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Technical Note L.2  Policy Mechanisms for Improving Water Use
Efficiency: Do the Poor Benefit?

Policies establish the environment within which irrigation and drainage is conducted. Three policy
mechanisms commonly promoted as improving water use efficiency—namely water pricing, water
markets, and water user associations—can have important implications for the well-being of the rural
poor. This section evaluates the effect of these policies on poverty.

Water pricing and irrigation water allocation. The extent to which water pricing methods can affect
income redistribution is rather limited (basically because of political opposition by powerful
stakeholders). Farm income disparities stem primarily from such factors as farm size and location and
soil quality, but not from water prices. When farm productivity /profitability is scale-neutral, the income
distribution profile under most water pricing methods is proportional to the initial farm size distribution
profile. Therefore, to affect income inequality, a water pricing method should include certain forms of
water quantity restrictions (Tsur and Dinar 1995, 1997). Attention can be given to poor/small farmers by
designing a block tariff that has its first payment level adjusted to poor/small farmers’ farm size and
ability to pay. This can work by either assigning a given water quota at a reduced price for certain farm
sizes, or where a given quantity (subsistence) of water is sold at a reduced price.

Do water markets benefit the poor? Markets for water are expected to improve resource use efficiency by
moving water from relatively less to more profitable uses. Does this benefit the poor? Experience
suggests that the poverty reduction outcome depends on well established legal and institutional systems
that can protect the poor and the small producers. Their ability to compete with large farmers in the
market or to realize their water rights in the face of pressure on the part of big producers is limited. In
many countries facing severe water stress, institutional capacity is often weak both in regulatory terms
and in equity terms (Webb and Iskandarni 1998). The result—as in Yemen—is that wealthy farmers over-
exploit the resource (in the Yemeni case, through groundwater extraction), which causes short-term
inequities for the non-wealthy farmers and inter-generational inequities for all farmers. Informal water
markets offer unreliable access to the poor, but do offer the potential to negotiate group purchases of
water for the poor. In Pakistan, informal groundwater market systems prevail and more established
farmers are likely to own tubewells and smaller farmers are likely to purchase water from water resellers
at higher prices. The unreliability of access limits productivity of those who depend on others” wells,
because the market consists of a small number of sellers holding monopolistic power (Meinzen-Dick
1998). However, analyzing data from informal water markets in India (Saleth 1998) suggests that buyers
as a group (if they can organize and speak in one voice and strategy) gain many times more than sellers
because of their cooperative negotiating power.

User participation through water user associations. Giving voice to the poor and local autonomy in
resource management are two important dimensions of the Bank’s new approach to poverty, which can
be addressed through institutionalizing participatory management of irrigation systems. Experience from
both Bank-funded projects and from the many bilateral and non-governmental organizations involved in
irrigation development point to the potential benefits to the poor from introducing participatory
management strategies. The typical approach entails fundamental restructuring of the public sector
irrigation agency to allow institutional “space” for farmers to become involved in management.
Establishing legally recognized water user associations (WUAs) with a mandate for operating, maintain-
ing, modernizing, and expanding irrigation infrastructure is a long-term commitment by both govern-
ment and the farmers themselves. These two dimensions of participation reforms—the agency level and
the WUA level—are of equal importance and must be pursued simultaneously and synergistically.

The benefits to the poor from WUAs require continuous monitoring and re-assessment as circum-
stances change. Indeed, the challenges of establishing WUAs are just the beginning; the ensuing second-
generation challenges can be expected to include financial sustainability, equity, and technical dimen-
sions of operations and maintenance (see Groenfeldt and Svendsen 2000). Because of the close correlation
of poverty and political marginalization, the status of poor farmers (as well as landless users of irrigation
water for domestic and other purposes) needs to be closely monitored.
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Technical Note L.3  Assessing and Monitoring Rural Financial Markets
Assessing

Developing a strategy and policy for the financial sector as part of a national poverty reduction strategy
requires an understanding of macro-contextual factors, the institutional factors underpinning the
financial sector and the client base for microfinance products. A major constraint to preparing sustainable
rural microfinance strategies is the lack of information on the penetration of rural financial markets and
on the quality of rural microfinance institutions.

o Contextual factors. Particularly relevant here are a sound understanding of the macroeconomic
framework, financial sector policies, the legal and supervisory environment both for provision of
financial services to the rural poor and for microenterprises, and the overall characteristics of the
financial sector.

o Institutional profile of the financial sector. An understanding of the type of rural financial insti-
tutions, their financial health, their respective client base, and the deposit, loan, and other services
they offer is essential to designing a financial sector strategy in support of poverty reduction. This
could also include an assessment of the transaction costs of financial intermediation in rural areas
and with poorer clients.

o Clients and the poor. To develop a rural microfinance strategy, it is important to understand the
poor’s current informal and formal access to financial services, the constraints to accessing these
services, and the overall demand for financial services. Understanding the nature of how the poor
are limited in opportunity or subject to insecurity also assists in tailoring interventions to assist
them, which in some cases may be through public action in areas outside the financial sector, as
discussed above.

