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Executive Summary 

There is broad agreement that economic growth is a powerful tool for combating 
poverty: no country or region in the world has successfully reduced poverty in a non-
growth environment. However, many interactions between economic policies and 
poverty are still not well known. This paper aims to provide an overview on: the sig-
nificance of economic and, in particular, private sector development for poverty re-
duction; the role of the private sector in current PRSPs; and intervention opportunities 
for international donors. 

The study reveals that:(1), Economic growth is a necessary, although not a sufficient, 
condition for poverty reduction. The extent of participation of people living in poverty 
in a growing economy matters.(2), Job creation is one of the major paths out of pov-
erty, and private enterprises are the main source of jobs in almost all developing 
countries. However, (3), before putting trust in market extension and private sector 
development (PSD), numerous regulatory frameworks must be in place (e.g. to guar-
antee property rights or to assure competition). (4), Among private enterprises, Small 
and Medium-sized Enterprises (SMEs) play a leading role in employment and income 
generation for broad and often less privileged sections of the population. (5), No 
general recommendations can be made on private sector participation in the provi-
sion of infrastructure and basic services. The issue is very controversial and knowl-
edge still “embryonic”. A case-by-case approach should be adopted.  

Taking the positive role of the private sector for growth and poverty reduction into 
consideration, PSD should find its way into PRSPs. Recent studies of existing 
PRSPs reveal that: (1), PRSPs to date do take the private sector into account as a 
key factor in achieving poverty reduction. (2), However, some countries see the pri-
vate sector as an adjunct of government policy, with directives guiding the develop-
ment of the private sector, and subsidization being a key tool for poverty reduction. 
(3), The most serious weakness is a lack of concrete benchmarks and progress indi-
cators. (4), Annual Progress Reports, most of which show a serious intent to imple-
ment the general propositions of the PRSPs with regard to PSD, might often provide 
a better source than PRSPs for drawing reliable conclusions on a country’s PSD ef-
forts. None of the studies indicates whether or not the informal sector has been given 
any consideration in the reviewed PRSPs . Civil society organisations are concerned 
with the lack of country ownership of PRSPs and the strong influence of the World 
Bank and the IMF in policy-making. In many cases, it seems that no importance is 
attached to context specific ‘case-by-case’ approaches. 

There are concrete opportunities for donor action in: promoting effective participation 
of all stakeholders in elaborating PSD strategies; supporting local governments in 
improving enabling conditions for PSD; and directly promoting SME development. 
Furthermore, ways of improving the representation of PSD in PRSPs need to be in-
vestigated.
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Introduction 

Poverty Reduction Strategy Papers (PRSPs) provide a mechanism for focusing poli-
cies and resources for development on poverty reduction. PRSPs describe the coun-
try’s economic and social policies and programmes over a three-year or longer pe-
riod. Pro-poor policies may cover: broad-based access to resources; priority for basic 
education and health; labour-intensive production, trade-related measures and the 
promotion of Small and Medium Enterprises (SMEs); pro-poor redistribution meas-
ures; and improvement of gender equity.  

Many interactions between economic policies and poverty are still not well known and 
disagreements persist among policy makers, scientists and donors. This paper pro-
vides an overview of the significance of economic and, in particular, private sector 
development (PSD) for poverty reduction and the role of the private sector in current 
poverty reduction strategies. In addition, it suggests intervention opportunities for 
multi- and bilateral donor organisations. 

  

1. Significance of Private Sector Development for Poverty Reduction 

Economic growth and poverty reduction 

There is broad agreement that economic growth is a powerful tool for combating 
poverty: The creation of jobs and incomes is a necessary condition for lasting poverty 
reduction. In addition, profitable industrial and commercial activities contribute to in-
creased tax revenues and therefore strengthen the economic basis for public expen-
diture on health, education, and infrastructure, which in turn gives people in poverty a 
better chance to increase their productivity and earning capacity. Empirical data for 
several developing regions illustrate that the incidence of poverty is, at any time, 
largely a reflection of a country’s previous economic growth performance. This is par-
ticularly true for the developing countries in Asia where poverty incidence decreased 
following growth acceleration in the 1980s and early 1990s, whereas the negative 
growth resulting from the 1997 financial crisis led to a rise in poverty incidence in the 
affected countries. The absence of economic growth is almost certain to result in 
large public budget deficits, a reduction in the basis for investment in health and edu-
cation and increased dependence on development assistance. Indeed, no country or 
region in the world has successfully reduced poverty in a non-growth environment. In 
short, growth is critical to development. Without economic growth, sustainable pov-
erty reduction will not be achieved. 

