
in Brazil (box 4.5). It would be hard to design
a more regressive—or less efficient—system
of financial transfer than currently provided
through agricultural subsidies.

Big and getting bigger: rich

country support to agriculture

US$ (billions)
$ ) 279 Total Support as a share of
value of production (%)
51 Other
243
58
29 | Japan—
48 United
States
European
Union \
1986-88 2004

Source: OECD 2005.
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Box 4.5 Where do the subsidies go?

One former European agriculture minister has
described the EU Common Agriculture Policy
(CAP) as an integral part of the EU “social
model”. In the United States the controversial
2002 Farm Act was presented as an invest-
ment in family farming. The facts tell a differ-
ent story.

Subsidies in Europe and the United States
are directly linked to output and the size of land
holding, with one overwhelming consequence:
the bigger you are, the more you get. In the Eu-
ropean Union more than three-quarters of CAP
support goes to the biggest 10% of subsidy re-
cipients. In 2003 six sugar processors shared
a payment of €831 million. The United States
has an even more skewed pattern of distribu-
tion. Only 40% of farmers receive any subsidy.
Within this group, the richest 5% get over half,
or about $470,000 each.

One way of assessing distributional equity
for agricultural subsidies is to construct a Gini
coefficient for government support. Measured

Subsidies are heavily
skewed towards the

biggest farms

Gini coefficient of farm subsidies, 2001
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Source: Samman 2005b; data on Brazil from
indicator table 15.

in this way, EU and US subsidy distribution is more unequal than income distri-
bution in the world’s most unequal countries, calling into question the idea that
subsidies play an important social welfare role (see figure). The subsidy Gini coef-
ficient for the European Union is 77; the income Gini coefficient for Brazil, one of
the world’s most unequal countries, is 60. These figures understate how regressive
agricultural subsidies are. Much of the final value of subsidies is capitalized into
rising land values and rents or converted into profits for input suppliers. US farmers
retain only about 40% of the value of government payments.

Source: Burfisher and Hopkins 2003; Oxfam International 2004a; Environmental Working

Group 2005.

The financial commitment to a small group
of largely high-income beneficiaries in devel-
oped countries puts the financing requirements
for the MDGs in perspective. Rich countries
spend just over $1 billion a year on aid to de-
veloping country agriculture and just under $1
billion a day supporting their own agricultural
systems. For a fraction of what rich countries
spend subsidizing the overproduction of crops
like rice and sugar, it would be possible to meet
the financing requirements for achieving the
MDGs in areas such as education, health and
water. Adding insult to injury, the subsidies in
rich countries not only divert resources but also
reinforce rural poverty in poor countries. In-

dustrial countries are locked into a system that
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wastes money at home and destroys livelihoods
abroad. When it comes to world agricultural
trade, market success is determined not by com-
parative advantage, but by comparative access to
subsidies—an area in which producers in poor
countries are unable to compete.

High levels of agricultural support translate
into higher output, fewer imports and more ex-
ports than would otherwise be the case. That
support helps to explain why industrial coun-
tries continue to dominate world agricultural
trade. At the end of the 1990s developed coun-
tries accounted for two-thirds of world agri-
cultural exports—the same share as in 1980.%
Rural communities in developing countries are
hurt through several channels. Subsidized ex-
ports undercut them in global and local mar-
kets, driving down the proceeds received by
farmers and the wages received by agricultural
labourers. Meanwhile, producers seeking access
to industrial country markets have to scale some
of the highest tariff peaks in world trade.

Recent estimates suggest that developing
countries lose about $24 billion a year in agri-
cultural income from protectionism and subsi-
dies in developed countries, not counting the
dynamic and spillover effects.*® Every $1 lost
through unfair agricultural trade policies costs
more than $1 in rural communities because
lost purchasing power means less income for
investment and employment. The spillover ef-
fects are very large: research in Africa suggests
that for every $1 increase in income the rural
economy generates another $3 through local
markets. This would suggest that the real costs
for developing countries of rich country agricul-
tural support may be as high as $72 billion a
year—an amount equivalent to all official aid
flows in 2003.

The EU Common Agricultural Policy

Nothing better demonstrates the perverse
logic of agricultural subsidies than the Euro-
pean Union’s Common Agricultural Policy
(CAP)—an arrangement that lavishes $51 bil-
lion (€43 billion) in support on producers.
The CAP supports a sector that accounts for
less than 2% of employment but absorbs more
than 40% of the total EU budget. Sugar is first



among equals as a case study in irrational pub-
lic policy behaviour (figure 4.12). Farmers and
processors are paid four times the world mar-
ket price for sugar, generating a 4 million tonne
surplus. That surplus is then dumped on world
markets with the help of more than $1 billion in
export subsidies paid to a small group of sugar
processors. The result: Europe is the world’s sec-
ond largest exporter of a product in which it has
no comparative advantage.

Developing country producers foot the
bill. Subsidized EU sugar exports lower world
prices by about one-third. As a result, far more
efficient sugar exporters in developing countries
suffer foreign exchange losses estimated at $494
million for Brazil, $151 million for South Af-
rica and $60 million for Thailand—countries
with more than 60 million people living on
less than $2 a day.”” Meanwhile, Mozambique,
a country that is building a competitive sugar
industry that employs a large number of agricul-
tural labourers, is kept out of EU markets by an
import quota allowing it to supply an amount
equivalent to less than four hours’ worth of EU
consumption. When it comes to agriculture,
there are distinct limits to EU openness.

US cotton and rice policies

Cotton policy in the United States provides
another example of subsidized market distor-
tions that harm human development. As with
EU sugar policies, the scale of the subsidies
stretches credulity. The US Department of Agri-
culture estimates that the country’s 20,000 cot-
ton farmers will receive government payments
of $4.7 billion in 2005—an amount equivalent
to the market value of the crop and more than
US aid to Sub-Saharan Africa.*® Subsidies of
this order are reminiscent of the state planning
systems that characterized the former Soviet
Union. Of more direct relevance is the effect
of the subsidies on cotton producers in poor
countries.

Price distortions caused by US subsidies
have a direct impact on these smallholder pro-
ducers. These subsidies lower world prices by
9%-13% and enable US producers to dominate
world markets, accounting for about one-third
of total world exports. These exports would

not be possible without subsidies. High levels
of government support effectively insulate US
producers from world price signals, enabling
them to expand production regardless of mar-
ket conditions. Perversely, the increased subsidy
payments triggered when world prices fall create
incentives to expand production during periods
of low prices, while other countries bear the ad-
justment costs (figure 4.13). These adjustment
costs are very high. When world cotton prices
fell to a 50-year low in 2001, losses attribut-
able to US subsidies were estimated at 1%-3%
of GDP for countries such as Burkina Faso and
Mali in West Africa—a region in which some
2 million smallholders depend on cotton as
their main, and in some cases only, source of in-
come. These losses hurt poor houscholds, with
lower incomes compromising nutritional status
and resources available for health, education
and investment in agriculture. In Benin alone
the fall in cotton prices in 2001-02 was linked
to an increase in poverty from 37% to 59%.%
Whole economies are being destabilized
by world cotton market distortions, with poor
countries bearing the brunt. Cotton exports
are of marginal relevance for the United States.
For Burkina Faso, by contrast, cotton represents

US cotton production—

immune to world price changes

Index (1990/91 = 1, harmonic scale)
1.50
Production

Price

0.50

1990/91 1995/96 2000/01 2004/05

Source: International Cotton Advisory Committee 2005.

EU sugar—how
to overproduce

and dump on
world markets

Euros per tonne, 2003

716
Minimum import price

632
EU guaranteed
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157
World
market
price

Source: Oxfam International 2004a.
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The 20,000 cotton farmers in
the United States will receive
government payments

in 2005 equivalent to the
market value of the crop

and more than US aid to

Sub-Saharan Africa

50% of the value of exports and is a mainstay of
the national economy. With the world cotton
market heading for another deep price slump
in 2005, the IMF estimates that worsening
terms of trade will reduce economic growth in
Burkina Faso by 2.5% of GDP, halving the pro-
jected growth rate.’° This outcome has grave im-
plications for efforts to achieve the MDG target
of halving income poverty. It also threatens to
destabilize the balance of payments, with aid
inflows insufficient to cover a widening deficit.
Human development will suffer as a result of
both the impact on rural poverty and the di-
minished capacity to import.

Notall of the problems in international cot-
ton markets can be traced to US agricultural
policy. Rising production elsewhere, especially
in China, and heavy subsidies in the European
Union, also contribute.3! However, because the
United States is the world’s largest exporter, its
policies have particularly strong global market
effects.

It is not only smallholders involved in ex-
port crop production that suffer income losses.
US rice policies harm domestic producers in
many countries. Between 2002 and 2003 rice
grown in the United States at a cost of $415
a tonne was exported at $274 a tonne.”” Rival
rice exporters such as Thailand and Viet Nam
have to adjust to this unfair competition. So
do millions of rice farmers growing for their
domestic markets. In countries such as Ghana
and Haiti rice farmers have been pushed out of
national markets by US imports, undermining
prospects for the development of a dynamic
rural economy. In Ghana rice farmers in the
poorest northern part of the country have seen
markets squeczed by cheap US imports. The
IMF has opposed the use of tariffs to restrict
these imports on the grounds that there is no
evidence of unfair competition. That judge-
ment is hard to square with the fact that US
budget payments for rice in 2003 amounted
to $1.3 billion, or almost three-quarters of the
value of output.

Rewriting the rules for agriculture
The Doha Round provides an opportunity to
remove one of the most egregious examples of
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unfair trade. Developed country agricultural
subsidies may have a long and ignoble history.
But reducing them is now more urgent than ever
because doing so would remove a barrier to the
realization of the MDGs. Unfortunately, there
has been little progress in this direction. Since
the Doha Round started, the United States has
passed legislation that increases agricultural
support by about $7 billion a year.® The new
legislation also strengthens the links between
subsidies and production that had been weak-
ened in previous legislation.

The latest twist in the long-running saga
of CAP reform similarly gives little cause for
optimism. Under measures agreed in 2003 the
European Union has created a framework that
will restructure, but not reduce, overall sup-
port: the CAP budget is set to increase over the
next decade. The European Union argues that
the reformed CAP payments will be “WTO-
friendly” and therefore exempt from any cuts
agreed as a result of the Doha Round. However,
national provisions also allow governments
the scope to maintain a link between subsidies
and output. How will CAP reform affect the
overall level of support under the policy? An
OECD evaluation based on projections that
capture the effect of the new payments struc-
ture concludes that producer support will still
amount to more than one-third of the value
of production (with the producer support es-
timate falling by just over 1%) as a result of the
reform.>* Because payments are still linked to
past production and size of land holding, sup-
port will continue to benefit larger and richer
farmers. And while the structure of payments
will change, market price support will con-
tinue to account for 52% of the total under the
reformed CAP.

At the WTO itself new threats are emerg-
ing. Instead of addressing head on the funda-
mental challenge of removing market distor-
tions, developed countries have embarked on
an elaborate subsidy repackaging exercise (box
4.6). The danger now is that an agreement at the
WTO will leave intact the very distortions that
the Doha Round was intended to remove, in
the process undermining prospects for achiev-

ing the MDGs.
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The answer to the question posed in the title is simple: when de-
veloped countries say so. One problem now facing developing
countries is that industrial countries have transferred support into
subsidy areas that are weakly covered by WTO rules—rules crafted
under heavy EU and US influence.

The Uruguay Round Agreement on Agriculture, negotiated
largely between the European Union and the United States, intro-
duced three categories of subsidy. Amber Box subsidies are sub-
ject to any cut in support agreed at the WTO. Green Box subsidies,
deemed to be “non-distorting”, are permitted. In between are Blue
Box subsidies, which are exempt from cuts if the subsidies are
linked to taking some land out of cultivation. These were introduced
at EU insistence to accommodate CAP reforms, under which eligi-
bility for direct payments was made conditional on producers re-
moving a certain proportion of their holdings from cultivation.

Why do these distinctions matter? Because the WTO frame-
work exercises weak or non-existent disciplines over precisely the
forms of support into which developed country governments are
now directing agricultural subsidies. In 2001 (the last year for which
notifications to the WTO are available) the United States spent
$50 billion on Green Box payments—three times what it spent on
Amber Box payments (see table). Not to be outdone the European
Union spent $50 billion on Green Box and Blue Box payments—
more than it spent on Amber Box payments. In both cases the sub-
sidy superpowers have been able to remain below the WTO subsidy

Large subsidies escape World Trade

Organization regulation

US$, 2001/02 (billions)

European  United
Union States

Amber Box 44.3 14.4

Maximum Amber Box allowed under WTO rules 75.7 19.1
Blue Box 26.7 0.0
Green Box 23.3 50.7

Source: WTO 2005.

ceiling by restructuring, rather than cutting, overall support. The
upshot is that for WTO purposes many of the subsidies that allow
Europe to export cereals and the United States to sell rice, cot-
ton, maize and other crops at below cost on world markets are not
currently categorized either as export subsidies or trade distorting
and are therefore potentially exempt from any agreement to cut
such subsidies.

Some developing countries have already used WTO dispute
panels to challenge specific subsidies. Brazil successfully chal-
lenged the US Green Box categorization of direct payments to cot-
ton. Brazil, India and Thailand have successfully challenged the
legality of EU sugar subsidies, with a WTO panel ruling that these
subsidies are not in compliance with WTO rules. However, there
is a growing danger that a WTO agreement could provide suffi-
cient space to enable overall agricultural support, as defined by
the OECD'’s producer support estimate, to remain around current
levels, albeit in repackaged form.

