Macro Crises and Targeting Transfers to the Poor

Ravi Kanbur”
www.kanbur.aem.cornell.edu

Draft, April 2009

Contents

Introduction

Tradeoffs in Targeting

Tradeoffs After a Permanent Shock
Temporary Shocks

. Conclusion

eferences

Ok ownPE

Abstract

A central question for policy makers concerned to help the poor through a macro
crisis is how to target scarcer resources at a time of greater need. Technical arguments
suggest that finer targeting, through tightening individual programs or reallocating
resources towards more tightly targeted programs, uses resources more efficiently for
poverty reduction. These arguments survive even when the greater informational costs
and the incentive effects of finer targeting are taken into account. But political economy
arguments suggest that finer targeting will end up with fewer resources allocated to that
program, and that looser targeting, because it knits together the interests of the poor and
the near-poor, may generate greater resources and hence be more effective for poverty
reduction despite being “leakier.” Overall, the policy advice to tighten targeting and to
avoid more loosely targeted programs during crises needs to be given with considerable
caution. However, the advice to design transfer systems with greater flexibility, in the
technical and the political economy senses, is strengthened by the arguments presented
here. The case for external assistance, to design flexible transfer systems ex ante, and to
relieve the painful tradeoffs in targeting during a crisis, is also shown to be very strong by
the arguments in this paper.

“ Cornell University: T.H. Lee Professor of World Affairs, International Professor of Applied Economics
and Management, and Professor of Economics. Paper prepared for the Commission on Growth and
Development.
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1. Introduction

The discourse on the current global macro crisis, as happens during all such
crises, has highlighted the plight of the poor in coping with the consequences.! Of
particular significance is the use of existing policy instruments, and possibly the design
and implementation of new ones, to protect the poor during the crisis and to maintain
their capacity to benefit from the rebound when it comes. There is of course a large
literature on redistribution and targeting the poor. The objective of this paper is to relate
this general literature to issues that arise during macro crises, and to ask whether the same
principles can be used to illuminate the tradeoffs faced by policy makers as they address
the consequences of the crisis for the poor. In particular, the central issue considered is
whether tighter targeting of transfer programs towards the poor is warranted during a
crisis.

Macro crises come in many varieties. A common feature (otherwise they would
not be macro crises) is that during the crisis average purchasing power falls dramatically.
The distribution around the average, however, could move in a number of different ways,
and individual movements around the distribution could have many different patterns.
Each of these factors will affect the design of poverty targeted programs, and this paper
will use the literature on targeting as a base from which to analyze pro-poor programs
during macro crises.

Even in “normal times”, the tradeoffs inherent in balancing efficiency and
distribution are involved and intricate. The literature has considered this balance
primarily in the context where redistribution has efficiency costs in a second best world
with limited policy instruments. A more recent literature has, quite rightly, highlighted
the efficiency gains from redistributive policies in this very same second best world.?
However, to the extent that these are net gains, the difference between gross efficiency
gains and gross costs of redistribution, the design of policy to minimize the efficiency
costs of redistribution still has relevance.

A particular class of policy instruments where these issues come to the fore are
programs and interventions that explicitly target the poor as an objective (at least
partially). These include subsidies on a range of commodities including food, fuel, energy
and water. The subsidies can be generalized in nature, applying to rich and poor alike, the
targeting relying on consumption differences between rich and poor across commodities.
Or they can be further targeted only to those who satisfy criteria that identify poverty.
Another class of programs, which have been present for a long time in some developing
countries, but whose use has exploded in the last two decades, are conditional cash
transfers (CCTs).? These provide cash benefits in response to some action from the
beneficiary—Ilike working on a public works site for employment schemes, or keeping

! For an excellent overview of the discourse, which also touches on some of the points covered in this
paper, see Ravallion (2008)

* This literature has been reviewed in World Bank (2005).

® For a recent review, see Fiszbein and Schady (2009).



children in school, or attending health clinics. Sometimes, combinations of conditions are
used. These programs can be further restricted to those who satisfy a poverty criterion.