While economic growth is necessary, it is not a sufficient condition for a lasting reduc-
tion of poverty. There are low- and middle-income countries with middle or high hu-
man development (e.g. Cuba, Uruguay, Tajikistan). The degree of poverty reduction 
depends on the type and pattern of growth and how the benefits are (re-)distributed. 
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The extent of participation of people in poverty in a growing economy is key; eco-
nomic growth has to be broad-based. ’Trickle-down’ theories, meaning that economic 
growth and increased income for some actors within the economy will ’trickle down’ 
to other layers of society and indirectly lead to an improved situation for the whole 
population, have not proved to be reliable. Numerous studies have shown that such 
’trickle down’ effects have in many cases been very weak. Targeted pro-poor policies 
are crucial. The overall impact of economic growth depends on a number of other 
factors, including the (re-)distributional mechanisms within a country, the share of the 
income increase going to nationals, and hence remaining in the country, and the 
share going to foreign investors, who take the money back to their countries.   

Private sector and poverty reduction 

Job creation is one of the major paths out of poverty. Sustainable development and 
poverty reduction, therefore, require the development of productive sectors in order 
to create jobs, generate income and so reduce poverty. In almost all developing 
countries, including China, private enterprises are the main source of new jobs. At-
tempts to create jobs by governments and state-owned enterprises have often turned 
out to be unsustainable. In most developing countries, the private sector produces 
the lion’s share of the country’s output and Gross Domestic Product (GDP), and gen-
erates a large portion of the government tax revenues necessary for funding public 
health care, education, social safety nets, etc. In competitive economies, leading pri-
vate firms constantly seek out information that has practical local uses. In this proc-
ess, executives and employees upgrade their human capital, productivity, and in-
comes, contributing to the diffusion of useful knowledge and techniques. Over time, 
competitive firms improve the quality of products and make goods and services more 
affordable, thereby boosting the purchasing power of the consumers – including the 
poorer ones. A vibrant private sector is an essential prerequisite for triggering eco-
nomic dynamism, enhancing productivity, transferring and diffusing new industrial 
technologies, maintaining competitiveness, contributing to entrepreneurship devel-
opment and, ultimately, poverty reduction.   

Not all private enterprises in all environments, however, generate jobs, investment, 
and human capital and thus contribute to poverty reduction. This is mainly due to un-
necessary impediments to private sector development (an unfavourable investment 
climate) and the absence of regulatory frameworks, policies and strong institutions 
capable of preventing high concentration and abuse of market power (monopolies, 
oligopolies, ’market failure’). In addition, poverty reduction is completely dependent 
on: private sector development resulting in taxable profits; the existence of a function-
ing system of taxation; the taxes actually being collected; and proper use of the gov-
ernment revenue. 

In short, before putting trust in market extension and a well-functioning and effective 
private sector, a vast number of components must be assessed and regulatory 
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frameworks put in place. Among these are: reasonable government systems promot-
ing adequate property rights and security of contract; a well-developed infrastructure; 
regulatory frameworks to assure competition; a sound financial sector; a stable 
macro-economic environment; an appropriate tax policy; and openness to trade. 

Micro, Small and Medium-Sized Enterprises and poverty reduction  

Small and Medium-Sized Enterprises (SMEs) play a leading role in creating employ-
ment, income and value added, and in providing the seedbed for developing and 
testing entrepreneurial talent. The comparatively high share of employment SMEs 
provide shows that they play a major role in income generation for broad – and 
above all often less privileged – sections of the population. This is why the develop-
ment of the SME sector in developing countries increasingly figures as a central ele-
ment in poverty reduction strategies.  

Self-employment/micro-enterprises, as a means of subsistence, are the economic 
backbone for the livelihoods of large sections of the population in low-income coun-
tries. However, often they offer only limited growth prospects. Nevertheless, because 
of the employment and income they supply, they are highly relevant for development 
policy.  

Small-scale enterprises – classified somewhere between the subsistence-only econ-
omy and the SME-sector – aim at earning a sufficient surplus for reinvestment. The 
more they provide poor sections of the population with employment, income opportu-
nities, and goods and services, the greater their contribution to poverty reduction. 
Promoting small enterprises, therefore, lays the foundation for a domestic economic 
structure in which small enterprises can gradually act as suppliers to larger-scale en-
terprises. Small enterprises also mobilise entrepreneurial initiative and autonomy. 
This strengthens not only economic but also pluralistic and social emancipation proc-
esses – which particularly benefit women, who are heavily represented in the small 
enterprise sector.  