Such an outcome would severely diminish the credibility of any
Doha Round agreement on agriculture. Not all subsidies are equally
distorting in their effects. However, the annual transfer of billions of
dollars to large agricultural producers clearly has market-distorting
effects, even if the payments are nominally categorized as non-dis-
torting. This is especially the case in sectors where large surpluses
are produced for world markets. At the very least these payments
provide a guarantee against risk, capital resources for investment
and a source of collateral for loans.

From the perspective of cotton farmers in Burkina Faso or rice
farmers in Ghana, the precise legal categorization of subsidies
in the WTO is of less immediate relevance than whether subsi-
dies in rich countries undermine their livelihoods. The problem
with the current framework of rules in agriculture is that it institu-
tionalizes unfair trade practices behind a veneer of WTO legality,
weakening the legitimacy of the rules-based multilateral system
in the process. The development of WTO rules that prohibit unfair
competition between developed and developing countries should
be one of the benchmarks for judging the outcome of the entire
Doha Round.

Source: US Department of Agriculture, Economic Research Service 2005b; Watkins 2003b.

Closing down the space for
development policies

The last round of world trade negotiations
extended the remit of WTO rules into new
areas. It also strengthened enforcement mecha-
nisms. Under the new regime WTO members
now have to comply with all agreements taken as
a package—an arrangement known as the Single
Undertaking. Compliance is enforced through a

dispute resolution procedure. In parallel to the
strengthening of multilateral rules, there hasbeen
a proliferation of regional agreements. There are
now some 230 regional trade agreements cover-
ing about 40% of world trade. In four areas in
particular stronger multilateral rules or regional
agreements will have a major bearing on human
development and the future distribution of ben-
efits from world trade: industrial policy, intellec-
tual property, services, and tariffs and revenue.
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Industrial policy
One of the most pressing challenges for devel-
oping countries is to develop the capacity to
enter higher value-added areas of world trade.
For reasons explained catlier, an active indus-
trial and technology policy is a critical require-
ment. Current rules severely restrict the scope
for government action in this area.

Several WTO agreements expressly limit
the policy space available to governments. The
Agreement on Subsidies makes a wide range of

The Indian automobile components sector

A key driver of industrial development is the integration of local firms into global
supply chains. Success depends critically on industrial policy.

The most highly developed supply chain is that of the automobile industry.
Over the past decade companies in India have emerged as a powerful force, espe-
cially in the components sector. Indian firms—such as Bharat Forge, Brakes India
and Sundaram—have moved into high value-added areas of production, often in
partnership with multinational companies. The contrast with Latin America is strik-
ing. There, a fairly well developed industry has been pushed out of domestic and
regional markets by foreign car companies using their own suppliers.

From the early 1990s a wave of multinational investors entered the Indian mar-
ket. These entrants were required to achieve a high level of domestic content within
a specified period (typically 70% within three years). To do that, multinational com-
panies had to switch from importing components to sourcing from local companies.
That created incentives for automobile makers to work closely with suppliers to
raise quality standards. In addition, the Indian government imposed training re-
quirements on multinational investors.

Export success followed a lengthy period of market protection. High import
barriers created an incentive for foreign investors to locate in India and build alli-
ances with local firms. These barriers were reduced slowly, in stark contrast to Latin
America. Tariffs on imported automobiles and parts averaged more than 30% in
India in the mid-1990s, whereas they were less than 3% in Latin America.

The component supply chain has developed rapidly. The value of output in-
creased from $2.4 billion in 1997 to $4.2 billion in 2001. India has also emerged as
a significant exporter. Exports now account for about 15% of the sector’s output,
reaching $800 million in value terms in 2002-03. International comparisons show
that the top Indian companies are globally competitive across a wide range of au-
tomobile component products. Local firms have dramatically reduced defect rates
and are using skilled labour to master new technologies.

Evidence from firm-level research in India suggests that changes in WTO rules
are unlikely to erode the position of local firms. Most foreign investors report that
Indian suppliers are as efficient as imported alternatives.

Domestic content restrictions were used to stimulate development of the com-
ponents industry. Policies of this kind are not always appropriate or successful. But
in this case the infant industry was successfully nurtured, with the participation of in-
ternational automobile companies. The key question in other cases is whether multi-
national firms will source locally since WTO rules preclude local content rules.

Source: Sutton 2004; Tewari 2003.
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fiscal and credit incentives for export illegal.
Similarly, the Trade-Related Investment Mea-
sures (TRIMs) agreement prohibits tools that
successful economies in East Asia and elsewhere
once used to maximize the benefit of foreign in-
vestment, includinglocal content requirements,
technology transfer, local employment, and re-
search and development provisions.

This is unjustified. Not all industrial policy
has worked. There is no shortage of examples
of such policies being captured by special in-
terest groups or of leading to industrial white
clephants. At the same time, it is difficult to
find examples of sectors competing successfully
in world markets without active state involve-
ment. Many of the policy measures that under-
pinned East Asian industrial development are
now prohibited by WTO rules.>> China made
extensive use of local content and technology
transfer provisions, leading to the emergence of
globally competitive firms that rapidly climbed
into higher value-added areas of world trade.
Brazil’s aircraft industry, the country’s third
largest source of export earnings, was supported
through subsidized credit. India’s fast-growing
automobile components sector has been sup-
ported through regulation of foreign inves-
tors, including local content rules (box 4.7).
In Latin America, where the automobile com-
ponents industry conforms closely to the pro-
posed WTO rules, domestic firms have been al-
most entirely displaced by foreign transnational
companies.”®

The aim of industrial policy should be to
create the conditions under which countries can
acquire the technological capabilities needed to
raise productivity, maximize the advantages of
trade and develop a dynamic comparative ad-
vantage.’’ Blanket protection and disincentives
for foreign investment are not helpful. To be
successful, industrial policy needs to focus on
dynamic new sectors, offer time-bound import
protection and promote activities that gener-
ate investments and technological dispersion.
Transparent interaction between public and
private sector bodies is vital.

Broad WTO rules could foster the transpar-
ency and predictability needed to ensure that
industrial policies do not spark trade disputes,



as is increasingly the case between the European
Union and the United States. But the current
regime is entirely out of step with what is re-
quired to strengthen the links between trade
and human development. The starting point for
reform should be a recognition that the purpose
of multilateralism is not to impose common
rules or a free market blueprint on countries
with different approaches and different levels of
development, but to accept the case for diverse
public policies. The rules-based system could
then focus on the key challenge of strengthen-
ing predictability and avoiding conflict.

Intellectual property

Intellectual property rules have an important
bearing on human development. They influ-
ence the terms on which poor countries can
acquire and adapt the new technologies needed
to raise living standards and succeed in world
trade. They also influence access to medicines.
Any intellectual property rules have to strike a
balance between two objectives: creating incen-
tives for innovation through patents and other
measures and spreading the benefits of innova-
tion as widely as possible. The WTO’s Trade-
Related Intellectual Property Rights (TRIPS)
agreement, along with “TRIPS plus” variants
in regional and bilateral agreements, strikes the
wrongbalance between the interests of technol-
ogy holders and the wider public interest.

The TRIPS agreement establishes a global
regime for intellectual property rights based on
the level of protection provided in the world’s
most developed countries, including a 20-year
patent protection period. Reduced to its essen-
tials, the new regime will increase the price of
patented technologies, creating gains for pat-
ent holders and raising the cost of technology
transfer. Firms in developed countries currently
account for 96% of royalties from patents, or
$71 billion a year.’®

The TRIPS agreement threatens to widen
the technological divide between technology-
rich and technology-poor countries. The ability
to copy technologies developed in economically
advanced countries has historically been an im-
portant element enabling other countries to
catch up. In the nineteenth century the United

States copied British patents. In East Asia,
Japan, the Republic of Korea, Taiwan Province
of China and China have all upgraded tech-
nologies through reverse engineering and copy-
ing. The space for such strategies has now been
closed by the countries at the top of the technol-
ogy ladder. With technology increasingly im-
portant to international trade competitiveness,
the rising cost of technology imports could fur-
ther marginalize many developing countries.

The human development threats posed
by the TRIPS agreement are especially pro-
nounced in public health.>? Prices for medicines
are heavily influenced by the terms on which
generic products, produced through reverse en-
gineering, can enter markets and compete with
brand name, or patented, products. For exam-
ple, when the generic version of fluconazole, a
medicine used in the treatment of HIV/AIDS,
entered the market in Thailand, prices fell to 3%
of the original level. Strengthened intellectual
property rules will delay the entry of generic
drugs, driving up prices. Demand for medicines
is highly sensitive to price in poor countries,
where houscholds pay three-quarters of the
costs of medicines. One estimate for India sug-
gests that costs to houscholds associated with
higher prices for medicine will increase by some
$670 million, almost double current spending
on all antibacterial medicines.®® Public health
providers will also have to adjust to higher costs.
Estimates by the government of Costa Rica sug-
gest that its pharmaceutical budget would have
to rise fivefold to maintain universal coverage
without access to generic drugs.

Concerns that stronger patent protection
would lead to higher drug prices motivated
governments in 2003 to adopt the Doha Decla-
ration on Public Health. In principle, the dec-
laration strengthens the right of countries with
insufficient manufacturing capacity to use com-
pulsory licensing to import low-cost copies of
patented medicines—to promote public health.
It stipulates that the TRIPS agreement “should
not prevent members from taking measures to
protect public health”.!

It remains to be seen whether the declara-
tion is interpreted in a spirit that reflects this
commitment. Following international pressure,

The TRIPS agreement
threatens to widen the
technological divide between
technology-rich and

technology-poor countries
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Easing restrictions on
temporary movements
of labour would offer
developing countries

huge gains

pharmaceutical companies have lowered prices
towards cost level for drugs used in treating
HIV/AIDS. This is an encouraging develop-
ment. What is unclear is whether this action
will weaken intellectual property protection on
patented products for treating less high-profile
health problems, such as diabetes (which affects
115 million people in developing countries) and
cervical cancer (which affects 400,000 women
in developing countries), or for preventing such
illnesses as pneumonia (which causes one-
quarter of child deaths worldwide).®?

Even if the declaration is interpreted as in-
tended, developed countries are demanding
“TRIPS plus” provisions in many regional
trade agreements. These provisions explicitly
strengthen the protection afforded to pharma-
ceutical companies beyond WTO provisions
and circumscribe the policy space for govern-
ments. Indeed, some developing countries ap-
pear to have adopted trade negotiating strategies
that accept more stringent patent protection in
return for improved market access.®> The bar-
gains struck have been unequal, reflecting in-

equalities in negotiating power (box 4.8).

Trade in services

Liberalization of trade in services offers poten-
tial benefits to developing countries. The prob-
lem is that industrial countries have focussed
on areas that threaten to undermine human
development prospects, while failing to liber-
alize areas that could generate gains for poor
countries.

The General Agreement on Trade in Services
(GATY) sets the framework for legally binding
rules in the WTO. It covers four “modes of sup-
ply”: cross-border (e-commerce and telecommu-
nications are examples); consumption overseas
(tourism or health provision, for instance); com-
mercial presence (for example, through the es-
tablishment of banks, insurance companies or
financial institutions); and temporary move-
ments of people.

Developed countries have concentrated
their efforts almost exclusively on commercial
presence. Their priority has been to establish
WTO rules that enforce the right of multi-

national banks, insurance companies and other
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service providers to operate in developing coun-
tries on terms equivalent to those applied to do-
mestic providers. This negotiating strategy re-
flects a sustained lobbying campaign by bodies
representing corporate financial service provid-
ers, for which such rules would offer expanded
global markets. Developing countries have pri-
oritized other areas, notably reducing barriers to
the temporary movement of labour.

Efforts to promote across-the-board lib-
eralization of services in developing countries
through the WTO are entirely misplaced. In
some cases services liberalization does offer
benefits. Poor quality services are a major con-
straint on human development, growth and
trade in developing countries. The presence of
foreign companies providing services can im-
prove transport infrastructure, reduce the costs
of telecommunications and improve access to
credit. However, liberalization is best managed
through national strategies rooted in planning
for the MDGs and wider human development
goals, not through multilateral trade rules.
This is especially the case in areas such as water,
health and education. The starting point for any
WTO regime should be a full assessment of the
human development implications of the rules
on a sector by sector basis—a provision that
was included in the GATS but has so far been
a dead letter.

Developed countries have been unwilling
to enter substantive negotiations on the tem-
porary movement of labour even though this is
where developing countries stand to make the
greatest gains. Easing restrictions on temporary
movements of labour would offer developing
countries the opportunity to exploit one of
their areas of strongest comparative advantage:
low wages linked, in many cases, to high skills.
Consider the software sector in India, which
accounts for 16% of exports and provides jobs
to half a million people. Two-thirds of exports
go to the United States and another quarter to
Europe. Almost half of these exports—valued
at more than $3 billion in 2002—are delivered
on site by professional staff.%4 Delivery depends
on market access.

Access barriers include some immigration-

related issues, along with onerous visa eligibility
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Recent years have seen a marked shift in US trade policy. While the
WTO remains an important focus, regional and bilateral free trade
agreements are being used to strengthen and extend multilateral
provisions. Intellectual property rules figure prominently. Many of
the bargains being struck raise concerns for human development.