The general education and health system can also be viewed as a redistributive
mechanism. In fact, it has been argued often that these expenditures by the state are
poorly targeted to the poor. However, reform of these systems is an issue for the long
term. The general tax system can also be viewed as a redistributive instrument. Even if it
is viewed only as a revenue source for the targeted programs described above, the
targeting of the tax system itself, its progressivity, will affect the targeting of government
financial transfers as a whole. But again, these reforms are of a long term nature. In this
paper we will not focus on education and health policy, nor on general tax policy. Our
focus, rather, will be on instruments for getting purchasing power into the hands of the
poor from the expenditure side of government policy.

The plan of the paper is as follows. Section 2 reviews the theory of targeting,
highlighting the tradeoffs between fine targeting of programs towards the poor versus
broader coverage. Section 3 treats the macro shock as permanent and examines how the
nature of the tradeoff changes, deriving guidelines for the use of alternative policy
instruments and design of new ones. Section 4 extends the insights to the case where the
shock is temporary—how should this change the deployment of existing instruments
during a crisis, and the design of new instruments for a world of temporary but sharp
downturns? Section 5 concludes the paper.



2. Tradeoffs in Targeting

The modern literature on targeting goes back at least as far as Akerlof’s (1978)
formalization of the use of a limited number of policy instruments to pursue a poverty
minimization strategy, taking into account information and incentive constraints,
broadening and enriching the Mirrlees (1971) and Diamond-Mirrlees (1971) optimal
taxation framework. Besley and Kanbur (1988, 1993) provide an account of the key
conceptual elements in the theory of targeting in the context of developing countries. This
section lays the groundwork for the discussion of targeting during crises by examining
the basic principles of targeting and identifying some of the key tradeoffs involved.*

Consider a government that has a given budget for poverty reduction, poverty
being identified as the shortfall of consumption from an agreed poverty line. Suppose
initially that there are no informational and administrative problems—the government
can costlessly identify each person’s consumption relative to the poverty line. Suppose
further that there are no behavioral responses and hence no incentive effects of alternative
government interventions. In such a situation, how best should the government use its
budget to alleviate poverty?

The answer depends on the precise nature of the government’s poverty objective
(Bourguignon and Fields, 1990). If this was to minimize the “headcount ratio”, the
fraction of units below the poverty line, then the answer is to start with units closest to the
poverty line and to go down from there, lifting units to the poverty line till the budget
runs out. If, on the other hand, the objective was to minimize the aggregate poverty gap—
the sum of all the short falls of consumption from the poverty line, then at the margin it
does not matter who among the poor is given the transfer, since the aggregate poverty gap
would be reduced by the same amount. Finally, consider a poverty objective where
greater weight is given to the poorest of the poor, as in aggregate squared poverty gap.
Now the strategy is the following. Start with the poorest unit. Give this unit transfers till
it reaches the level of the next poorest unit. Then give these units transfers till they are
raised to the level of the next unit. And so on till the budget is exhausted. This would be
the strategy to follow for all poverty measures in the Foster, Greer and Thorbecke (1984)
family of poverty measures where the degree of poverty aversion (the “FGT alpha”) is
greater than one (for the squared poverty gap measure the degree of poverty aversion is
two).

The above analysis is useful as a benchmark of “perfect targeting.” By perfect
targeting we mean giving the poor just enough to bring them up to the poverty line, and
no leakages to the non-poor. The total resource required for this is simply the sum of all
the poverty gaps. If this amount is not available, poverty cannot be eliminated by
redistribution. But even if this amount were available, it is highly unlikely that poverty
could be eliminated, because perfect targeting is of course an ideal that is unlikely to be
met in practice. As Besley and Kanbur (1993) argue, there are three central issues that
arise: information, incentives and political economy.

* For a comprehensive review of principles and experience, see Grosh et. al. (2008).



The informational problem is quite simply that it is not costless to identify who is
poor and who is not, and to measure the precise poverty gap for each poor person. Put
another way, the policy instruments available are far coarser than perfect targeting,
requires. At the other extreme, we may not be able to distinguish individuals from each
other at all, forcing us to treat make the same transfer to all. This “demo-grant”
instrument is not very well targeted, but is of course least costly in terms of informational
requirements. In practice there are two types of instruments available to policy makers
that can bridge the gap between perfect targeting and “perfectly imperfect” targeting—
indicator targeting and self-targeting.