Experience has clearly shown that promoting small-scale enterprises reduces poverty 
(increasing and stabilising income, human resource development, improved lobbying 
and problem-solving capacity) but does not generate substantial economic growth 
and employment, due to persistently small workforces and low investment volumes. 
Large-scale firms show the highest shares of added value, productivity and advance 
in productivity. However, an increase in value added and productivity is rarely com-
patible with an increase in employment – at least not in the short-run. Strong eco-
nomic growth and increased employment can best be achieved through promoting 
SMEs. In many cases, however, SMEs would not survive without some link to large-
scale enterprises. The reverse is also true.  
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Informality and Poverty   

Not only the smaller scale of production, but also an extensive informal sector are 
characteristic of the business sector of many developing countries. Because of their 
scale, smaller firms are especially vulnerable to bad government, poor policies and 
weak institutions, and are therefore more adversely affected by high bureaucratic 
costs than larger firms. For smaller firms, remaining in the unregistered informal sec-
tor or ’exiting’ the formal economy is often the only refuge. Being in the informal sec-
tor, however, places significant constraints on a firm’s growth, reducing access to 
financial and other inputs, limiting access to public services and narrowing the kind of 
contracts or investments that they can make. Hernando de Soto has argued that the 
developing world is sitting on roughly US$9,3 trillion in unreleased land value, largely 
in the hands of poor people, because imperfect property rights do not allow its capi-
talisation through domestic financial markets. By discouraging enterprise creation 
and forcing small firms to go underground, governments limit job creation and 
chances for upward social mobility. A study by the World Bank and Princeton Univer-
sity has shown that an initial investment of US$15 million in legalising dwellings and 
small enterprises in Perú, between 1990 and 1996, provided US$9,4 billion in addi-
tional income to poor people. Moreover, there was a 28% increase in school enrol-
ment in shanty towns where legal security had been established. 

Start-up and small enterprises are also the seedbed of the middle class, the weak-
ness of which in the majority of low-income countries hampers economic and social 
progress. The failure to attract firms to formal market activities also results in the 
foregoing of tax revenues and serves to undermine the quality and coverage of public 
services. In short, the informal sector is closely linked with poverty and low growth. 
Poverty reduction strategies in low-income countries must take the informal sector 
into consideration.   

Private sector development at all costs? 

Private participation in infrastructure (telecommunications, energy, transport, water or 
sanitation), and the private provision of basic services, thereby improving basic ser-
vice delivery by extending the reach of markets, is a very controversial issue.  

Supporters of private sector solutions argue that private sector participation in infra-
structure and basic service provision can improve the efficiency of the delivery of es-
sential services and extend these to people in poverty, thereby increasing the total 
amount of resources available, improving equity and multiplying consumer choices. 
They claim that increased efficiency from privatising utilities can benefit all income 
classes. Private investment in infrastructure projects that are properly regulated can 
also relieve pressure on public budgets and, thus, enable governments to redirect 
more resources to social spending. Central to the privatisation argument is an as-
sumed shift of the performance risk from domestic taxpayers to private parties that 
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appear better able to bear or manage risk. In short, according to advocates of private 
sector solutions, in providing key social services governments will tend to establish 
relatively rigid approaches, will be less innovative than the private sector, and will 
tend to continue with activities long after their usefulness has ended. The pressures 
of competition, through introducing private sector agents, would tend, in the long 
term, to solve such problems.  

According to critics, private participation in infrastructure projects and the provision of 
social services gives rise to a number of risks and problems:  

• First, experiences of ’shifting risk policies’ have shown that for-profit organisations 
are fairly risk averse and are not interested in taking on risks without certainty of 
payments and government guarantees. In order to avoid a demand risk, agree-
ments are called for that include a guaranteed level of output, which will be paid 
for, regardless of actual demand from consumers – sometimes even in foreign 
currency if multinationals are involved. In the end, the risk would be shifted to the 
government and, therefore, the taxpayers, again. 

• Second, the argument that state provision is in many cases inadequate, and that 
the private sector is therefore the single solution for the provision of services, 
does not consider the alternative of improving the state provision or/and expand-
ing access to publicly provided services to cover bigger geographical areas. Many 
citizens in developing countries rightly emphasise that the developed world wants 
to impose and promote private solutions in developing countries, although public 
provision in developed countries seems to work fine as regards basic services 
such as health and education. 

• Third, governments with weak capacities for service provision also have weak 
regulatory capacities. Therefore, privatising into an unregulated environment will 
foster unregulated private monopolies for essential services, with obvious adverse 
consequences for welfare – especially for poor people. Generally, experience 
shows that private firms tend to neglect service delivery to unprofitable popula-
tions.  