Bilateral agreements with Jordan (2000), Viet Nam (2001),

Chile (20083), Morocco (2004) and Australia (2004) and the regional

agreement with six countries in the Central America Free Trade

Agreement (CAFTA, 2004) have all resulted in “TRIPS-plus” provi-

sions. Although the detailed provisions vary, three themes recur:

e Extension and expansion of patent protection. All free trade
agreements provide patent protection for 20 years, as in the
WTO. Under certain conditions, they require an extension of
the period of patent protection. Under CAFTA, for example,
patent holders can demand extensions to compensate for any
delay by national regulatory bodies in granting the patent. All
free trade agreements go beyond TRIPS in strengthening pat-
ent protection for plants and animals.

e Restrictions on use of clinical data. Before drug patents are
granted, pharmaceutical companies have to register clinical
trial data with national drug registration bodies. Access to that
data is important for generics-producing companies, to enable
them to produce copies of patented medicines without having
to repeat costly trials. The TRIPS agreement states only that
governments must prevent “unfair commercial use” of data.
By contrast, most free trade agreements establish a five-year
“market exclusivity” period in line with US law. During this pe-
riod access to trial data is prohibited, potentially delaying the
market entry of generic drugs and limiting the scope for com-
pulsory licences. In addition, exclusivity applies across bor-
ders. The restrictions applied in one country (say, the United
States) must be enforced in another (say, Nicaragua) and
across all free trade agreement jurisdictions.

® Restrictions on compulsory licensing and parallel importing.
Under TRIPS governments can authorize compulsory licences
to allow generics companies to produce low-cost copies of
patented medicines to promote public health. They can also

import patented products being sold more cheaply overseas

than in domestic markets, an arrangement known as parallel

importing. The free trade agreements weaken both provisions.

For example, some agreements restrict the use of compulsory

licensing to emergencies and cases of proven anti-competitive

behaviour. The onus on poor developing countries to “prove”
an emergency or anti-competitive behaviour is likely to limit
recourse to compulsory licences. Similarly, while TRIPS allows

WTO members flexibility in deciding whether to authorize par-

allel imports, most free trade agreements allow patent holders

to prevent this.

The overall effect of these provisions will be to limit the capac-
ity of governments to put downward pressure on pharmaceutical
prices. The danger is that enhanced profit margins for the pharma-
ceutical industry will compromise the capacity of governments to
address public health concerns.

Some developing countries have been willing to commit to
stronger intellectual property rules while seeking concessions in
other areas. Preferential access to the US market is the main nego-
tiating carrot, especially for agricultural goods. However, the nego-
tiating process has produced some unbalanced outcomes.

CAFTA grants limited market openings for the six developing
countries involved (Costa Rica, the Dominican Republic, El Sal-
vador, Guatemala, Honduras and Nicaragua). For sugar, a crop in
which these countries have a considerable advantage, tariffs will
remain at more than 100% and imports will be restricted to a 1.7%
market share. Meanwhile, the United States has secured extensive
market openings for rice, gaining immediate duty-free quotas for
rice that rise 5% annually. More than one-third of US rice exports
will now enter duty free, having previously been subjected to tariffs
of 15%-60%.

So in return for, at best, limited market advantages for export
crops grown mainly by large commercial farmers, CAFTA develop-
ing countries have agreed to accept intellectual property rules that
could compromise public health and technological innovation and
to expose domestic rice producers to heavily subsidized competi-
tion from the US rice sector.

Source: Tussie 2005; Mayne 2005; US Department of Agriculture, Foreign Agricultural Service 2005.

requirements.® Would-be importers of Indian
professional services are required to conduct
prior searches in domestic labour markets to
prove that no alternative labour supply is avail-
able. They also have to meet wage parity require-
ments. This means that employers have to pay
the wage prevailing in the host country (ne-
gating cost advantages), while foreign workers
have to contribute to social security schemes (to
whose benefits they are not entitled). Software

engineers are also required to meet minimum
experience requirements (five years in the
United Kingdom and three years in the United
States) and to pass through cumbersome proce-
dures for work permits. In addition, there are
quota restrictions on how many workers can
enter, and complex “economic needs” tests to
be passed.

Immigration controls constitute an even
more formidable entry barrier for unskilled
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It would be wrong to use
regional trade negotiations
to pressure governments

into rapid liberalization

labour. The wage differentials between, say, a
Zambian mechanic or a Honduran agricultural
labourer and their counterparts in Europe or
North America are huge. The average wage dif-
ferential between developed and developing
countries is 10:1—five times the differential for
the price of goods. It follows that temporary ac-
cess to the higher wage labour market offers big
advantages. Those advantages are closed down
by migration policies.

The temporary movement of labour could
generate very large welfare gains. One exercise
has estimated the potential impact of a transfer
of skilled and unskilled workers from the devel-
oping world at $157 billion, equivalent to 3%
of the work force in industrial countries. While
developing countries would be the main ben-
eficiaries, industrial countries would also gain
through higher growth and increased revenue
collection. Just as in trade in goods, however,
there would also be losers in developed coun-
tries: unskilled workers competing in the same
sector of the labour market as the new entrants
could see wages capped or even cut. These es-
timates should not be taken as indicative of
precise outcomes: they merely point to orders
of magnitude. But to put the estimated welfare
gain in context, a Doha Round agreement that
liberalized trade in agriculture and manufac-
turing by 40% would generate a welfare gain
estimated at only $70 billion.%®

Tariffs and revenue—Economic
Partnership Agreements

Multilateral and regional trade rules have a
direct bearing on tariffs and other import
policies—and on the revenues associated with
them. While regional agreements involving the
United States have been a focus in international
debates, EU policies are also important.

In 2000 the European Union agreed to
revise its system of trade preferences with the
countries in the African, Caribbean and Pacific
(ACP) group by replacing the Cotonou Agree-
ment with a new set of Economic Partnership
Agreements with six ACP regions covering
76 countries. The agreement, to be in place by
2008, will define the terms of Europe’s trading
relationship with some of the world’s poorest
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countries. It remains to be seen whether these
terms will be consistent with a commitment to
human development and the MDGs.

Under WTO rules regional trade agree-
ments are required to extend liberalization to
“substantially all trade”. The European Union
has put this commitment at the centre of its ne-
gotiating mandate. In addition to tariff reduc-
tions the European Union also plans to cover in
the negotiations a range of non-tariff charges on
imports, trade in services and the so-called Sin-
gapore issues of competition policy, investment
trade facilitation and government procurement.
There are no plans for any special provisions for
ACP countries to limit surges of imports. Taken
as a package, the negotiations mandate has the
potential to produce an unbalanced outcome
that is bad for human development.

Consider first the implications of liberaliz-
ing “substantially all trade”. For rich countries
this has limited relevance for government rev-
enue. In Sub-Saharan Africa, by contrast, tariffs
account for about one-third of government rev-
enue, rising to about one-half for Lesotho and
Uganda. Lower tariffs do not automatically lead
to lower revenue—if imports rise enough they
can outweigh the effects of lower import tax
rates—but the potential for a sharp decline in
revenue is marked. One detailed study concludes
that three-quarters of the ACP countries could
lose 40% or more of tax revenue, with more
than one-third of them losing 60%.” Such an
outcome would have profound implications for
government financing of basic services and eco-
nomic infrastructure.

Other aspects of the mandate are also prob-
lematic. During the Doha Round the European
Union’s attempt to secure a WTO agreement on
the Singapore issues contributed to the break-
down of negotiations, with many developing
countries—especially in Sub-Saharan Africa—
opposing the strengthening of WTO rules in
these areas. For practical purposes multilateral
negotiations on the Singapore issues have been
suspended. Critics now argue that the Euro-
pean Union is using its negotiating Ieverage
over the ACP countries to bypass opposition at
the WTO and develop stronger rules through

the back door of regional trade negotiations.



Similarly, the European Union’s failure to allow
for rules that enhance the ability of ACP coun-
tries to protect their economies against import
surges is problematic—not least in the case of
products subsidized under the CAP.

The terms on which the European Union
will apply its negotiating mandate remain un-
certain. In practice, it has choices. While some
EU countries have emphasized the binding
nature of the WTO requirement to substan-
tially liberalize all trade, that rule is open to

interpretation, and a challenge at the WTO is
unlikely. While many countries in Sub-Saharan
Africa could benefit from lower tariffs, espe-
cially to promote intraregional trade, it would
be wrong to use regional trade negotiations to
pressure governments into rapid liberalization.
Given the potentially damaging impact on ACP
countries of opening up to subsidized agricul-
tural trade, the European Union could also
allow far more flexibility to provide protection

on imports linked to CAP subsidies.

Beyond the rules: commaodities, the new gatekeepers

and capacity building

It is not just the rigged rules of the world trad-
ing system that tilt the balance of power against
developing countries. Deep structural changes
in the world economy are narrowing the oppor-
tunities for vulnerable economies to secure the
benefits from trade that they need to help kick-
start human development. Two trends, one long
standing and one more recent, are proving par-
ticularly challenging. The first is the long-run
decline in commodity prices. The second is the
increasing power of such market gatekeepers as
supermarkets. And in addition to these secular
changes in the structure of world trade, poor
countries, as always, are challenged by capacity
constraints in their own economies. What cur-
rently passes for capacity building falls far short

of what is needed.
The commodity crisis

“Proper economic prices should be fixed not at
the lowest possible level, but at a level sufficient
to provide producers with proper nutritional
and other standards in the conditions in which
they live...and it is in the interest of all produc-
ers that the price of a commodity should not be
depressed below this level, and consumers are
not entitled to expect that it should.”*® Half a
century has passed since British economist John

Maynard Keynes made these comments. His
view was moulded by the memory of the Great
Depression, when the collapse of commod-
ity prices contributed to the breakdown of the
world trading system, caused mass social dislo-
cation and exacerbated international tensions.

Fifty years later millions of primary com-
modity producers are locked in a depression
more severe than that of the 1930s. While
surging growth in China has underpinned a
recovery in the prices of some commodities,
low and unstable prices are undermining prog-
ress towards the MDGs across a large group of
countries. Yet the crisis in commodity markets
is conspicuously absent from the international
trade agenda. If the international community
is serious about halving extreme poverty and
meeting the other MDGs, this picture will need
to change.

The protracted crisis in coffee markets
demonstrates the devastating consequences of
the wider crisis in commodity markets. From
the designer coffee bars in high-income coun-
tries, where the price of coffee and the profits
of retail outlets are soaring, the crisis in coffee
is scarcely visible. Yet it is destroying the liveli-
hoods of more than 20 million households in
which smallholder production of coffee pro-

vides a critical source of income.

Millions of primary
commaodity producers face
a depression more severe

than that of the 1930s
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For more than a decade coffee produc-
ers have been trapped on a downward price
escalator, growing more and more coffee in a
desperate—and counterproductive—bid to pro-
tect their incomes. At the end of the 1980s cof-
fee exporters received about $12 billion for their
exports. In 2003 they exported more coffee,
but received less than half as much income—
$5.5 billion. Meanwhile, the coffee economy in
high-income countries has been moving in the
opposite direction. Since 1990 retail sales have
increased from about $30 billion to $80 bil-
lion.® Low world prices have reduced costs and
boosted profit margins for the six coffee roast-
ers that account for 50% of world trade—and
for retailers. Exporting countries, meanwhile,
have seen their share of final consumer expen-
diture fall from one-third to one-thirteenth.”®
Viewed from the farms of coffee smallholders,
the change has been even more dramatic. For
every $1 worth of high quality Arabica cof-

fee from Tanzania sold in a coffechouse in the

The crisis in coffee

“Coffee income is very important to this household. | use it for paying school fees,

meeting medical bills and running family affairs. But now | am losing hope in coffee.

It has disappointed me so much.” These are the words of one coffee farmer in the

Masaka District near Lake Victoria in Central Uganda. They capture the desperation

felt by millions of producers.

As in other countries, coffee in Uganda is predominantly a smallholder crop. It

is grown alongside food crops—such as potato, maize and bananas—to provide a

source of household income. Surveys of coffee farmers in 1999 and 2002 covering

four regions that account for half the country’s production capture the impact of
falling prices. During the first half of the 1990s rising household incomes among
coffee farmers—a result of currency devaluation, reduced taxation on producers
and stable world prices—were one of the main forces driving poverty reduction in

Uganda. Since 1997, as world prices plummeted, forced adjustments by farmers

have begun to reverse this progress:

® [ncreased debt. More than one-third of coffee farmers reported being unable
to pay back a loan because of falling prices.

e Reduced consumption. Families reported having to cut meat and fish from their
diets and to reduce the number of meals eaten. On the day the farmer quoted
at the top of this box was interviewed, his 10- and 12-year-old sons had not
eaten breakfast.

* Reduced investment. Families reported cutting spending on home mainte-
nance and the purchase of goats, an important source of protein.

e Sale of food crops. Families reported having to sell food staples to pay for
health costs and school fees.

Source: Vargas Hill 2005.
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United States, a farmer now receives less than
1 cent (box 4.9).

Developing country exporters have ab-
sorbed huge economic shocks as a result of
falling prices. Nine countries in Sub-Saharan
Africa and Central America depend on coffee
for one-quarter or more of export earnings. For
cach of them the price slump has undermined
the growth and revenue generation vital to ac-
celerated progress towards the MDGs. Because
most producers are smallholders, falling prices
directly affect household income and access to
basic services such as health and education.”!

Ethiopia is onc of the most affected coun-
tries.”? Coffee is its single largest cash crop, pro-
viding more than 60% of foreign exchange earn-
ings and 10% of government revenue. About
one-quarter of the population is involved di-
rectly or indirectly in producing and marketing
coffee. What happens in international coffee
markets has a profound bearing on Ethiopia’s
prospects for achieving the MDGs. In con-
trast to agricultural producers in the European
Union and the United States, farmers in Ethio-
pia have no protection from falling prices.