Indicator targeting uses (more) easily observable characteristics of individuals to
condition transfers, relying on the correlation between the (relatively more easily)
observable attributes and (the more difficult to observe, verify and monitor)
income/consumption/purchasing power. Each individual with the same value of the
indicator variable (eg area of residence, color of skin, gender, age) is treated identically,
so there will be some “leakage” since there may be some individuals above the poverty
line in the category. But if the policy maker knows the statistical properties of the
bivariate distribution between the indicator variable and consumption (say), through a
representative household survey for example, transfers to different values of the indicator
variable can be modulated to achieve greater poverty reduction than could be achieve
with an equal transfer to everybody. The theory of such transfers, inspired by Akerlof
(1978), is worked out in Kanbur (1987) and Besley and Kanbur (1988). Essentially, the
differential in transfers to different values of the indicator variable should increase as the
poverty differential between them increases.

Self targeting, on the other hand, uses differences between the behavior of richer
and poorer individuals—induced in turn by preference differences, or in opportunity cost
of time, for example. Using a poverty alleviation budget to subsidize the consumption of
commodities differentially relies on differences in consumption patterns. As shown by
Besley and Kanbur (1988) the key targeting indicator is what fraction of total
consumption of a commaodity is accounted for by those below the poverty line.
Differences in this value between two commaodities, governs the differential rate of
subsidy between them. The opportunity cost of time can be used to self target if the
transfer is proportional (say) to time expended in getting the transfer. The most obvious
example of this is a public works scheme with a given wage. Clearly, only those for
whom the opportunity cost of time (earnings in alternative activity) is less than the wage
will turn up to work on the site. If this is in turn negatively associated with poverty status,
lowering the wage will tighten the poverty targeting of the transfer effected through the
public works scheme.”

All of the above supposes no incentive effects of the transfer scheme itself. To see
the consequences of these effects, take the case where there are no informational
constraints, and consider the perfect targeting scheme where every poor person is given
just the transfer to get them up to the poverty line, and no more. What this means is that

® The targeting properties of public works schemes have been analyzed extensively by Ravallion (1999,
2006)



as the non-program resources of a poor person increase, program transfers are reduced
one for one. In other words, we have just described an effective marginal tax rate of
100%. This removes all incentives for the poor to increase their resources (incomes, say)
with their own efforts. Indeed, it removes incentives even to maintain their incomes at the
levels they were before the program. In the extreme, no one in poverty would earn any
incomes, and the costs of poverty elimination would increase, perhaps dramatically.

Perfect targeting implies and requires 100% effective marginal tax rates. This
leads to a tradeoff with incentives to earn income (generate non-program resources). At
the other extreme, the demo-grant has 0% effective marginal tax rate, but it is very poorly
targeted. Kanbur, Keen and Tuomala (1994) show that if the objective is to minimize
poverty then neither extreme is appropriate—in fact, optimal transfer withdrawal rates on
the poor, in other words the effective marginal tax rates, are of the order of 60-70%. This
should give a quantitative feel for how far incentive effects can pull us from the perfect
targeting benchmark.

The third issue with perfect targeting of a given budget for poverty reduction
arises when we consider the source of the budget. To the extent that this budget comes
from the operation of political economy forces within the country in question, the fact
that those above the poverty line get nothing at all from perfect targeting (indeed this
“zero leakage” is part of the definition of perfect targeting) may determine how much
budget becomes available for this program. As proposed by Besley and Kanbur (1993),
and formalized by Gelbach and Pritchett (2000), one of the costs of fine targeting may be
that the total budget for poverty reduction may become smaller.® Coarser targeting
involves leakages to the non-poor, but precisely for this reason may help build a political
coalition between the poor and the near-poor to increase the budget for the program.
Hence, in Gelbach and Pritchett’s telling phrase “leakier can be better” for poverty
reduction. These arguments are of course well rehearsed in the debates on “universalism”
versus “means testing” for welfare states in rich countries. But they have particular
resonance for targeting the poor in poor countries.

The above sets the frame for how the large literature on targeting, only touched
upon here, approaches the tradeoffs in ensuring that transfers intended for poverty
reduction reach the poor. How are these tradeoffs altered when the economy undergoes a
massive negative shock which reduces average incomes and purchasing power and
possible alters the income distribution in significant ways? The next section takes up the
case where the shock is permanent, while the following section turns to the case of
temporary shocks.