In order to guarantee full access of poor customers to basic services provided by pri-
vate sector agents, the World Bank has put forward the ’output-based aid’-model 
(OBA), stating that all service users should pay the full user fees, while government 
subsidies will be provided to poor customers. Public funding, therefore, will no longer 
be linked to the provision of services (e.g. financing inputs), but to service delivery, 
helping to enhance the purchasing power of poorer consumers. However, several 
concerns have been expressed about OBA-systems. These include: the difficulty of 
identifying eligible people in order to properly target subsidies; the incentives for pri-
vate providers to pocket subsidies; the lack of regulatory mechanisms to oversee and 
enforce OBA-contracts and to ensure that services are delivered in acceptable ways; 
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the lack of judicial mechanisms that permit poor users to appeal or seek recourse 
when a contractor fails to deliver services in the specified manner; and the fiscal li-
abilities assumed by the public sector when OBA schemes fail.  

In short, even the World Bank had to recognise that knowledge on how to use private 
initiative to improve health and education strategies is still ’embryonic’ and that the 
challenge lies in strengthening the analysis and finding ways to broaden the options 
for engaging with private firms that are consistent with overall social sector policies. 
On the one hand, there are examples of successful state-led service delivery in in-
dustrialised and developing countries; on the other, there is evidence of the limita-
tions of private sector provision. It is not possible, therefore, to make general recom-
mendations; a ’case-by case’ approach should be adopted. 

 

2. Review of the Private Sector Role in PRSPs 

Taking into consideration the positive role of the private sector, and SMEs in particu-
lar, in growth and poverty reduction, PSD should find its way into PRSPs. But do 
PRSPs, being primarily government instruments, in themselves provide any focus for 
business? This section will go further into the questions of whether PSD was inte-
grated into existing PRSPs, and what kind of policies have been adopted (e.g. is 
there a case-by-case approach, with varying policies between the different countries, 
or does a ’cookie-cutting' approach seem to dominate?)  

Is private sector development part of PRSPs? 

Two studies conducted by USAID, in 2003 and 2004, reviewed the role of the private 
sector in the formulation and implementation of the strategies articulated in PRSPs 
endorsed by the World Bank and IMF. The purpose of both studies was to determine 
whether PRSPs had, to date, taken adequate account of the role of the for-profit pri-
vate sector in reducing poverty. The earlier study reviewed the first 27 PRSPs ap-
proved by the Boards of the IBRD and IMF; the second study examined the 21 
PRSPs endorsed for countries in sub-Saharan Africa, as well as the 13 Annual Pro-
gress Reports (APRs) submitted during the implementation of the Poverty Reduction 
Strategy. The main conclusions, which were very similar for both studies, were as 
follows: 

• All reviewed PRSPs clearly endorsed economic growth as essential for pov-
erty reduction; some reports characterised economic growth as necessary but 
not sufficient, but none of them was sceptical of economic growth, per se. Vir-
tually all the PRSPs identified a sound macroeconomic framework as critical to 
the poverty reduction strategy. 

• One third of the 27 PRSPs reviewed in 2003, and one quarter of the 21 African 
PRSPs placed little faith in market forces as a tool for poverty reduction. The 
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countries where market forces were not considered to be central typically saw 
government as playing a leadership role, directing the private sector’s activi-
ties in the most socially useful directions. In such cases, PRSPs indicated that 
subsidies, directed credit, and preferential treatment for some enterprises or 
sectors would be applied.  

Ethiopia is a case in point. It seeks to promote the private sector by directing 
its development through a variety of government programmes that subsidise 
or lead the private sector in desired directions, but expresses no commitment 
to the use of market forces or to market activity that is beyond the reach of 
government. 

• Nearly all of the countries accorded a key role to the private sector in poverty 
alleviation, usually in conjunction with sound macroeconomic policies. How-
ever, as noted above, there is a need to distinguish between support for ’the 
private sector’ and ’support for market forces’. In the majority of the countries 
studied, the private sector participated in the PRSP process. 

• Most PRSPs reviewed in 2003 endorsed trade liberalisation. A minority fo-
cused on export promotion, while ignoring the key role of imports in improving 
welfare. However, there seems to be a significant regional variation in PRSPs 
with respect to trade liberalisation. Sub-Saharan African countries were less 
likely to include it than those of other regions: only about half of the African 
PRSPs reviewed in 2004 endorsed trade liberalisation. Most African countries 
that did endorse it did so in the context of integration into one of Africa’s re-
gional free-trade agreements. All four Latin American countries and all but one 
in each of the Asian and former Soviet regions reviewed in 2003 endorsed 
trade liberalisation.  