The price shocks absorbed by coffee produc-
ers in Ethiopia have been enormous. Exports
have increased by two-thirds since the mid-
1990s, but export earnings have fallen dramati-
cally (figure 4.14). Beyond the adverse implica-
tions for the balance of payments and economic
growth, lower export earnings translate into
diminished opportunities for human develop-
ment. Coffee, grown alongside food staples, is
the primary source of cash for vulnerable house-
holds. Sales of coffee finance spending on educa-
tion, health and other vital household needs.

Estimating the financial losses suffered by
houscholds is difficult. Information about pro-
duction at the houschold level is incomplete.
Moreover, in a market with wildly fluctuating
prices the choice of reference years will have a
major bearing on estimated losses. Taking as a
reference point the 1998 price of $1 per kilo (a
level that approximates the average for the past
15 years), we used household-level data to esti-
mate how much the lower price of $0.30 per kilo
in 2003 reduced incomes in coffee-producing
households. Household-level data indicate that



Coffee prices and production

in Ethiopia
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the median coffee-producing houschold sold
about 300 kilos of coffee in 2003. The loss in
income as a result of the price decline amounts
to about $200 per houschold—a huge loss in a
country where more than one-third of the rural
population survive on less than $1 a day. At a
national level the loss translates into $400 mil-
lion.”® This means that for every $2 in aid re-
ceived by Ethiopia in 2003, $1 was lost through
lower coffec prices—a loss that widens the fi-
nancing gap for achieving the MDGs.
Ethiopia is but one example of a far wider
problem. In Central America falling prices pro-
duced economic effects amounting to a drop
of 1.2% of GDP, without taking into account
multiplier effects. The impact on poverty can be

traced through houschold expenditure data. In
Nicaragua the incidence of extreme poverty rose
by 5% among coffee farmers while declining by
16% for houscholds not growing coffee (table
4.1). Falling houschold income has affected
other areas of human development, including
education, illustrating again how problems in
commodity markets can undermine progress
towards the MDGs across a broad front.

As in other commodity sectors the prob-
lems facing coffee producers are easier to de-
scribe than to resolve. Oversupply has been
driven by intense competition for market share,
rising production and a widening gap between
output and demand, reflected in rising stocks.
Commercial practices have also contributed.
For example, coffec roasters have developed
clean-steaming techniques that enable them to
substitute low-value, low-price coffee for higher
value coffees, adding to a global price depression
that has inflated their profit margins while con-
signing millions of producers to poverty.”#

In the rush to liberalize agricultural mar-
keting systems, donors and governments have
sometimes compounded the problems of com-
modity producers. While state agencies were
inefficient and sometimes corrupt, they also
provided producers with inputs such as credit.
Loss of these services has often made it more dif-
ficult for smallholders to enter global markets,
especially for higher value-added products. In
Tanzania rapid liberalization of coffee market-
ing led to the collapse of cooperatives that had
maintained quality through price differentia-
tion. The coffee price premium subsequently
fell much more sharply for Tanzania than for
Kenya, where the domestic market was only
marginally liberalized.”> The same process was
repeated in cotton. Rapid liberalization of mar-

keting in Tanzania led to the collapse of input,

bl Welfare changes in Nicaragua—the cost of falling coffee prices 1998-2001

Percentage change

Household Poverty rate Extreme poverty rate School enrolment Per capita consumption
Non-coffee producing -15.0 -16.0 9.0 9.6
Coffee producing 2.4 -7.0 -7.0

Source: Based on Vakis, Kruger and Mason 2004,
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Supermarkets are now the
main gatekeepers of the
fastest growing market

in agricultural trade

credit and market information functions previ-
ously performed by state agencies, with adverse
consequences for production and producer
prices. In West Africa, by contrast, more active
state involvement has facilitated increased pro-
ductivity and maintained a high price premium
for quality.”®

There are no simple or universal solutions to
the rolling crisis in global commodity markets.
In some cases supply management is needed to
restore market balance, though the problems
with old-style commodity agreements have been
well rehearsed. Market-based risk management
tools could provide some protection against
price volatility, but not price decline—and ex-
tending such tools to the poorest producers is
difficult, though not impossible. Compensation
is another option, using aid and debt relief to
cushion balance of payments shocks. The IMF
hasa Compensatory Finance Facility, but it pro-
vides finance on terms that are unaffordable to
most low-income countries in Africa. The EU
Flex facility, launched in 2000, is more promis-
ing. It provides budget support in the form of
grants, but eligibility requirements are so re-
strictive that few countries qualify: countries
have to suffer a 10% loss in overall export carn-
ings and a comparable worsening of the budget
deficit. As a result, only $12 million a year on
average was disbursed in 2000-03 and to just 6
of the 51 countries that applied.””

The role of market gatekeepers

International trade debates tend to focus on
governments. Far less attention has been paid
to distortions associated with the concentration
of economic power in the hands of gatekeepers
to developed country markets. Global retail
and trading companies are increasingly impor-
tant in the international trading system, linking
millions of producers to consumers worldwide.
These companies contribute to the wealth gen-
erated through international trade. But their
increasing market power poses a threat to efforts
aimed at strengthening the links between trade
and human development.

Supermarkets are now the main gatekeeper

to developed country markets for agricultural
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produce. Their growth is transforming markets.
To sell in world markets, especially markets for
higher value-added crops, is increasingly to sell
to a handful of large supermarket chains. This
has important implications for the distribution
of benefits from trade.”®

The top 30 supermarket chains and food
companies account for about one-third of
global grocery sales.”” Within developed coun-
tries the market share of the largest operators is
increasing rapidly. Wal-Mart, now the world’s
largest company, accounts for more than one-
third of US food industry sales. In the United
Kingdom the top five supermarkets account for
70% or more of grocery sales—double the share
at the end of the 1980s. Parallel developments
are under way in developing countries. In the
late 1980s supermarkets accounted for less than
20% of food sales in Latin America. That share
has now climbed to 60%. The pace of change has
been astonishing: in one decade Latin America
experienced a scale of supermarket expansion
that took five decades in Europe.?°

Concentration of power has gone together
with the development of global sourcing and
supply systems. Wal-Mart buys its supplies
from more than 65,000 sources. Carrefour
sources its melons in northeast Brazil to supply
its retail outlets in that country and its distri-
bution centres in another 21 countries. Royal
Ahold sources apples in Chile for distribution
through a centre in Peru. Companies such as
Tesco in the United Kingdom source fruit and
vegetables from more than 200 suppliers, many
of them in developing countries.®!

These trends matter for the distribution of
benefits from international trade for three re-
lated reasons. First, supermarkets are the gate-
keepers to the fastest growing markets in world
agricultural trade and to markets with higher
levels of value added. Successful participation in
these markets has the potential to generate large
income gains for small farmers, especially for
those able to diversify out of primary commod-
ity markets. Second, the concentration of buy-
ing power information gives supermarkets an
enormous capacity to influence prices and the
wider terms and conditions under which small

farmers in developing countries trade with rich



countries. Third, the emergence of global supply
networks spanning large numbers of countries
gives supermarkets the capacity to shift their de-
mand across large numbers of suppliers, further
strengthening their power in the market.

The dominant business model in the super-
market sector places a premium on rapid deliv-
ery, high quality and—above all—intense price
pressure. As an Oxfam report puts it: “Buyers
work in a business culture of performance tar-
gets and incentives which encourages them to
squeeze suppliers on prices and delivery times,
with scant attention to the ethical repercus-
sions down the supply chain.”®? Supermarket
purchasing power ensures that adjustments to
lower prices are passed back to producers. For
example, in 2002 UK supermarket chains en-
gaged in a price war in bananas, the country’s
most popular fruit. Between 2001 and 2003
prices to producers were cut by one-third, with
devastating impacts on smallholder farmers in
the Caribbean and plantation workers.®?

Such trends point to a danger that export-
ers of higher value-added products in develop-
ing countries will be locked into the type of
adverse terms of trade trends faced by primary
commodity exporters. Supermarkets are also
creating barriers to market entry that are far
more formidable than tariffs for small produc-
ers. While prices are being squeezed, suppliers
are required to meet improved product stan-
dards, along with stringent criteria for just-in-
time delivery. Compliance requires a financial
and institutional capacity beyond the means of
many smallholders. This is especially the case
when supermarkets delay payments; the stan-
dard commercial practice is to pay 45-60 days
after delivery.®*

With western consumers increasingly WoTr-
ried about food safety, supermarkets are under
pressure to guarantee the standards and prov-
enance of the goods they sell. But the cost of
monitoring compliance with standards rises
with the number and geographical dispersion of
produccrs. This creates an incentive to contract
with large production and distribution centres.
The upshot is that the obstacles to market entry
are highest in precisely the areas in which trade
has the greatest potential to reduce poverty.

The experience of Kenya highlights the
problem. Over the past 15 years Kenya has
emerged as a dynamic exporter of fresh vege-
tables to the European Union, a rare example
of successful entry by an African country into
higher value-added markets. However, small-
holders are being left behind. In 1997 almost
three-quarters of Kenya’s high value-added hor-
ticulture exports were supplied by small farm-
ers. By 2000 this share had fallen to 18%.% The
biggest change to the industry has been the in-
creased importance of farms owned or leased by
major export companies. One of the motivating
factors behind this change has been the need to
comply with UK supermarket standards, es-
pecially on traceability. Another has been the
requirement to provide guaranteed quantities,
which supermarkets can change at short notice.
Looking to the future, demands imposed by
supermarkets could further marginalize small-
holders unable to afford the electricity, green-
houses and artificial lighting needed to provide
uniform produce.

Kenya is not an isolated example. World-
wide, there is growing evidence of smallholder
exclusion. In Brazil the inability to meet rising
technical standards required by supermarkets
resulted in 60,000 small-scale dairy farmers
being pushed out of the local market in the
second half of the 1990s.%¢ As supermarkets
extend their reach, the danger is that price pres-
sures will intensify and market barriers through
product-standard requirements will increase.

Lack of capacity

Export markets can offer huge opportunities for
human development. Exploiting those opportu-
nities requires more than open markets. Above
all, it requires a capacity to respond to market
openings—and to deal with adjustments. Many
poor countries and poor producers lack that
capacity.

Access to markets is a necessary but not suf-
ficient condition for successful integration into
international trade, as Sub-Saharan Africa has
found. The region faces the lowest tariff bar-
riers in developed countries, but this has not
halted its marginalization. One reason is high

Access to markets is
a necessary but not
sufficient condition for
successful integration

into international trade
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Invariably,
poor producers
face the highest

marketing costs

marketing costs—a problem linked to weak
institutions and lack of infrastructure capac-
ity. Transport costs add 15%-20% to the price
of Sub-Saharan Africa’s exports. At more than
three times the world average this is a barrier
that dwarfs the tariffs faced by African export-
ers.?” The report of the UK-sponsored Commis-
sion for Africa has proposed a $10-$15 billion
fund to overcome Africa’s infrastructure defi-
cit, underlining both the scale of the problems
and the critical role of aid in addressing trade
concerns.

Invariably, poor producers face the highest
marketing costs. Many do not have access to
the roads, technologies, market information or
productive assets—land, capital and water—re-
quired to succeed. In Lao PDR almost 40% of
villages are more than 6 kilometres from a main
road, and half the roads are inaccessible during
the rainy season. This makes it difficult to get
output to markets and raises the costs of inputs.
In Sub-Saharan Africa the density of the rural
road network is only 55 kilometres per square
kilometre, compared with more than 800 in
India.®® The inadequacy of rural roads raises
transaction costs, reduces farm-gate prices and
returns to labour and weakens market incen-
tives. It helps explain why it is not uncommon
for small farmers in Sub-Saharan Africa to re-
ceive 10%-20% of the export price of their pro-
duce, with the remainder beinglost to transport
and market costs.%?

At one level the prerequisites for human de-
velopment through trade are no different from
those for human development more broadly.
Without measures to overcome the deep defi-
cits and inequalities in access to health, edu-
cation and productive assets, integration into
global markets will bring few gains. That is why
trade policy needs to be developed as part of an
integrated strategy for poverty reduction and
human development. Leaving it to the market
is not an adequate approach.

Some of the success stories in agricultural
trade teach important lessons. In Senegal exports
of fruit and nuts have grown by more than 40%
since 1998, with smallholders the driving force.
More than 10,000 rural jobs have been created.
The key to success: a partnership of smallholders,

HUMAN DEVELOPMENT REPORT 2005

government and the autonomous Agricultural
Export Promotion project.”® The project is de-
veloping refrigeration centres, providing market
information and rehabilitating freight facilities.
In Ghana five smallholder cooperatives have cre-
ated a company that has been at the forefront of
anincrease in pineapple €XPOrts to the European
Union and regional markets. Initially supported
by the World Bank, the company works with
public bodies and private providers to contract
for technical services that assist farmers in meet-
ing product standards, procuring credit and ex-
porting” In India the Spices Board provides
a regulatory structure and marketing systems
linking 2.5 million producers to world markets,
providing support for marketing and pest man-
agement systems and maintaining quality stan-
dards. In cach case, public-private partnerships
have been critical to success.”

Since the start of the Doha Round devel-
oped countries have committed to increased
efforts in capacity building to overcome the ca-
pacity constraints hindering developing coun-
try exports.”> An extensive set of aid measures
has emerged under the banner of Trade-Re-
lated Technical Assistance and Capacity Build-
ing (TACB). On a conservative estimate, about
$2.1 billion is now directed towards TACB,
70% of it for relieving supply-side constraints
and the remainder allocated for institutional
capacity building in trade policy.