® Anand and Kanbur (1991) argue that these forces were present in the aftermath of targeting of generalized
rice subsidies in Sri Lanka during the crisis of the late 1970s.



3. Tradeoffs After A Permanent Shock

In this section we will consider the case where the macro crisis permanently alters
the distribution of income. How? As noted earlier, the mean of the distribution must fall,
and dramatically so, for any crisis worth that label. This by itself, if the shape of the
distribution remains unchanged, will increase poverty. But what of the shape of the
distribution? This can be quite complex, and depends on the detail of the nature of the
crisis and the structure of the economy. A financial crisis may well affect upper incomes
more drastically, thereby reducing overall inequality. However if, for example, the direct
effect (through export contraction) is on employment, inequality may well increase. Thus
we have to consider both cases—where the crisis, although reducing the mean for sure,
either decreases or increases overall inequality.

Beyond the ambiguity in the change in overall inequality, the composition of the
distribution can also change in quite intricate ways, with certain occupations, regions and
socio-economic groupings losing more than others—perhaps some even winning as
others lose heavily. If these are the groupings that are being used to target, then the macro
shock, through its impact on the detailed composition of the distribution, could affect
targeting tradeoffs as well. But the changes in the distribution will affect targeting
tradeoffs in other ways as well. Moreover, we can expect that the crisis will in the first
instance reduce the resources available for poverty reduction, and this will also affect the
tradeoffs. Specifically, we can ask—will the shock shift the balance in favor of finer
targeting, or away from it? This is a central policy question, since arguments are heard in
both directions, and intuition and instinct pulls us first one way, then the other.

Let us consider the three issues highlighted in the previous section in turn—
information, incentives and political economy. Starting with the informational constraints
to perfect targeting, it can be argued that it is now worth spending more resources to
identify the poor, and how poor they are, so as to better deploy the reduced resources
towards the goal of poverty reduction. There is indeed a literature on the administrative
costs of targeting which shows that fine targeting does not come cheap. The tradeoff is
now between using some more of the diminished resources to reduce “leakage” to the
non-poor, and the fact that this will leave less for the actual transfer. The final answer is
ambiguous, depending on the precise nature of how targeting improves with greater
administrative outlays, and how much the needs of the poor for transfers increase with
the crisis.

Turning to the use of indicator targeting as a response to informational
constraints, consider the proposition that differential per capita transfers to different
groups should follow the differential in poverty between those groups. A reduction in the
overall budget for poverty reduction would not change this conclusion. If anything, it
would strengthen it, in the sense that when resources are tight deviation from the rule
would lead to even bigger losses in the objective of minimizing poverty. What about
changes in the underlying income distribution? The answer would depend very much on
how poverty incidence was changed across the policy relevant groups. If the poverty
increase was uniform then the allocation, at least its direction, would not be affected.



However, if at the other extreme the relative poverty ranking of the two groups reversed
as a result of the crisis (even as poverty went up in both groups), the allocation rule
would dictate a shift in priorities. Detail matters, therefore, and thus information on the
impact of the crisis on poverty by salient socioeconomic groups is crucial in determining
an optimal response.

For self targeting through differential subsidy of commodity groups, the key ratio
is total consumption of a commodity by the poor divided by total consumption of the
commodity in the economy as a whole. A generalized reduction in incomes may change
this ratio depending on the precise nature of the Engle curve for each commodity, but it is
unlikely to reverse rankings across commodities. However, since poverty will have
increased, poverty minimization will require that more of the available resources go to
subsidize commodities where the key ratio is highest. The same will hold true if total
resources available for transfer are reduced. In this sense, therefore, the crisis will require
a tightening of targeting to the poor. Self targeting through choice of wages in public
works schemes will require lower wages as the total resources available fall, especially if
the crisis also lowers returns to other activities and hence the opportunity cost of working
at the public works site. In this sense, again, the crisis requires a tightening of the
targeting regime.