• Virtually all countries stated their intention of improving the legal, regulatory 
and judicial system. Usually, this included steps to reduce corruption, actions 
to strengthen the independence of the judiciary, and promotion of the rule of 
law. The difficulty is with implementation. Typically, there is a lack of specificity 
with respect to the means by which these ambitious goals are to be achieved. 

• The most serious weakness in most PRSPs reviewed in 2003 and 2004 was 
the lack of concrete benchmarks or progress indicators for commitments with 
respect to the private sector. Only very few PRSPs met modest standards in 
this area. But the existence of such benchmarks and time-bound progress in-
dicators is key in turning rhetorical commitment and general statements into 
concrete policies and improvement. This is, therefore, clearly a neglected area 
in the PRSP process. 

• Most PRSPs contemplate a role for the private sector in infrastructure ser-
vices. Only seven of the 27 reviewed in 2003, and five of the 21 reviewed in 
2004 did not include this option as part of the Poverty Reduction Strategy. In 



 10

some of the countries where this option was not considered, government also 
generally tended to be more suspicious of the private sector. Only a small mi-
nority of the PRSPs consider involving the private sector in delivery of social 
services. The countries that do propose action in this area identify only limited 
actions, usually with very general statements. E.g. Benin notes an important 
role being played by private institutions in education but the PRSP appears to 
propose action only for public schools. 

• Most PRSPs reviewed in 2003 contemplate a reduction in the role of govern-
ment in controlling and directing the economy; but only slightly more than half 
of the African PRSPs reviewed in 2004 did so. One third of the PRSPs re-
viewed in 2003 – and 10 of the 21 African PRSPs reviewed in 2004 – were 
judged as seeking a larger role for government in economic activity. All coun-
tries of the former Soviet bloc countries intended to reduce the role of govern-
ment.  

• The 13 Annual Progress Reports (APRs) reviewed in 2004 suggest that some 
modest progress is being made in identifying ways in which the private sector 
can be a more powerful engine for growth and poverty reduction. Most of the 
APRs show a serious intent to implement the general propositions of the 
PRSPs with respect to the private sector, and to provide a satisfactory treat-
ment of the private sector in the APRs. 

In short, PRSPs do in general duly take the private sector into account in their devel-
opment, implementation and strategic conception; in the majority of countries studied, 
the private sector participated in the PRSP process. In most countries, the PRSPs 
treated the private sector as a key factor in achieving poverty reduction over the long 
term. In countries with less faith in the private sector, two types of problems emerged. 
First, some PRSPs saw the private sector as an adjunct of government policy, with 
directives guiding the development of the private sector. Second, some PRSPs saw 
subsidisation of the private sector, or particular industries within it, as a key tool for 
poverty reduction. The most serious weakness in most PRSPs was the lack of con-
crete benchmarks or progress indicators for commitments with respect to the private 
sector. It is not apparent from the studies whether the informal sector has been given 
any consideration in the reviewed PRSPs, although some proposed policies clearly 
encourage a ’formalisation of the informal sector.  

While judging PRSPs in such a general way, one has to bear in mind that PRSPs are 
typically documents of several hundred pages, with more or less glaring internal in-
consistencies. No document of such length is likely to be completely internally consis-
tent. Instead, such documents tend to be the amalgamation of the efforts of different 
people with different visions or aims, cobbled together with superficial efforts to pro-
duce the appearance of coherence. In this regard, the APRs, showing a serious in-
tent to implement the general propositions of the PRSPs with respect to the private 
sector, might provide a basis for more reliable conclusions.   
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What private sector policies are included in PRSPs? 

Many civil society organisations in the North and in the South, together with various 
other stakeholders, have expressed concerns that the policies in the PRSPs look 
very much like the policies and reforms promoted under the Structural Adjustment 
Programmes (SAPs). Against this background, in April 2001, the World Development 
Movement investigated the macro-economic content of 12 interim, and four full, 
PRSPs and concluded that the consistency of policies put forward was remarkable, 
given the different histories, characteristics and drafting processes of the 16 countries 
surveyed. The general thrust of the macro-economic policies found in the PRSPs and 
Interim-PRSPs seemed very similar to that of standard SAPs in the past.  