While some important benefits have been
delivered, TACB suffers from the problems in
aid outlined in chapter 3, writ large. There is a
multiplicity of technical assistance initiatives,
with weak coordination, limited funding and,
in many cases, limited ownership on the part of
recipient governments. Technical assistance is
frequently delivered randomly, indiscriminately
and on a stand-alone basis. Equally damaging
has been a narrow focus on implementation of
WTO agreements, many of dubious benefit to
developing countries (box 4.10).

Coherence is important for capacity build-
ing. All too often, trade policies undermine
the very objectives pursued under TACB pro-
grammes. While EU and US aid programmes
invest in capacity development for smallholder
farmers, their trade policies undermine the



Capacity building is critical to successfully integrating developing
countries in world trade. Developed countries have made this a
growing priority in their aid programmes. But technical assistance
for capacity building suffers from shortcomings that undermine its
effectiveness. This is particularly the case under the Trade-Related
Technical Assistance for Capacity Building (TACB) measures.

Donor-driven priorities. All too often TACB is biased towards
donor priorities. At the start of the Doha Round the EU negotiating
agenda prioritized competition policy, trade facilitation and
investment—the Singapore issues. The overwhelming majority
of developing countries, especially in Africa and among the least
developed countries, rejected this agenda. Even so, in 2001
the Singapore issues accounted for one-half of total technical
assistance in trade policy recorded by the WTO. By contrast, 1% of
policy support was directed towards negotiations on agriculture—
an area of vital concern for developing countries. In bilateral
programmes bias occurs through negative discrimination (donors
refuse to fund activities inimical to their immediate interests) and
positive discrimination (support is offered in areas prioritized by
donors).

Biased and restricted advice. Too much TACB advice is
about how to implement WTO agreements dictated by developed
countries, including much of the WTO activity conducted under
the Global Trust Fund established in 2001. Too little advice is about

Source: Deere 2005.

Sometimes capacity building suffers from outright policy incoher-
ence. A stark example is EU fisheries policy in Senegal. While one
part of EU aid and trade policy aims to support sustainable re-
source management and to balance export growth with local mar-
ket needs, another part is undermining these objectives.

The fisheries sector currently accounts for more than one-third
of Senegal’s export earnings, an estimated 75% of national protein
consumption and direct and indirect employment of about 600,000
people, including a large number of small-scale fishers.

Development of a fisheries export industry has been supported
by the French Development Agency, which has financed about one-
third of the costs associated with meeting EU food safety standards.
EU trade preferences have protected Senegal from low-cost com-
petition from Thailand. Other EU donors, along with the World Bank,
are supporting projects to improve Senegal’s capacity to manage
fish stocks on a sustainable basis. The European Union is spend-
ing $12 million to support inspection and monitoring. Diagnostic
work under the Integrated Framework for Trade-Related Technical
Assistance has highlighted the critical importance of developing a
national capacity to monitor stocks and control access.

While one part of EU aid and trade policy aims to support sus-
tainable resource management and to balance export growth with

areas that might redress power imbalances and enhance public
policy objectives.

Underfunding. Some of the most effective TACB programmes
are chronically underfunded. One example is the Joint Integrated
Technical Assistance Programme of the WTO, the United Nations
Conference on Trade and Development and the International Trade
Centre. This programme is highly regarded by African governments
in particular. However, the programme is currently financed
through a Common Trust Fund amounting to $10 million for 20
countries—hardly commensurate with the scale of disadvantage
facing African governments at the WTO. Current funding for the
Integrated Framework for Trade-Related Technical Assistance to
least developed countries amounts to less than $6 million.

Weak links to development strategies. Donor efforts to make
TACB integral in development cooperation and national poverty
reduction planning have fallen far short of expectations. The Integrated
Framework, a case in point, has carried out several high-quality
diagnostic assessments of supply-side constraints, especially as they
relate to the poor. Yet there is no evidence that the recommendations
have been integrated into Poverty Reduction Strategy Papers, most
of which say little about trade policy. Weak coordination, conflicting
and overlapping mandates of the agencies involved and bias towards
technical assistance over financing for infrastructure have further
weakened the Integrated Framework’s effectiveness.

local market needs, another part is undermining these very ob-
jectives. Since 1979 the European Union has financed a series of
agreements that give European vessels access to Senegal’s fish
stocks. The latest “cash for access” deal, a $64 million transfer
covering the period up to 2006, is part of a wider network of agree-
ments through which the European Union has subsidized access
to the fish stocks of other countries to compensate for overfishing
in EU waters.

After 15 years of “cooperation” with the European Union,
Senegal’s fisheries sector is in deep crisis. Stocks have been
severely depleted, disrupting the artisan sector, pushing up fish
prices in local markets and jeopardizing supplies to canning fac-
tories producing for export. Like earlier agreements, the current
arrangement puts no limit on harvesting. And since there are
no tonnage records, Senegalese authorities are unable to moni-
tor stocks. This is in stark contrast with the European Union’s
domestic fisheries management, where limits are set on total
catches.

The upshot is that the European Union is systematically under-
mining the development of a fish resource management system.
All of this rests uneasily with policy coherence objectives set out
in the Treaty of Rome.

Source: Brown 2005b; Kaczynski and Fluharty 2002; UNEP 2002; Picciotto 2004; CTA 2004; Jensen 2005.
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The WTQO’s one-country
one-vote facade obscures
the unequal power
relationships between

rich and poor countries

markets on which the livelihoods of rural pro-
ducers depend. One particularly stark illustra-
tion of incoherence in operation is the EU’s

fisheries policy, which actively undermines an
industry in Senegal supported through the aid
programmes of EU member states (box 4.11).

Turning Doha into a development round

Asargued throughout this chapter, strengthen-
ing the links between trade and human devel-
opment will require action across a broad front.
The immediate priority is to consider trade
policy as a central part of national planning for
poverty reduction—and then to ensure that
multilateral and regional trade rules support
human development priorities.

The Doha Round—and the WTO itself—
are an important part of this broader process.
Good trade rules will not resolve many of the
most pressing problems facing developing coun-
tries, but good rules can help. And bad rules
can inflict serious damage. The next ministe-
rial meeting of the WTO in December 2005
provides a critical opportunity to adopt a ne-
gotiating framework that delivers on the com-
mitment to a development round. It can also
set the scene for future negotiations that put
human development—alongside progressive
and balanced liberalization—at the centre of
the WTO’s remit. Failure to seize this oppor-
tunity will weaken—perhaps fatally—the al-
ready strained legitimacy and credibility of the
WTO.

Rethinking WTO governance

Rule changes do not take place in a vacuum.
They are shaped by institutions and, in the case
of the WTO and world trade, by power relation-
ships. The critical challenge for a multilateral
system is to provide a framework in which the
voices of weaker members carry weight.

In principle, the WTO is a supremely
“democratic” body. Unlike the World Bank
or the IMF, its decision-making structures do
not reflect the financial power of members. The
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prevailing rule is one country, one vote, with
cach member having the right to veto decisions
taken on what purports to be a consensus basis.
In a formal sense, Benin has the same vote as the
United States, and Bangladesh as the EU.

In practice, the one-country one-vote facade
obscures the unequal power relations that shape
the outcome of WTO negotiations. Some coun-
tries are more able than others to influence the
WTO agenda. In the Uruguay Round devel-
oping countries, despite being in the majority,
were unsuccessful in opposing the extension of
the WTQ?s rules into areas such as intellectual
property, investment and services. The agree-
ment on agriculture left most EU and US farm
subsidy programmes intact for the simple rea-
son that it was in all but name a bilateral agree-
ment between the two parties that was forced
onto the multilateral rules system. In effect, the
world’s economic superpowers were able to tai-
lor the rules to suit their national policies.

Institutional factors exacerbate inequalities
between countries. The ability to shape agree-
ments depends on the capacity of countries to
follow complex, wide-ranging negotiations,
an area in which some countries are distinctly
more equal than others. In 2004, 33 develop-
ing countries, 10 of them in Africa, that were
WTO members or in the process of accession
had no permanent representative. The aver-
age size of a least developed country WTO
mission is two professional staff. At the other
extreme the European Union has 140 staff to
make its case in WTO negotiations. That is
without taking into account trade officials in
national capitals, which would multiply that
number several times over.?* While some de-

veloping countries—such as Brazil, China and



India—field large negotiating teams and are ef-
fective participants in negotiations, most devel-
oping countries are marginalized.

This deficit in representation matters. In day
to day negotiations sheer weight of numbers and
easy access to expertise count a great deal. Ca-
pacity to use the system is also reflected in the
dispute procedure: not a single country in Africa
has taken out a WTO case. Correcting these in-
stitutional imbalances is a requirement for creat-

ing a meaningful democracy at the WTO.

How trade could deliver
for the MDGs

Fairer international trade rules could give a pow-
erful impetus to the MDGs. Generating that
impetus will require greater coherence between
the trade policies of developed country govern-
ments and their development polices and com-
mitments. Unfair and unbalanced trade rules
are hampering international efforts to achieve
the MDGs. The Doha Round provides an
opportunity to address this problem, but there
has been little progress so far. What is needed
is a two-step approach to refocus the round on
its development objectives and to set a develop-

ment framework for future negotiations.

A down payment on the development round
The ministerial meeting in Hong Kong, China
(SAR), in December 2005 provides a last chance
to restore confidence in the Doha Round. That
meeting needs to deliver tangible and practical
results. These results should include a down pay-
ment on the development round in three spe-
cific areas: market access, agricultural support
and special and differential treatment for devel-
oping countries.

The 2005 ministerial meeting provides an
opportunity to remove some of the more egre-
gious market access restrictions that limit the
ability of poor countries to benefit from trade.
Binding schedules should be agreed upon to:

e Eliminate tariff peaks and reduce tariff es-
calation by lowering maximum tariffs to no
more than twice the average tariff by 2010.

e Implement the proposal of the UK-
sponsored Commission for Africa to apply

duty-free and quota-free access to all exports

from low-income Sub-Saharan Africa and

to extend this access to all least developed
countries in other regions.

e Relax rules of origin by adopting before
2007 legislation based on international best
practice to reduce the value-added require-
ment for eligible products to 25% of export
value and allow countries receiving prefer-
ences to source inputs from anywhere in the
world.

e Establish in 2006 a trade adjustment com-
pensation fund providing $500 million
a year for the next decade to compensate
countries for preference erosion.

Progress in agriculture is critical. Developed
country policies destabilize and depress world
markets, undermine the position of competitive
agricultural exporters and increase rural pov-
erty by flooding food markets in poor countries
with subsidized exports. After four years of ne-
gotiations, nothing has been achieved. No time-
table has been set for eliminating export subsi-
dies, and developed countries are restructuring
subsidies to evade WTO disciplines. Immedi-
ate priorities for a schedule of commitments
by developed countries should provide for the
following:

e A binding prohibition on all direct export
subsidies by 2007.

e A reduction in overall subsidies by 2010 to
a level no higher than 10% of the value of
production.

e Compensation for developing country pro-
ducers most affected by developed country
agricultural policies in key commodities
such as sugar and cotton.

e Phased reduction in import tariffs through
the so-called Swiss formula, which makes
the deepest cuts on the highest tariffs, with
a ceiling of 10% by 2010.

e An end to Blue Box provisions that allow
countries to provide unlimited market-
based support.

WTO rules recognize in principle that
developing countries should not have to make
commitments incompatible with their eco-
nomic status and development needs. In prac-
tice, the special and differential treatment

Fairer international trade
rules could give a powerful

impetus to the MDGs
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provision has failed to provide a framework for
aligning WTO obligations with a commitment
to human development. This was recognized in
the Doha Declaration, which called for “more
precise, effective and operational” rules. How-
ever, developing countries have come under
pressure to liberalize imports at a rate incon-
sistent with their development needs. While
import liberalization can offer advantages for
human development, it should be applied in

a sequenced fashion consistent with national

poverty reduction strategies and the MDGs,

with which WTO rules should be aligned. The

2005 ministerial meeting provides a chance to

elaborate these rules for market access and agri-

culture. To this end, developed countries should
agree to:

e Limit reciprocal demands for market access
in non-agricultural goods, allowing devel-
oping countries to reduce average tariffs
through a formula that allows a high degree
of flexibility.

e Exempt “special products” in agriculture
from any requirement to liberalize, and
permit developing countries to apply safe-
guard mechanisms to restrict market access
when import levels threaten food security.
These products should include basic food
staples as well as crops that are important
for rural livelihoods and the income of poor
households.

e Revise WTO accession rules to ensure that
new developing country members do not
have to comply with liberalization demands
inconsistent with their development status.

Looking to the future

It would be unrealistic to expect the Doha
Round, let alone the 2005 ministerial meeting,
to resolve all of the tensions between WTO
rules and developed country trade policies on

the one side, and the MDGs and wider human
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development goals on the other. However, min-
isterial meetings are important partly because
they can signal intent. In the current context
industrial countries need to signal their intent
to revise agreements and rebalance negotiations
in the following areas:

o Industrial and technology policy. There
should be a commitment to relax the con-
straints imposed on the development of
active industrial and technology policies
through Trade-Related Investment Mea-
sures and other agreements.

o Intellectual property. The TRIPS agreement
arguably should not have been brought on
to the WTO agenda. While intellectual
property protection is important, the cur-
rent framework suffers from a one size fits
all model that fails to take into account
the needs and interests of developing coun-
tries. The challenge now is to strengthen the
public health provisions in the agreement,
increase the scope for technological inno-
vation and, for developed countries, to act
on the TRIPS commitment to help finance
technology transfer.

o Services. Liberalization of rules on tempo-
rary movements of people under the Gen-
eral Agreement on Trade in Services would
do a great deal to achieve a more equitable
distribution of the benefits from trade.
Developed countries should put the liber-
alization of service markets in developing
countries on the WTO back-burner and
prioritize instead a phased liberalization of
their domestic labour markets.

o Commodities. The crisis facing commodity
producers has to be placed squarely at the
centre of the international trade agenda.
An integrated approach that encompasses
increased debt relief, compensation, risk in-
surance and, in some cases, supply manage-

ment should be developed.