Monitoring

The suggested output and outcome indicators are weighted towards the penetration of rural financial
markets, while the indicators on RMFI outreach and sustainability are useful for evaluating specific
institutions. Evaluating the impact of the activities of RMFIs on rural poverty is less straightforward, as
indicated in box L.1.

Output indicators
e Number and type of financial institutions offering credit and other financial services in poor re-
gions.

e Number and type of institutions offering income generating and community development grants
in poor regions, and the breakdown by gender and ethnicity of the grants (if relevant).

e Number and type of institutions offering technical assistance programs in poor areas to develop
basic skills of economic and social intermediation (if relevant).

e Number of financial providers with an average outstanding loan size of less than 50% of
GDP/ capita (or another more relevant percentage figure).

¢ Trends in the portfolio size and number of active clients of rural microfinance institutions.

Outcome indicators

e The share of households with access to credit, savings, and grants by region, poverty status, gen-
der and ethnicity.

¢ Change in percentage of rural population in target areas below a certain income or poverty line.

Box L.1. Measuring Impact of Microfinance on Clients: The ImpAct program

“Improving the Impact of Microfinance on Poverty,” or ImpAct, is an action research program funded by the Ford
Foundation and implemented by three UK universities, with CGAP participation. The aim is to improve the quality of
microfinance services and their impact on poverty through strengthening the development of impact-assessment
systems. The program seeks to promote impact-assessment systems that build on their priorities and agendas,
provide the information needed for internal decision-making, and satisfy the demands of external stakeholders.

483



Volume 2 — Macroeconomic and Sectoral Approaches

RMFI outreach
Breadth:

e Number of active clients (could differentiate by savers and borrowers).
¢ QOutstanding loan portfolio (US$).
o Total balance of voluntary savings accounts (US$).

¢ Does the RMFI offer products especially designed for poor clients?

e Percent of the RMFI clientele below the national poverty line, versus the percent of the national (or
regional) population below the national poverty line.

¢ Average outstanding loan size as a percentage of GDP/capita.

RMFI sustainability

e Operational self-sufficiency (operating income divided by total operating expenses).

e Subsidy dependence index (increase in interest rate that would be required to offset the value of
subsidies on costs and funds).

¢ Return on assets (operating profit divided by average total assets).

¢ Adjusted return on assets (same as for return on assets, but with expenses adjusted for inflation,
subsidized cost of funds, and in-kind donations).

¢ Loan loss rate (amount written off that year divided by the approximate average outstanding loan
portfolio for the year).

e Portfolio-at-risk delinquency rate (total value of loans with payments more than 30 days late
divided by the total outstanding loan portfolio).

RMFI impact

Measuring client impact is costly, and for many RMFIs this is undertaken only as a subsidized activity in
response to donor or government requests. More useful to an RMFI are client feedback on its financial
services and information on client financial service needs, which facilitate adaptation of services to better
fit the needs of the clientele. If RMFIs are required to provide client impact data, care should be taken that
the RMFI staff is not diverted from its core activities to a degree that may harm the financial performance
of the institution.

Moreover, unless an RMFI is using a recognized impact methodology together with reasonable
baseline data, impact data may not be reliable. Proxy indicators include average loan size as a
percentage of GDP/capita (for poverty impact), delinquency (productive use of loans), retention rates
(to indicate that the loan was useful and suited to the client's needs), and growth in number of active
clients (to indicate demand). These are imperfect, particularly if there is limited competition among
RMFIs and a limited product range available to clients, but are more cost effective for RMFIs chasing
sustainability.
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Technical Note L.4  Assessing Social Capital

EXERCISE: Identifying Social Capital in Action

Briefly describe manifestations of social capital in your local context.

1.
2.

Give an example of social capital that has a positive impact on your community.
Give an example of social capital that has a negative impact on your community.

For each example, is this a case of “bonding,” “bridging” or “linking” social capital? Why?

EXERCISE: Social Capital in Your Community

Above we considered examples of the impact of social capital on economic development. Do any similar
examples exist in your community? If so, please list two.

If not, might any of the examples considered be possible in your community? If yes, please list one and
why it could work. If no, please explain why not.

EXERCISE: Based on the sample questions above, draft two questions you might ask people in
your community to assess how well they cooperate.

Given the way you have worded each question, are these indicators intended to be used during
quantitative or qualitative method assessments?

Sample questions from the forthcoming World Bank Integrated Questionnaire for the Measurement of
Social Capital:

1.

SRR

10.

Of all the groups to which members of your household belong, which two are the most important to
your household?

What are the main benefits of membership in these groups?
When there is a decision to be made in the group, how is it usually made?
Does this group interact much with other groups inside or outside the community?

Do you think that in this village or neighborhood people generally trust each other in matters of
lending and borrowing?

If a community project benefits many in the community but not everyone, do you think all the
neighbors would contribute time or money to the project?

Does this community undertake communal activities in which people come together to do some work
for the benefit of the community?

Are there any activities in which certain groups are not allowed to participate? If so, please list the
activity and the groups. Why are they not allowed to participate?

Is this neighborhood peaceful or is there violence? Has this changed over time compared with five
years ago?

To what extent do local government and local leaders take into account concerns voiced by you and
people like you when they make decisions that affect you?
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