In April 2002, the European Network on Debt and Development (EURODAD) looked 
at 10 PRSPs that had then been finalised. The results are consistent with the main 
findings of the above-mentioned study. EURODAD concluded its research stating 
that the core policies across all the countries are ’fairly similar’. The different country 
documents all included policies on: privatisation (privatising telecommunications, en-
ergy, public enterprises, railways, ports, airports, electricity, oil, gas, water, banking, 
factories, pension systems, transport, air and water); withdrawal of the state from 
productive activities and marketing; expansion of the role of the private sector (mak-
ing the private sector the engine of growth); stimulation of private investment (e.g. in 
infrastructure/utilities, production, marketing, agriculture, tourism); and efficient deliv-
ery of services to the private sector/removal of constraints on the private sector. In 
short, the emphasis in the 10 PRSPs is on privatisation, stimulation of private invest-
ment, be it foreign or domestic, and on the removal of constraints on the private sec-
tor. 

A ’one-size-fits-all’ approach to policy formulation is further commented on by a civil 
society organisation in Tanzania, which noted that specific reform measures, such as 
trade liberalisation, privatisation, fiscal austerity, retrenchment, and cost-sharing, 
have been adopted as a universal formula in all African countries, without taking into 
account specific differences and the probable impact on poor people, women, and 
youth.  

According to EURODAD, policies to encourage fast economic growth and low infla-
tion, as put forward in the PRSPs and Interim-PRSPs reviewed, are mostly the same 
as those at the centre of the SAPs. In a desk study of six full and 17 Interim-PRSPs 
conducted by ‘Save the Children Fund UK’, it is noted that only a quarter of these 
PRSPs and Interim-PRSPs contained a statement about ensuring that growth is equi-
tably distributed, suggesting faith in the power of growth alone to reduce poverty.   

In brief, PRSPs to date seem to have taken account of the role of private sector (at 
least in the formal economy) in reducing poverty, although some of the objections 
mentioned above make it difficult to distinguish between true intentions for action and 
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mere lip service. Civil society organisations, however, are concerned about the lack 
of country ownership of PRSPs and the strong influence of the World Bank and the 
IMF in policy-making, promoting the same type of macro-economic policies as be-
fore. In many cases, ‘one-size-fits-all’, rather than appropriate, context specific ’case-
by-case’ approaches, seem to dominate.  

 

3. Opportunities for support 

What can international donor organisations do in order to promote sustainable and 
pro-poor PSD in developing and transition countries? Starting points and opportuni-
ties for action can be identified in different areas, such as: supporting local govern-
ments in improving enabling conditions for private sector development; directly pro-
moting SME development; and boosting the active involvement of the domestic and 
international business community in poverty reduction strategies. Furthermore, inter-
national donors need to investigate ways of improving PSD representation in PRSPs. 

Contributing to an enabling environment 

As discussed before, in many developing countries and countries in transition the 
business environment includes many unnecessary impediments to PSD; the invest-
ment climate must be improved considerably. The goal of a strategy to improve the 
investment climate is to design and implement policies and institutions that increase 
opportunities and incentives for PSD and contribute to reducing production and 
transaction costs. In the following section, the main investment climate variables and 
associated policy areas will be identified and corresponding enabling conditions for 
PSD described. 
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Policy area Enabling conditions 

Political system and bu-
reaucratic processes 

Political stability and good governance  

Influencing factors: checks and balances, division of powers, prevention 
of political, red tape and bureaucratic corruption, functioning of civil ser-
vices, dialogue with civil society, free elections, rule of law, existence of 
transparent, stable, and effective regulatory and legal structures govern-
ing the private sector. 

Macroeconomic policy Macroeconomic stability  

Influencing factors: overall fiscal policy, limits to deficit generation, deficit 
financing, quality of budget cycle, monetary policy, exchange rate policy, 
tax laws and other revenue regulations. 

 Poverty reduction is particularly dependent on the existence of a func-
tioning tax system, and on the taxes actually being collected!  

Microeconomic policy Functioning markets and competitive environment 

Influencing factors: Reduction of distorting market interventions, competi-
tion policy, anti-trust policy, privatisation and de-monopolisation, trans-
parency and efficacy of public sector procurement, consumer protection. 

Trade policy Liberal trade regime 

Influencing factors: WTO negotiations and compliance, EU accession, 
regional and bilateral trade agreements, trade policy, tariffs, customs, 
non-tariff barriers, quality standards, intellectual property. 

Investment regime (foreign 
and domestic) 

Incentives for potential foreign and domestic investors 

Influencing factors: WTO negotiations and compliance, regional and 
bilateral investment agreements, foreign and domestic investment laws 
and related regulations. 

Labour law Flexible labour market and adequate labour standards 

Influencing factors: wage policy, trade union laws, collective bargaining 
arrangements, occupational safety regulations, labour mobility, social 
security laws and regulations. 