13I74dNOJ LNIT0IN m




“What begins with the failure
to uphold the dignity of one
life all too often ends with a
calamity for entire nations.”




CHAPTER

Every civilian death linked
to conflict is a violation

of human rights. But the
risk is heavily weighted
against people living in

the poorest countries

Violent conflict—bringing the
real threat into focus

If human development is about expanding choice and advancing rights, then violent

conflict is the most brutal suppression of human development. The right to life and

to security are among the most basic human rights. They are also among the most

widely and systematically violated. Insecurity linked to armed conflict remains one

of the greatest obstacles to human development. It is both a cause and a consequence

of mass poverty. As the UN Secretary-General has put it, “humanity cannot enjoy

security without development or development without security, and neither without

respect for human rights.”?

Almost 15 years after the end of the cold war
there is a perception that our world is becom-
ingless safe. In industrial countries public opin-
ion polls suggest that this perception is linked
to fears of terrorist threats. These threats are
real. Yet they also create a distorted perception
of the distribution of human insecurity. Since
1998 terrorism has been responsible for nearly
20,000 fatalities globally.> Meanwhile, con-
flict in the Democratic Republic of the Congo
is estimated to have caused nearly 4 million
deaths, the vast majority not from bullets but
from malnutrition and disease. In Sudan the
ongoing humanitarian tragedy in the Darfur
region flickers intermittently into world news
reports, yet it is claiming victims on a scale that
dwarfs the threats facing people in rich coun-
tries. Every civilian death linked to conflict is a
violation of human rights. But the risk of viola-
tion is heavily weighted against people living in
the world’s poorest countries.

Since 1990 more than 3 million people
have died in armed conflict.* Almost all of the
deaths directly attributable to conflict have
happened in developing countries. Apart from
the immediate human costs, violent conflict
disrupts whole societies and can roll back human
development gains built up over generations.

Conflict disrupts food systems, contributes

to hunger and malnutrition and undermines
progress in health and education. About 25
million people are currently internally displaced
because of conflict or human rights violations.?
Nine of the 10 countries ranked at the bottom
in the human development index (HDI) have
experienced violent conflict at some point since
1990.

Violent conflict in developing countries
demands the attention of rich countries.
Moral responsibility to address suffering and
a shared interest in collective security provide
the two most compelling reasons for rich
countries to participate in the development
of a collective security strategy for all. The
rights violated by conflict are universal human
rights that the entire international community
has a moral and legal duty to uphold. The
Millennium Development Goals (MDGs)
provide another rationale for putting human
security in developing countries at the centre
of the international agenda. Few things in the
future are certain. But one certainty is that
preventing and resolving conflict and seizing
opportunities for post-conflict reconstruction
would demonstrably accelerate progress towards
the MDGs. Conversely, failure in these areas
will make it difficult for the world to achieve
the targets it has set.
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Today’s security strategies
suffer from an overdeveloped
military response to
collective security threats
and an underdeveloped

human security response

Rich countries have another reason to
prioritize measures to address the challenges
posed by violent conflict in poor countries.
That reason can be summarized in two words:
enlightened self-interest. One hundred
years ago states may have had the option of
building security at home by investing in
military hardware, strengthening borders and
treating their countries as islands that could
be insulated from the world beyond. That
option has gone. In our globalized world no
country is an island. Violent conflict creates
problems that travel without passports and
do not respect national borders, even when
those borders are elaborately defended. As the
UN Secretary-General’s High-level Panel on
Threats, Challenges and Change warned in
2004, in an interdependent world collective
security cannot be developed on a purely
national basis.¢

Collective security links people in rich
countries directly to communities in poor
countries where lives are being devastated by
conflict. International drug trafficking and
illicit arms transfers provide the financing
and the weapons that fuel violent conflicts in
countries such as Afghanistan and Haiti—and
they create profound threats to public welfare
inrich countries. When health systems collapse
because of violent conflict, rich countries as well
as poor face an increased threat of infectious
disease. The breakdown of immunization
systems in Central Africa and parts of West
Africa is a recent example. When violence
uproots people from their homes, the flows of
refugees and displaced people, and the export
of conflict to neighbours, create challenges for
the entire international community. When
weak states tip over into violent conflict,
they provide a natural habitat for terrorist
groups that pose a security risk to people in
rich countries while perpetuating violence in
poor ones. Above all, when rich countries,
through their indifference, display a tolerance
for poverty and violent conflict, it challenges
the hope that an interconnected world can
improve the lot of everyone, including the
poor, the vulnerable and the insecure.
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Violent conflict in poor countries is one
aspect of global insecurity. But threats to
security extend not just to war, civil violence,
terrorism and organized crime, but also
to poverty. Infectious disease, hunger and
environmental degradation are still far bigger
killers than armed conflict—and each of these
killers is both a cause and an effect of violent
conflict. While there is no automatic link
between poverty and civil conflict, violent
outcomes are more likely in societies marked
by deep polarization, weak institutions
and chronic poverty. The threats posed by
terrorism demand a global response. So do
the threats posed by human insecurity in the
broader sense. Indeed, the “war against terror”
will never be won unless human security is
extended and strengthened. Today’s security
strategies suffer from an overdeveloped
military response to collective security threats
and an underdeveloped human security
response.

This chapter looks at the human
development challenge posed by violent
conflict. The first section outlines the changing
nature of conflict and examines the human
development costs. It shows how the nature of
conflict has changed, along with the geography
of conflict: wars between states have given way
to conflicts within borders, with poor countries
ﬁguring more prominently. The second section
looks at some of the structural weaknesses
affecting states that are prone to conflict.
These range from weak capacity to provide
basic services to contested legitimacy and deep
horizontal inequalities. The third section turns
to questions of what rich countries can do to
enhance human security. The fourth section
explores the transitions from war to peace to
security and the facilitating roles of aid and
the private sector. The final section highlights
what the international community can do
to build collective security. While this is a
large agenda, it focuses on four areas: aid for
conflict-prone countries, market interventions
to deprive conflict areas of finance and arms,
the development of regional capacity, and
reconstruction.



Violent conflict at the start of the twenty-first century

Eleven years ago Human Development Report
1994 set out a framework for security beyond
narrowly defined military concerns. Human
security, the report argued, has two aspects:
safety from chronic threats, like hunger, dis-
case and repression, and protection from sud-
den disruptions in the patterns of daily life.
Violent conflict undermines human security in
both dimensions. It reinforces poverty and dev-
astates ordinary lives.

The international security institutions of
today were formed as a response to the two great
wars of the first half of the twentieth century
and the threats posed by the cold war. Today’s
world faces new challenges. The nature and ge-
ography of conflict have changed. Sixty years
ago a visionary generation of post-war leaders
sought to address the threats posed by conflicts
between states. The United Nations was a prod-
uct of their efforts. At the start of the twenty-
first century most conflicts are within states,
and most victims are civilians. The challenges
are no less profound than those faced 60 years
ago. Yet as UN Secretary-General Kofi Annan
pointed out in his proposals for reforming the
United Nations, the response has been limited:
“On the security side, despite a heightened sense
of threat among many, we lack even a basic con-
sensus, and implementation, where it occurs, is
all too often contested.”” The human develop-
ment costs of failure to provide a vision backed
by a practical strategy are immense, but insuf-
ficiently appreciated.

Security risks have shifted
towards poor countries

Viewed over the long term, we live in an
increasingly violent world. The century that
just ended was the most violent humanity
has experienced. Nearly three times as many
people were killed in conflict in the twentieth
century as in the previous four centuries com-

bined (table 5.1).

Conflict trends can be interpreted in both a
positive and a negative light. The last decade of
the twentieth century witnessed a marked re-
duction in the number of conflicts. From a high
of 51 conflicts in 1991 there were only 29 ongo-
ing conflicts in 2003 (figure 5.1). But although
the number of conflicts has declined, the wars of
the last 15 years have exacted an extremely large
toll in human lives. The Rwandan genocide in
1994 killed almost 1 million people. The civil
war in the Democratic Republic of the Congo
haskilled some 7% of the population. In Sudan
a two-decade long civil war between the north
and the south claimed more than 2 million lives

and displaced 6 million people. As that conflict

- Fewer conflicts since 1991
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a. Conflict between a state and internal opposition groups with intervention from
other states.

b. Conflict between a state and a non-state group outside its territory.

Source: Calculated on the basis of data on armed conflict from Strand,
Wilhelmsen and Gleditsch 2005.

The international security
institutions of today were
formed as a response
to the two world wars
and the threats posed

by the cold war

- Conflicts steadily cost more in human lives

Conflict-related

World population,

Conflict-related deaths as

deaths mid-century share of world population
Period (millions) (millions) (%)
Sixteenth century 1.6 493.3 0.32
Seventeenth century 6.1 579.1 1.05
Eighteenth century 7.0 7574 0.92
Nineteenth century 194 1172.9 1.65
Twentieth century 109.7 2,519.5 4.35

Source: Conflict deaths data, Sivard 1991, 1996; twentieth century population data, UN 2005d; other population data, Human Development

Report Office interpolation based on Sykes 2004 (table B-10).
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Security risks

are shifting
to Africa

Share of global conflicts

30% 2L Africa®

1946-1989 1990-2003

a. The entire continent, not just Sub-Saharan Africa.
Source: Calculated on the basis of data on armed

conflict from Strand, Wilhelmsen and Gleditsch 2005.

ended, a new state-sponsored humanitarian
crisis erupted in the western region of Darfur.
Today, an estimated 2.3 million people are dis-
placed and another 200,000 or more have fled
into neighbouring Chad. The 1990s also saw
ethnic cleansing in the heart of Europe, as vio-
lent civil conflicts swept the Balkans.

The geographical pattern of conflict has
changed over time, with a clear shift in security
risks towards the poorest countries. During
1946-89 low-income developing countries ac-
counted for just over one-third of all conflicts.
Over 1990-2003 low-income countries ac-
counted for more than half of the countries and
territories that experienced violent conflict.’
Nearly 40% of the world’s conflicts are in Af-
rica (figure 5.2), including several of the bloodi-
est of the last decade and a half. Meanwhile,
even though the number of conflicts is falling,
today’s wars last longer. As a consequence, their

impact on human development is severe.?

Human development costs of conflict

Violent conflict imposes some obvious and
immediate human development costs. Loss of
life, wounding, disability and rape are all corol-
laries of conflict. Other costs are less immedi-
ately visible and less casy to capture in figures.
Collapsing food systems, disintegration of
health and education services and lost income
are all aspects of conflict that have negative
implications for human development. So do
psychological stress and trauma. Statistics alone
cannot reflect the full costs—and data are often
at their weakest in countries undergoing violent
conflict. But what is clear is that the immedi-
ate human costs, though enormous, represent
a small fraction of the price countries pay for
conflict.

The HDI provides a tool for looking at the
longer term costs of conflict. HDI ranking is
affected by many factors, so caution has to be
exercised in interpreting the relationship be-
tween any given HDI score and the country’s
conflict status. Even with these caveats there
is a strong association between low human de-
velopment and violent conflict. Indeed, violent

conflict is one of the surest and fastest routes to
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the bottom of the HDI table—and one of the

strongest indicators for a protracted stay there.

Of the 32 countries in the low human develop-

ment section of the HDI table, 22 have experi-

enced conflict at some point since 1990 and 5

of these experienced human development rever-

sals over the decade. The lethal impact of violent
conflict on human development is readily ap-
parent from the following:

e Nineofthe 10 lowest HDI countries have ex-
perienced conflict at some point since 1990.
Only two of them were democracies.'

e Seven of the 10 countries in the bottom
ranking in GDP per capita have undergone
conflict in recent years.

e Five of the 10 countries with the lowest life
expectancy suffered conflict in the last 15
years.

e Nine of the 10 countries with the highest
infant mortality and child mortality rates
have suffered conflict in recent years.

e Eight of the 10 countries with the lowest
primary enrolment ratio have experienced
conflict at some point since 1990.

e Nine of the 18 countries whose HDI de-
clined in the 1990s experienced conflict
in the same period. Per capita incomes and
life expectancy fell in virtually all of these
countries.

As a result of these human development re-
versals, countries suffering violent conflict are
among the group furthest off track for achiev-
ing the MDGs. Despite data gaps in conflict
countries that make it difficult to link conflict
incidence with MDG performance, evidence on
child mortality is available for almost all coun-
tries. Thirty of the 52 countries with child mor-
tality rates that have stagnated or worsened have
experienced conflict since 1990. Asin other areas
of human development, indicators of child wel-
fare provide a sensitive barometer for measuring
the impact of conflict on human well-being.