Let us turn now to the tradeoffs around the incentive effects from fine targeting.
As noted in the previous section, Kanbur, Keen and Tuomala (1994) argue that the
optimal, poverty minimizing, income tax schedule implies effective marginal tax rates on
the poor of the order of 60%-70%. This is done in the Mirrlees (1971) optimal income
taxation framework. It is also shown that as the mean of the income distribution falls, the
optimal marginal tax rate on the poor increases. The intuition behind this is that since the
poor are now poorer, there is a greater pull to provide support to the poorest of the poor.
The budget constraint, however, requires that this be “clawed back” faster as incomes
increase—hence the higher marginal tax rates even on the poor themselves. A similar
intuition holds for the case where, holding mean constant, overall inequality of the
underlying income distribution increases.” The poor are now poorer and require greater
support, necessitating in turn higher marginal tax rates to meet the budget constraints.
These higher marginal tax rates will of course have incentive effects on the poor, but this
is traded off against the need for finer targeting to support the very poorest, since the
crisis has made them even poorer. The argument runs in reverse if inequality falls during
the crisis. However, for a crisis that increases inequality as well lowers the mean, the
theory of targeting with incentive effects also suggests a tightening of the targeting
towards the poorest of the poor.

Consider now the political economy dimensions of targeting. As noted earlier,
fine targeting, which by definition excludes the near poor and the non-poor, makes the
best use of available resources for poverty minimization, but reduces political support for
the transfer program and hence the total resources available for the program. The
informational arguments tilt the balance in favor of fine targeting in a crisis, and it can
also be shown that incentive effects of fine targeting do not overturn this conclusion. But

" A formal analysis is provided in Kanbur and Tuomala (1995).



fine targeting will tend to reduce the total available resources for the transfer program,
exactly at the time that resources have been reduced as a result of the crisis. Indeed, on
this reasoning there is the danger of a downward spiral as fewer resources lead to finer
targeting, leading in turn to fewer resources, further tightening of targeting, and so on.
When overall resources fall, and needs increase as the result of a tightening, the political
economy arguments thus favor a loosening, not a tightening, of targeting if the objective
IS to maximize transfers to the poorest in a time of heightened constraints. These
arguments thus align with popular calls for the well off to share the burden of the crisis,
and that “we are all in this together.”

What, then, does the theory of targeting have to say about targeting transfers to
the poor at a time of macro crisis? The answer depends very much on whether the
targeting regime or the resources are exogenous. If the resources are independent of the
targeting regime, the case for finer targeting is strong (although not unequivocal), even
when incentive effects are taken into account. However, if the targeting regime can be
picked by the technocrats, say, and the resources are then decided by the domestic
political economy, finer targeting is not necessarily the answer—in fact, a case may be
made for looser targeting. In either case, the argument for additional external resources is
strong—not only to replenish reduced domestic resources for poverty reduction, but to
prevent a downward spiral of finer and finer targeting with fewer and fewer resources.



4. Temporary Shocks

The previous discussion treats the macro shock as permanent, so that we simply
apply the existing theory of targeting “in comparative static manner” to the new situation
with a different distribution of income and reduced resources for poverty reduction. But
what if the macro shock is, as one would hope, temporary? This leads one to a number of
considerations which are not present in the permanent shock scenario.

The literature on poverty has highlighted the risk and vulnerability associated
with poverty, the costs of this for the poor, and the central role of safety nets in
addressing these problems. The focus of this large literature is on idiosyncratic shocks,
and risk sharing (or lack thereof) among the poor.® Macro crises, however, not
idiosyncratic—they are systemic shocks which affect everybody. There may be some
scope for risk sharing if the impact of the crisis is to actually benefit some poor while
hurting others, but this is not the scenario uppermost in policy makers’ minds when they
think of macro shocks. In the present context, the shocks we consider are not
idiosyncratic but systemic ones.

If the macro shock were truly temporary, in the sense that an equal and opposite
shock (in the appropriate sense) will eventually restore the economy to a long run average
path, then there is in principle no need to change transfers policy at all. The same amount
of resources, and the same targeting regime that applies to the long run average state of
the economy could apply in good times and in bad times, using appropriate saving and
borrowing by the government for smoothing.