Finance sector  
regulations 

Stable, secure, and efficient finance system 

Influencing factors: property rights of creditors and debtors, credit infor-
mation system, banking and securities laws, bank supervision, stock 
exchange regulations, regulation of capital markets and non-financial 
intermediaries. 

 The provision of domestic instruments for effectively transposing do-
mestic savings into affordable and accessible debt and equity capital to 
fund economic activity at home could provide  dramatic growth in the 
private sector of the countries. (The capital already  in developing coun-
tries is much more important than FDI, which captures a disproportionate 
amount of attention but amounts to less than 15% of capital formation 
across all developing countries (except China).  
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Commercial law regime Secure and low cost laws and regulations 

Influencing factors: company law and registries, entry regulation, corpo-
rate governance regulations, contract law, collateral registries and law, 
land titling and registration (access to land!), property rights.  

 The removal of unnecessary production and transaction costs and the 
guarantee of property rights (particularly of poor people) enable the entry 
of informal entrepreneurs/enterprises into the formal economy. 

Judicial system Independent judiciary to enforce laws and regulations 

Influencing factors: court administration, judicial capacities and proce-
dures, judges’ training, supervision. 

Public and private  
supporting systems 

Sufficient capacities and low-cost supply and regulation of public and 
private goods (and services) in various areas. 

Influencing factors: Human and ’knowledge’ capital (education at all lev-
els, specialised training, technological research and development), 
physical infrastructure and environmental goods (energy, transport, 
communications, water supply, waste disposal, environment protection in 
general), social infrastructure (health system, pension system, other 
safety nets); financial infrastructure (capacity and quality of the finance 
sector, barriers to access to capital, particularly for SMEs), accounting 
standards (international accounting and audit standards for private firms 
and banks, public sector accounting for government entities), business 
associations and enterprise clusters (competent organisations for policy 
dialogue between the private sector and government).  

 

A worldwide survey of 10,000 enterprises, carried out during 1999 and 2000 under 
the leadership of the World Bank, points to the leading obstacles to doing business 
identified by business managers and owners in developing countries. The list is 
headed by: taxes and regulations, financing difficulties, inflation, and political instabil-
ity or uncertainty. Among other perceived serious obstacles are: corruption, ex-
change rate problems and street crime.  

Priority concerns of domestic investors and international investors, however, may 
differ considerably. World Bank research carried out in Mozambique shows that ac-
cess to finance tops by far the agenda of domestic firms, followed by government 
policies and demand (not among the concerns of the foreign firms). For international 
investors, access to finance was also a concern, but was immediately followed by 
bureaucracy (not among the top three of domestic firms) and government policies. 
External support should be carefully targeted, with an emphasis on strengthening 
domestic entrepreneurship.   

These findings indicate areas where the need to improve private sector enabling 
conditions is highest and interventions are most urgently required. 
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Strengthening Micro, Small and Medium-Sized enterprises 

Measures to promote a pro-poor private sector development should also include di-
rect interventions on the micro-level, strengthening the performance capacity and 
hence competitiveness of SMEs. A major challenge is the pro-poor orientation of this 
support. It is relatively easy to reach the better off SMEs but much more challenging 
to strengthen small and micro enterprises. When shaping the supporting policies this 
pro-poor context should be kept in mind. Several intervention approaches can be en-
visaged in this regard, such as: 

• Improving access to, and the quality and range of, commercial business de-
velopment services for eliminating in-company problems and constraints; sup-
port should focus on creating markets for financial and non-financial services. 
Improving access to credit and micro-finance services is of particular impor-
tance. 

• Promoting horizontal and vertical cooperation among enterprises, particularly 
through cluster and supply chains; advisory services should focus on setting 
up supplier links among SMEs and between SMEs and larger-scale or interna-
tional enterprises; promoting the assimilation of SMEs into local and regional 
economic cycles as part of local and regional economic development. 

• Export promotion for the SME sector: making contacts with foreign importers, 
providing information on quality standards and market trends, and arranging 
attendance at trade fairs. 

• Promoting sectoral-policy dialogue between SME-representatives (e.g. cham-
bers, associations) and the state sector (e.g. ministries) by strengthening ca-
pability for dialogue and negotiation on both sides. 

• Providing business information services that assess, verify and apply informa-
tion to a specific business problem, bringing together information from different 
sources and transforming it into solutions, including ICT and e-business sup-
port. 