Striking as they are, HDI indicators for
countries in conflict provide a static snapshot of
adynamic picture. The losses in welfare that they
reflect are cumulative and extend across differ-
ent dimensions of welfare. In Sudan violent con-
flict has not only claimed lives but has created
conditions under which human development



reversals are transmitted across generations. In
southern Sudan only about one in five children
attend school, less than one-third of the popula-
tion has adequate sanitation, and the maternal
mortality ratio (763 deaths per 100,000 live
births) is one of the highest in the world. The
peace settlement that brought the long-running
North-South conflict to a close has created at
least the possibility of recovery. Meanwhile, in
the Darfur region government-backed militia
have engineered another human development
crisis. Malnutrition rates are estimated at 40%,
and 60% of people have no access to clean water.
While the child mortality rate in Sudan is half
the Sub-Saharan African average, the latest esti-
mates suggest that the mortality rate in northern
Darfur is three times the average and in West
Darfur six times the average. Meanwhile, the
conflict is creating the conditions for long-term
food insecurity. The displacement is so wide-
spread and persistent that few houscholds are
expected to return home for the 2005 planting
season, with the result that access to food and
income will become more precarious.

As the case of Darfur demonstrates in ex-
treme form, violent conflict claims lives not
just through bullets but through the erosion of
human security more broadly. The disruption
of food systems, the collapse of livelihoods and
the disintegration of already limited basic ser-
vices create powerful multiplier effects, with
children in the front rank of victims. Of the
3 million deaths worldwide related to violent
conflict since 1990, children account for about
2 million. Many of these deaths occurred in the
Democratic Republic of the Congo (box 5.1).
Since 2002 a tentative ceasefire has reduced the
number of deaths resulting directly from violent
conflict. But the “excess death rate”—the num-
ber of people dying above the expected rate in a
normal year—suggests that the violent conflict
multiplier effect is still claiming 31,000 lives
each month. Most of these deaths are attribut-
able to infectious diseases among children.

Even limited outbreaks of violent conflict
can create a downward spiral. Insecurity, losses
of physical infrastructure, reduced economic ac-
tivity, the opportunity costs of military expendi-
ture, loss of assets and related vulnerabilities are

a toxic combination for development. Conflict
increases poverty, reduces growth, undermines
investment and destroys the infrastructure on
which progress in human welfare depends. It
encourages high levels of military spending, di-
verting resources from productive investment.
Violent conflict also spreads malnutrition and
infectious disease through the breakdown of
services and increased numbers of refugees and
displaced people. The following sections look at
some of the main elements contributing to the
human development costs.

Slowed economic growth, lost assets and
incomes

Violent conflict creates losses that are transmit-
ted across whole economies, undermining the
potential for growth. With fewer assets and
less capacity to respond to losses in income and
assets, poor people are especially vulnerable to
the economic impact of conflict.

The World Bank estimates that a civil war
lasts seven years on average, with the growth
rate of the economy reduced by 2.2% each year.!!
Few countries losing ground on this scale have
a credible prospect of halving poverty by 2015.
One study puts the average cost of a conflict as
high as $54 billion for a low-income country,
taking into account the increased risk of future
conflict, although attempts to quantify the im-
pact are open to challenge on methodological
grounds.!> What is clear is that the absolute
amounts are very large—and that they dwarf
the potential benefits of aid flows. Cumulative
losses increase as civil conflict drags on. Long-
running conflicts in Latin America have had se-
vere impacts on economic growth.!? In Colom-
bia armed conflict between government forces
and rebel guerrillas since 1992 is estimated to
have shaved 2 percentage points annually from
the economic growth rate.

Violent conflict gives rise to chain reactions
that perpetuate and extend economic losses. A
slowing economy and an uncertain security en-
vironment represent powerful disincentives for
investment, domestic and foreign, and a power-
ful incentive for capital flight: transfers of al-
most 20% of private wealth have been recorded
in some countries as conflict looms.!* Alongside

Violent conflict claims lives
not just through bullets
but through the erosion of

human security more broadly
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The conflict in the eastern part of the Democratic Republic of the
Congo receives little media attention. Nor does it register any lon-
ger as a major international security concern on the radar screens
of developed country policy-makers. Yet it is the site of the deadli-
est conflict since the Second World War.

The conflict illustrates graphically how the number of direct
casualties can understate the human costs. Comparing death rates
during 1998-2004 with what would have occurred in the absence
of violent conflict shows an estimated 3.8 million “excess deaths”.
The conflict demonstrates another feature of the relationship be-
tween violent conflict and human development: peace settlements
bring no automatic recovery of losses in human welfare. Despite
improvements in the security situation since a tentative ceasefire
in 2002 came into effect, the crude mortality rate in the country re-
mained 67% higher than before the conflict and double the average
for Sub-Saharan Africa. Nearly 31,000 people still die each month
in excess of the average levels for Sub-Saharan Africa as a result
of disease, malnutrition and violence.

In addition, whole communities have been dislocated. As of March
2004 the UN’s Office for the Coordination of Humanitarian Affairs had
recorded 3.4 million Congolese as internally displaced out of a popu-
lation of 51.2 million. Dislocation and vulnerability at such a massive
scale make this the world’s worst post-1945 humanitarian disaster.

Poor households have been especially vulnerable. With dis-
location has come loss of assets, especially in rural areas, which
are more vulnerable to looting by armed factions. Many farmers
have been forced to abandon their land in search of short-term
cash incomes, often joining work forces in illegal mining opera-
tions. Disruption of agriculture has undermined food systems and
exacerbated the threat of malnutrition. Agricultural production in
eastern provinces is now a tenth of its pre-war levels. Even where
crops are produced or goods are available for exchange, the break-
down of river transport links further limits access to markets. In the
country as a whole almost three-quarters of the population—some
35 million people—are undernourished.

Children have been in the front line of casualties resulting from
the conflict (see figure). Diseases like measles, whooping cough

(S P —————

and even bubonic plague have re-emerged as major threats. In
2002 the infant mortality rate in the eastern provinces was 210
deaths per 1,000 live births—nearly double the average for Sub-
Saharan Africa and more than 70% higher than the national aver-
age for the country. The infant mortality rate in the eastern prov-
inces fell in 2003/04, demonstrating a “peace premium” in terms
of lives saved and providing an indication of the costs of conflict.
Conflict has also taken a toll on education. School enrolment rates
in the country fell from 94% in 1978 to 60% in 2001.

Daily insecurities persist. Despite the All-Inclusive Peace
Agreement signed in 2003,
hundreds of thousands of
people have still not been situation worse
able to resume normal lives. ;
In fact, since November 2004 I(gl;aant:];n sgra?%(r)%t?i‘vi%(iﬁhs)
nearly 200,000 people have

Democratic Republic of the Congo
fled their homes in North and

South Kivu provinces, seeking 295
safety in the forests. 00 East
The ongoing costs of -
conflict point to weaknesses
in the peace agreement. -
Armed forces from other
countries still operate widely West
in the Democratic Republic of ——i?rti)c—gaharan
the Congo, along with rebel 75 average
groups. The eastern region 50

has become a military base
for the Democratic Forces
for the Liberation of Rwanda
(FDLR)—Hutu rebels linked to
the 1994 genocide. It is also
a magnet for forces from neighbouring states seeking to exploit
the region’s vast mineral wealth. Disarming the FDLR, expelling
the armed forces of foreign states and bringing mineral exploita-
tion under effective state control are immediate requirements for
extending real security.

Source: IRC 2004.

Source: FAO 2004b; IRC 2004; Global IDP Project 2005b; Oxfam GB, Save the Children and Christian Aid 2001; UNICEF 2000, 2001b; UN OCHA 2002,
2004a, b; Oxfam International and others 2002; UNHCR 2004; WHO 2004a; Human Rights Watch 2004a.

falling investment is the loss of years of devel-
opment through the destruction of physical
capital. Destroyed roads, bridges and power
systems represent a loss of past investment as
well as a threat to future recovery. El Salvador
lost an estimated $1.6 billion worth of infra-
structure during its conflict years, with devas-
tating consequences for the country’s growth

performance.”®
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The links between growth and violent con-
flictappear to run in both directions. Poor coun-
tries are more prone to conflict. Cross-country
econometric research finds that countries with
a per capita income of $600 are half as likely
to experience civil war as countries with a per
capita income of $250.1 This suggests that pov-
erty and low income are associated with con-
flict, which in turn reinforces the conditions for



poverty and low growth. For many countries,
the conflict trap is part of the poverty trap.

The economic costs associated with conflict
are not neatly contained within national bor-
ders. The most immediate spillover effect of a
civil war on a neighbouring country is the influx
of refugees, such as Afghans in Pakistan and
Iran, Congolese and Burundians in Tanzania
and Sudanese in Chad. But the wider impact is
the increased risk of being drawn into the con-
flict, consequent rises in military spending, de-
clining investment in the region as a whole and
disruption of trade routes. A country bordering
a conflict zone can expect about half a percent-
age point decline in its own growth rate.!”

In addition to the direct loss of incomes
and investments, there are costs with a bear-
ing on human development. Military spending
increases during civil wars, with associated op-
portunity costs. On average a civil war results
in extra military spending of 1.8% of GDP.!®

These are resources that could be more produc-
tively deployed to provide social services and
economic infrastructure.

Beyond the macro level, the cost of conflicts
falls disproportionately on poor and marginal-
ized people. Fears of violent conflict can disrupt
local trading systems and cut people off from
the markets on which their livelihoods—and
sometimes their survival—depend. In northern
Uganda violent conflict has led to the repeated
disruption of cattle markets, with devastating
consequences for pastoral farmers—one of the
poorest groups in the country. The Karamoja re-
gion of northeastern Uganda bordering Kenya
and Sudan does not appear on the standard
media map of conflict hotspots. The scale of
suffering caused by violent conflict suggests that
it should. Partly generated by intense competi-
tion for resources, the conflict has increased the
vulnerability of the Karamojong pastoralists to
poverty (box 5.2).

A country bordering a
conflict zone can expect
about half a percentage
point decline in its own

growth rate
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Violent conflict destroys livelihoods as well as claiming lives. When
peace breaks down, the movement of goods is often disrupted as
traders abandon affected areas, lowering the prices of traded prod-
ucts and shrinking the incomes of the poor. Pastoral communities
in eastern Africa have been among the most affected.

The Karamoja region in northeastern Uganda, comprising the
districts of Kotido, Moroto and Nakapiripirit, shows what can hap-
pen when violent conflict and market disruption reinforce each other.
Economic insecurities have become chronic. Bordering Sudan and
Kenya, Karamoja poses a unique development challenge. It is one of
the poorest regions in Uganda, with some of the worst human devel-
opment indicators. It is semi-arid and vulnerable to drought and has
limited access to markets and poor delivery of social services.

Conflict in Karamoja has complex roots. Most of the population
are pastoralists. Colonial and, until recently, post-colonial govern-
ments viewed the Karamojong pastoral way of life as outdated,
economically unproductive and environmentally destructive. Ef-
forts were made to enforce settlement by de-stocking, imposing
boundaries, restricting movements to dry season grazing areas and
forcing intensification of cropping.

The consequences have included increased competition for
scarce resources and destitution of pastoralist households. As
livelihoods became more vulnerable, livestock raiding became a
survival strategy. Large influxes of small arms following conflicts in
Somalia and Ethiopia and, more recently, in the wider Great Lakes

Source: Gray 2000; Nangiro 2005; Odhiambo 2004.

region meant that these raids took increasingly bloody forms, as
did the reprisals.

Today, conflicts over livestock and grazing maintain a spiral of
violence between different pastoral clans. That violence crosses
borders. In March 2004 the Dodoth raided the Kenyan Turkana peo-
ple when the Turkana crossed over into Dodoth territory to graze
their livestock. The Turkana had entered with 58,800 cattle. In a sin-
gle incident of raiding the Turkana lost 2,915 cattle to the raiders.

Highway banditry has become a standard feature of the con-
flict. During 2003 and 2004 at least 10 lorries ferrying livestock
were ambushed along the Kotido—Mbale highway. Traders are now
reluctant to source livestock from pastoral markets in the area. In
March 20083 purchases were less than one-tenth the level of a year
earlier.

Armed raids have led to the destruction of health and education
infrastructure. Many health workers and teachers have deserted
their work for fear of being killed in local skirmishes. In 2003-04
two health workers and five teachers were killed at their posts. As
a consequence, access to social services has declined.

Failure to address pastoral destitution has encouraged the in-
stitutionalization of violent conflict and raiding as part of pastoral-
ism in Karamoja. Conflict is part of daily life. The heavy militariza-
tion of the region has created a situation in which lawlessness,
deprivation of life and property and gun wielding are now the or-
dinary way of life.
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Itis not just low-income countries that man-
ifest a strong link between violent conflict and
economic dislocation. Conflict also disrupts la-
bour markets in middle-income economies, re-
ducing the returns on the most important asset
of poor people: their labour. In the Occupied
Palestinian Territories labour market disrup-
tion has contributed to a sharp increase in pov-
erty. Rising unemployment, increased poverty
and falling incomes have gone together with a
wider deterioration in human development in-
dicators (box 5.3).

Asset loss can have devastating effects, de-
priving poor households of collateral and the
savings that provide security against future
risks. Problems are especially pronounced in

rural areas when people lose access to arable
land, livestock, implements and seeds or when
agricultural infrastructure, like irrigation sys-
tems, is destroyed. In the Bahr-el-Ghazal re-
gion of Southern Sudan 40% of houscholds lost
all their cattle in the 20-year conflict.!” Losses
of male labour have intensified the pressures
on women secking to rebuild lost assets and
maintain incomes. The female-male ratio in the
region has risen to 2:1.2° Women as heads of
houscholds have to not only tend to their chil-
dren but also find employment and income in
highly insecure environments.