But there are (at least) two arguments in the literature questioning whether a
temporary shock is in fact all that temporary. First, temporary shortfalls in consumption
for the poor translate into long run consequences for economic and human
development—so long run economic and social wellbeing of the poor tracks the negative
shock; it is not counteracted to an equal and opposite extent by an equal and opposite
positive shock. Second, government actions to address the temporary shock cannot be
reversed when the shock is reversed, leaving an inappropriate redistributive structure in
place for the long run. The first suggests moving aggressively to address the temporary
shock—essentially as though it were like a permanent shock. The second suggests
caution, and moving only on reversible policy changes—even if this means some of the
temporary shock is not addressed and has long term consequences.

With this background, let us think through the case for finer targeting with a
temporary (but severe) negative macro shock. The above structure of argument allows us
to assess a common piece of advice to policy makers: “In a macro crisis do not expand
programs, like generalized subsidies, that are not well targeted to the poor. These are not
an efficient way of reaching the poor, and when the crisis passes you will be stuck with a
targeting regime that will be inefficient in terms of poverty alleviation.” It should be clear
that the validity of this advice depends on the detailed specification of and interaction
between the purely technical aspects of targeting and its political economy dimensions.

® For a representative selection of papers in this literature, see Dercon (2004).
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With the shock (temporary but with long term consequences for the poor),
suppose finer targeting is indeed suggested by the non-political economy analysis, as
discussed in the previous section—with reduced resources and greater needs, greater
support for the poorest in difficult times requires the support to be clawed back rapidly.
In this view there is certainly not a case for loosening the targeting. And, it is further
argued, loosening of the targeting will be difficult to reverse when the economy returns to
its long term path because of political economy pressures. But it is this second part of the
argument that reveals a conceptual problem in the whole sequence, because political
economy dimension has a logic of its own, into which irreversibility plays in a nuanced
way.

If changes in the targeting regime are indeed irreversible (or at least difficult to
reverse), and the political economy of resource mobilization for poverty alleviation
transfers plays out conditional on the targeting regime, then the “leakier is better”
analysis suggests that poverty reduction has nothing to fear from a move towards looser
targeting in the wake of a crisis. Looser targeting should help to increase resources for
poverty alleviation. If anything, moving towards finer targeting is problematic. Finer
targeting, if irreversible, will lead to lower overall resources for anti-poverty transfers in
the future and perhaps even in the near term. Less fine targeting with fixed resources will
be less efficient for poverty reduction, but if irreversible it will lead to more resources
used for the anti-poverty transfers in the future, and perhaps even immediately. Thus the
policy advice to move to finer targeting to weather temporary but severe negative shocks
is not necessarily valid if we take into account the political economy dimensions of
irreversibility of the targeting regime.

However, there is one type of policy move that can be unequivocally supported in
the face of temporary shocks—this is to invest in removing the irreversibilities that lead
to the dilemmas in the first place. Thus improving income and consumption smoothing
instruments for the poor, so that negative shocks do not have long term effects on them, is
an obvious answer. There is a large literature on this and we will not discuss it further
here.® Rather, our focus is on improving flexibility through the operation of various
income transfer programs. There are both technocratic and political economy dimensions
to this.

To illustrate the issues involved, let us consider a type of program often used to
help the poor in crises—public works schemes. Specifically, consider India’s National
Rural Employment Guarantee Act (NREGA) which aims to guarantee 100 day of
employment per year to rural households (at the local minimum wage).'° When rural
employment falls, this program is meant to kick in to shore up incomes. It is flexible in
design in the sense that employment is offered to all those who show up at the wage—
thus the program can be scaled up or scaled down as employment conditions improve.
But there are two key questions. First, what is being done with the labor employed?
Second, where will the resources come from to finance an expansion of the program?