• Developing rural and women entrepreneurship through: supporting govern-
ments and other stakeholders in improving the regulatory environment for 
such initiatives; promoting affordable and effective business development ser-
vices, by strengthening the capacity of both public and private providers to de-
velop the entrepreneurial, managerial and technical skills of rural and women 
entrepreneurs; building capacities of rural and women entrepreneurs to 
strengthen their policy advocacy role; developing rural markets and market in-
stitutions for agricultural staples, etc. 

• Assisting capacity building of business, sectoral and professional associations, 
labour/trade unions, and self-employment associations 
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• Supporting the application of environmentally responsible technology and 
knowledge transfer, modern management techniques and sound corporate 
governance policies; supporting innovation and leadership in corporate social 
and environmental responsibility. 

Promoting active involvement of the private sector in poverty reduction 

The role of international donor organisations in reducing poverty through private sec-
tor development is not limited to supporting local governments in enhancing the in-
vestment climate and directly boosting the development of SMEs. Multi- and bilateral 
donor organisations alternatively should also promote active involvement of domestic 
and international private sector companies in poverty reduction efforts.  

Firstly, this could be achieved through actively promoting and fostering Public-
Private-Partnerships. The range of challenges that are faced today cannot be met by 
governments alone. The only way infrastructure challenges in developing countries 
can be met is through partnerships of public leadership with private capital. For ex-
ample, the public sector alone cannot solve the problem of limited or erratic access to 
electricity of billions of people worldwide. Decentralised local power generation solu-
tions are going to require private know-how, technology and capital in partnership 
with a public regulatory environment, and probably some public seed capital to make 
these ventures viable. The same is true with regard to other capital-intensive services 
where the private sector must be involved in order to meet development goals. 

Secondly, there is the question of the terms on which multinationals engage with the 
developing world and of whether they can become more transparent, accountable 
and, above all, engaged in the affairs of the country where they operate. It should be 
ensured that multinationals commit to being more transparent about royalty and in-
vestment flows, so that the public can clearly see what money is going where, while 
also expanding the role of social projects. This vision is a central element of a num-
ber of broader initiatives such as the ’publish what you pay’ movement or the UN-
Global Compact. Some good examples already exist: Coca Cola and Unilever’s work 
in training distributors and retailers across Africa shows huge positive spin-offs in 
terms of small business development. But much more can and should be done. 

Improving private sector representation in PRSP processes 

What can multi- and bilateral donors do in order to promote an adequate inclusion of 
pro-poor private sector development in PRSPs and to guarantee an effective imple-
mentation of commitments made? The deficiencies of existing PRSPs described in 
Section 2 indicate opportunities for action, such as: 

• Considering the inclusion of the informal sector in poverty reduction strategies 
and PRSPs and enabling the entry of informal entrepreneurs and enterprises 
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into the formal economy by removing barriers and guaranteeing property 
rights. 

• Creating awareness of the role and importance of market forces for sustain-
able private sector development; if the private sector is seen and treated as a 
mere adjunct of government policy, private sector development will not 
achieve its goal. 

• Demanding more specificity with respect to the means by which, for example, 
the legal, regulatory and judicial system should be improved. 

• Emphasising the need for concrete benchmarks and time-bound process indi-
cators in order to measure and survey implementation efforts of policy com-
mitments. The World Economic Forum’s Global Competitiveness Report in-
cludes more than 180 indicators that could be used to assess the climate for 
private sector development; about 100 might also be applicable to the poverty-
reducing role of the private sector. Further, the World Bank has issued an im-
portant database of indicators that relate directly to the environment for private 
enterprise in developing countries.  

• Promoting scientific research and a broad-based dialogue on the social im-
pacts of private sector involvement in the delivery of social services, which is 
by far the most controversial, and the least investigated, issue relating to pri-
vate sector development. 

• Improving the basic conditions under which PRSPs are elaborated, such as: 
supporting multi-stakeholder approaches and partnerships in developing coun-
tries in general; strengthening government and institutional capacity to develop 
pro-poor growth policies, including analysis and development of policies for 
the informal economy; building capacities in analysing, formulating, negotiating 
and implementing private sector, development-related policies in developing 
countries (civil society organisations are to be included); supporting a broader 
participation of developing countries and countries in transition in the Bretton 
Woods Institutions, etc. 

Promoting real and effective participation of all stakeholders in elaborating private 
sector development strategies to be integrated into PRSPs is perhaps the most 
powerful tool for guaranteeing that proposed strategies are endogenous, country-
specific, and widely accepted, and that real ’ownership’ and sustainability of the 
chosen strategies can be generated. Real participation helps to curb the ‘one-
size-fits-all’ approaches affirmed by many civil society organisations in the North 
and in the South, and many general and specific deficiencies of PRSPs that have 
been observed can be remedied in advance. 
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