Direct losses to agricultural production
and infrastructure can have devastating con-
sequences for poverty reduction efforts. Net

= prem——————

The Occupied Palestinian Territories registered some improve-
ments in human development through the 1990s. But the second
intifada (uprising) since September 2000, and the associated mili-
tary incursions in the West Bank and Gaza, have resulted in a sharp
deterioration in living standards and life chances.

One effect of the conflict has been a major downturn in the
Palestinian economy. Border closures have cut workers off from la-
bour markets in Israel. Meanwhile, small enterprises have suffered
disruptions to supplies of inputs and exclusion from markets. The
effect has been to drive down wages and drive up unemployment.
Unemployment rates rose from 10% before September 2000 to
30% in 2003. In 2004 the figure climbed to 40%.

An educated and, until 2000, increasingly affluent work force
has experienced a dramatic increase in poverty. The poverty
rate more than doubled from 20% in 1999 to 55% in 2003 (see
table).

Conflict has disrupted all economic activities. Consider
the relatively prosperous West Bank district of Nablus. Prior to
September 2000 the town was a commercial hub. As a result of the
conflict there has been a growing military presence, long curfews
(@ 24-hour curfew during much of the second half of 2002), more
checkpoints and blocked access roads. The result: shops closing,
workers selling their tools and farmers selling their land.

Restrictions on movement have affected healthcare and educa-
tion as well. Nearly half the Palestinian population is unable to ac-
cess health services. Maternal care fell sharply by 2002, and chronic
malnutrition in children increased by 50% in both the West Bank
and Gaza. In the past four years 282 schools have been damaged,
and another 275 are considered in the direct line of confrontation.

Increased insecurity is affecting work opportunities and the
provision of basic services, with negative consequences and rever-
sals of human development for the Palestinian population.

Human development reversal on a grand scale

Percent
Before

Indicator September 2000 2001 2002 2003
Poverty rate 201 45.7 58.6 551
Unemployment rate 10.0 26.9 28.97 30.5
Women receiving antenatal care 95.6 . 824

Women giving birth at home in the West Bank 8.2 7.9 14.0 .
Chronic malnutrition in children in the West Bank 6.7 79 9.2
Chronic malnutrition in children in Gaza 8.7 175 12.7

.. Not available.

a. Data are as of the first quarter of 2002.
Source: UN OCHA 2004b.

Source: World Bank and Palestinian Central Bureau of Statistics 2004; UN OCHA 2004b.
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losses to agricultural production from armed
violence in Africa are estimated at $25 billion
for 1970-97, or three-quarters of all aid in the
same period.?! In Sierra Leone, where some
500,000 farm families were displaced,** pro-
duction of rice (the main staple crop) during
the 1991-2000 civil war fell to 20% of pre-war
levels.??

Lost opportunities in education

Education is one of the building blocks of
human development. It is not just a basic right,
but a foundation for progress in other areas,
including health, nutrition and the develop-
ment of institutions and democracy. Conflict
undermines this foundation and also contrib-
utes to the conditions that perpetuate violence.

Violent conflict destroys education infra-
structure, reduces spending on schools and
teachers and prevents children from attending
classes. Schools are often a target for groups hos-
tile to the government because of the associa-
tion with state authority. During Mozambique’s
civil war (1976-92) almost half of all primary
schools had been closed or destroyed by 1989.%4
Education infrastructure has also been badly
damaged in the Occupied Palestinian Territo-
ries: 282 schools were damaged during 2000-
04 (see box 5.3). The capacity of governments to
maintain education systems is further eroded by
budget constraints as military spending crowds
out social spending. For low-income countries
with data, spending on education was 4.2% of
GDP for countries not in conflict and 3.4% for
countries in conflict since 1990—almost one-
fifth lower.?

Violent conflict also creates barriers to edu-
cation. Parents are reluctant to send their chil-
dren to school when there are security risks. In
Colombia children abandon schoolingat higher
rates in municipalities where paramilitaries and
insurgents are active than in other areas.® Inse-
curity linked to violent conflict is strongly asso-
ciated with gender disparity in education. Even
where schooling is available (in relief camps, for
instance), fears of personal insecurity are a key
factor preventing girls from attending school.
The ratio of girls to boys enrolled in primary
schools was 0.83 for 18 low-income countries

that were in conflict at some point since 2000
and for which data were available. The ratio
for low-income countries not in conflict was
0.90.%7

Education provides another example of
how violent conflict creates a cycle that is hard
to break. One survey of ex-combatants in Sierra
Leone found that an overwhelming majority
of those who joined the brutal rebellions were
youths who had been living in difficult condi-
tions prior to the onset of the war. Based on
interviews with 1,000 ex-combatants, the sur-
vey found that half had left school because they
could not afford the fees or because the school

had shut down.

Adverse consequences for public health
Like education, health is a primary determinant
of human development. Violent conflict gener-
ates obvious health risks in the short run. Over
the longer term the health impact of violent
conflict claims more lives than bullets.

Most of the 2 million child deaths attrib-
utable to conflict fall into this category. Simi-
larly, increased vulnerability to disease and in-
jury poses major threats for vulnerable groups,
especially for refugees and internally displaced
people. Acute malnutrition, diarrhoeal diseases,
measles, respiratory infections and malaria
are often cited as reasons why mortality rates
among refugees have been more than 80 times
the baseline rates in parts of Africa.?® But even
the non-displaced suffer because diseases that
develop in refugee camps tend to spread easily
to local areas. In Chechnya the rate for tuber-
culosis was found to be 160 cases per 10,000
compared with 90 for the rest of the Russian
Federation.?

Violent conflict has a proven track record in
disrupting the supply of basic health services,
especially to poor communities. Like schools,
health facilities are often viewed by rebel groups
as a legitimate military target. Nearly half of all
primary health centres in Mozambique were
looted and the surrounding areas mined during
the civil war.>* Medical personnel often flee con-
flict areas as well. Even areas with good health
indicators prior to the onset of violence can

experience sharp deterioration. In Bosnia and

Like schools, health
facilities are often viewed
by rebel groups as a

legitimate military target
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While entire communities
suffer from the
consequences of violent
conflict, women and children

are especially vulnerable

Herzegovina 95% of children were immunized
before hostilities broke out in the carly 1990s.
By 1994, at the peak of the fighting, the immu-
nization rate had plunged to less than 35%.%
Conflict can disrupt the provision of important
public goods needed to improve health across
society and combat debilitating and deadly dis-
cases. Despite worldwide attempts to eradicate
Guinea worm, river blindness and polio, these
diseases have taken hold in areas of the most in-
tense conflict in Africa.’?

Armed conflict has had a role in the spread
of the HIV/AIDS pandemic. In 2003 of the 17
countries that had more than 100,000 children
orphaned by AIDS, 13 were in conflict or on
the brink of an emergency.?> Several factors can
contribute to the spread of HIV during con-
flict situations, and many of those factors leave
women particularly vulnerable: population dis-
placement; breakdown of relationships; use of
rape as a weapon; increased sexual coercion in
exchange for money, food or protection; col-
lapse of health systems, with a resulting break-
down in access to information and supplies
that can help control exposure to HIV; and de-
clining safety of blood transfusions.>*

Again as with education, armed conflict
often results in fewer resources available for
healthcare (figure 5.3). In 2002 countries with

Spending priorities of low
human development countries

recently experiencing conflict

Expenditure, 2003 (% of GDP)

¥
15
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)
| ¥ %
0
Eritrea Yemen Burundi Angola Ethiopia

Source: Indicator table 20.

HUMAN DEVELOPMENT REPORT 2005

a low HDI spent an average of 3.7% of GDP
on military expenditures and 2.4% on health.®
In some cases—for example, Burundi and
Eritrea—countries allocate a much higher share

to military expenditure than to education and
health combined.

Displacement, insecurity and crime
Displacement is an almost inevitable corol-
lary of violent conflict. The consequences are
often long term. Following the loss of homes
and assets, people are left with no means of
sustainable livelihoods. Even once well-to-do
families cannot support themselves or poorer
relatives. For poor households asset loss trans-
lates into increased risk of malnutrition and
sickness.

Worldwide, an estimated 25 million people
are displaced by conflict. Driven out by armed
groups or fleeing to escape violence, these peo-
ple are acutely vulnerable. The camps housing
an estimated 1.8 million people in the region of
Darfur have become a symbol of the displaced.
Driven from their homes by state-backed mili-
tia, people face far higher risks of malnutrition
and infectious discase than they did before. In
Colombia a protracted civil war has led to one
of the largest displacements since those caused
by the Second World War in Europe. By 2002,
2 million people of a population of 43.5 million
were refugees or displaced.’® Measured relative
to the size of the population, some countries
have suffered even worse levels of displacement.
Three-quarters of a million people were dis-
placed within Guatemala or had fled to Mexico
by the mid-1980s, accounting for nearly a tenth
of the population.’” Over 600,000 Chechens—
half of the population—are internally displaced
after nearly a decade of conflict.*®

While entire communities suffer from the
consequences of violent conflict, women are
especially vulnerable. Many of them suffer the
brutality of rape, sexual exploitation and abuse,
both during and after conflict. In recent years
mass rape during war has been documented in
Bosnia and Herzegovina, Cambodia, Liberia,
Peru, Somalia and Uganda. During the conflict
in Sierra Leone more than half the women ex-

perienced some type of sexual violence.* Many



of these women continue to suffer from serious
long-term physical and mental health prob-
lems, and some of them face rejection by their
families and communities. Violence and acts of
terror perpetrated against women are now in-
stitutionalized strategies adopted by warring
factions—including government forces—in
many countries.

Children too are especially vulnerable to the
impact of violent conflict. Not only do they bear
the brunt of the human cost, but they are also
at risk from a special horror: the risk of forced
recruitment as soldiers. The Lord’s Resistance
Army, which operates across a broad swathe of
territory in northern Uganda, is accused of hav-
ingabducted 30,000 children. Worldwide there
are about 250,000 child soldiers.*® Abduction is
a central conscription strategy, though factors
operating on the supply side also contribute to
recruitment. In particular, poverty drives the
children of poor houscholds into the ranks of
armed groups. In countries such as Sri Lanka
rebel groups have recruited youths from the
poorest backgrounds by offering them or their
families cash or food.

Less visible than the refugees or child sol-
diers but no less important for human develop-
ment is the breakdown of trust and traditional
forms of mediation that can happen as a result
of violent conflict. When these institutions are
weakened, crime and insecurity invariably in-
crease. This is especially the case in situations
marked by high unemployment or where the
state is too weak to preserve civil law and order.
Civilians are often victims of looting and perse-
cution by both state forces and insurgents. Dur-
ing 1998-2001 there were more than 100,000
homicides in Colombia—an average of 61 vic-
tims per 100,000 people each year. By compari-
son, there were about 5.7 homicides per 100,000
people per year in the United States in the same
period.*! This high homicide rate in Colombia
reduced life expectancy during the 1990s by an
estimated 1.5-2 years.*?

Poor households often bear the brunt of
financing the very conflicts that jeopardize
their security. Both rebels and state actors fund
themselves by looting assets from ordinary

people or exploiting natural resources, creating

a war economy that feeds the conflict. Those
who benefit have a vested interest in opposing
peace agreements. Illegal taxation and extortion
are often preferred means of raising revenue. In
castern Democratic Republic of the Congo the
Democratic Forces for the Liberation of Rwanda
(FDLR) impose illegal taxes and systematically
pillage local markets. The weekly “war tax” ex-
ceeds the income of most local residents. Civil-
ians are also sometimes forced to pay the FDLR
a large part of their profit from mining coltan,
one of the few income-generating activities in
the area.®> Banditry, livestock looting and the
statc’s inability to provide protection make
insecurity a daily reality in conflict-affected
regions.

The emergence of black markets and par-
allel economies that often accompanies vio-
lent conflict creates new opportunities for
combatants—and new sources of economic
dislocation for society. Limited state capacity
to regulate natural resources, for instance, along
with widespread corruption makes it casier for
informal and illicit networks to develop. In Si-
erra Leone the informal diamond industry was
a rich source of revenue for the rebel Revolu-
tionary United Front and their sponsor, former
Liberian President Charles Taylor. Thus, crime
and insecurity become the manifestations of
conflicts that might originally have had politi-
cal underpinnings.

Interlocking insecurity
The human development costs associated with
violent conflict make a powerful case for pre-
vention. Once under way, violent conflict can
lead to problems that are difficult to resolve—
and to human development costs that are
cumulative and irreversible. When poor people
lose assets, their ability to cover health costs,
keep children in school and maintain nutri-
tion is diminished, sometimes with fatal con-
sequences. Lost opportunities for education
are transmitted across generations in the form
of illiteracy and reduced prospects for escaping
poverty.

It is not just human development costs
that make prevention an imperative. The

institutional costs of violent conflict can have

The emergence of black
markets and parallel
economies creates

new opportunities for
combatants—and new
sources of economic

dislocation
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The collapse of effective
authority in many countries
has undermined capacity to

prevent and resolve conflict

devastating consequences for long-run develop-
ment. When conflicts end, roads and bridges
can be swiftly rebuilt with external support.
But the breakdown of institutions, loss of trust
and the trauma inflicted on vulnerable peo-
ple can make renewed conflict more likely. By

weakening states, violent conflict can lock en-
tire populations, and the populations of neigh-
bouring states, into cycles of violence. Breaking
these cycles is one of the greatest human de-
velopment challenges facing the international

community.

The challenge of conflict-prone states

For much of the twentieth century violent con-
flice was the product of a breakdown in relations
between states. Today, violent conflict is a prod-
uct primarily of