° See Dercon (2004).
19 An introduction to this is provided in Basu, Chau and Kanbur (2007)
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Assessments of public works schemes show that the value of assets created is a
key component of the benefit of these schemes—indeed, it is argued that in many cases it
is this value which tips the cost-benefit into supporting the program as public
expenditure.™® It is also recognized that a central design feature determining whether
valuable assets are created is the presence or otherwise of a “shelf of projects” ready to
go when demand for employment increases as the result of a crisis. Without these, the
workers are indeed “digging holes to fill them up again.” While still useful as a form of
targeting of transfers (recall the opportunity cost arguments made in the previous
section), clearly much more could be achieved. But this requires planning before the
crisis, and expending of resources to prepare projects, and to update projects, which will
only be activated as necessary. This is an investment in flexibility which is well worth
making, but it is one which standard assessment systems, for example those of donors, do
not seem to appreciate and finance. To expend resources to prepare projects which may
not be implemented immediately is not something which donor systems are designed to
incorporate. This is also a problem for community driven participatory project design. It
IS not easy to explain to local communities why the projects that they have spent so much
time helping to design, and for which there is immediate need, are to be held off till there
is an employment crisis. But these are hurdles, at the local, national and international
levels, that will have to be overcome to increase flexibility of public works schemes, and
thus to improve their role in targeting transfers during crises.

The above supposes that the resources available (wage costs of increased
employment and complementary non-labor costs of the projects) will increase as the
employment needs increase in the wake of a crisis. If the resources do not increase,
employment will be rationed, with no improvement in poverty and perhaps even a
worsening if rationed employment is allocated to favor the better off. But how can an
increase in resources be assured? In the Indian case, the device used is that of a
justiciable guarantee. In effect, the polity makes the central government and the state
governments liable in law to provide the employment. If they do not, they can be taken to
court. It is hoped that the costs to government of this action by public interest litigation
will be sufficiently high to ensure that government makes sufficient resources available.
In other words, the political economy is guided towards providing the resources by
raising the costs to key actors of not doing so.

There are at least two questions that can be raised at this method of achieving
flexibility and ensuring that resources do flow to the poor in a crisis. First, it is difficult to
monitor the guarantee. Ground level officials have myriad ways of discouraging
employment applicants (for example by holding the public works projects far away from
villages.). While some of these can be accounted for in law (for example, requiring that
the public works be no further than a certain distance from the village of the applicant),
there is residual discretion that simply cannot be addressed. ** Second, it relies on the fact

1 Ravallion (1999). Murgai and Ravallion (2005) argue that the poverty impact of the NREGA depends
crucially on the value of assets created.

12 Basu, Chau and Kanbur (2009) present a theory of employment guarantees where credibility of the
guarantee is center-stage.
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that being taken to court is costly for officials, and that they and the public will abide by
court judgments. Increased and continued use of courts in this way may well reduce the
effectiveness of this device over time.

A similar exercise as above can be conducted for each transfer program, and we
can ask how its technical design can be made more flexible so that, with given degree of
targeting, it can be expanded or contracted easily, the flexibility being both a technical
issue and one of political economy. With this background for individual programs, the
overall set of programs as a whole can be seen as the instrument for helping the poor
during a crisis—with reallocation of resources across programs as well as changing
individual programs as the needs of the crisis become apparent.

Finally, as has been noted at a number of points in this section and in the previous
section, external resources can serve to help ease the many painful tradeoffs that policy
makers face during crises. Over the long term, they can help in putting in place more
flexible transfer programs that can move quickly to adjust as crises erupt. In the short
term, they can reduce the need for looser targeting, or the use of court backed guarantees,
to generate greater resources domestically. The looser targeting made possible by greater
external resources can help to reduce the informational and incentive costs of fine
targeting.

Conclusion

A central question for policy makers concerned to help the poor through a macro
crisis is how to target scarcer resources at a time of greater need. Technical arguments
suggest that finer targeting, through tightening individual programs or reallocating
resources towards more tightly targeted programs, uses resources more efficiently for
poverty reduction. These arguments survive even when the greater informational costs
and the incentive effects of finer targeting are taken into account. But political economy
arguments suggest that finer targeting will end up with fewer resources allocated to that
program, and that looser targeting, because its knits together the interests of the poor and
the near-poor, may generate greater resources and hence be more effective for poverty
reduction despite being “leakier.” Overall, the policy advice to avoid more loosely
targeted programs during crises needs to be given with considerable caution. However,
the advice to design transfer systems with greater flexibility, in the technical and the
political economy senses, is strengthened by the arguments presented here. The case for
external assistance, to design flexible transfer systems ex ante, and to relieve the painful
tradeoffs in targeting during a crisis, is also shown to be very strong by the arguments in
this paper.
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