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POVERTY TARGETING CLASSIFICATIONS
AND DISTRIBUTIONAL EFFECTS

Elio Londero! *

It would be well to be quite sure
Just who are the deserving poor
Or else the state-supported ditch
May serve the Undeserving Rich.
Kenneth Boulding (1966)

1. Introduction
During the late seventies and early eighties, economists devoted considerable attention to the
distributional effects of projects. Thisattention reflected long-standing concerns of applied welfare
economists about the distributive implications of prescriptive judgements (Little, 1950). Closer to
practice, there were attempts to bringing into the open, using cost-benefit methods, and in aform
suitable for practical application in a planning context, the interpersona and intertemporal value
judgements inherent to investment decisions (Marglin, 1967). These efforts, coupled with the
perception by international observers that development institutions were not reaching the poor as
much as desired, led to the publication of two influential books proposing specific methodol ogies
to bring into the open these value judgements (Little and Mirrlees, 1969, 1974; UNIDO, 1972).
Thetheoretical and methodological discussion about estimating interpersonal distributional
effectsstayed (and stays) well ahead of implementation. Initially, applied economistsfaced with the
requirement of producing an estimate of distributional effectshad very littleguidanceavailable,>and

what was availablereflected thelimited experience acquired up to that moment. Duringtheeighties,
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only one development institution, the Inter-American Development Bank, regularly estimated the
distributional effects of the projects it helped to finance. A book presenting principles and
applications was published as a result of that experience (Londero, 1987).

Nowadays, applied economists seem to be more aware of the normative importance of
estimating distributional effects, and, perhaps, of its practical virtues.® This greater awareness has
not necessarily resulted in more and better estimates of distributive effects, nor in thefull use of the
ensuing expertise for policy advice and policy design. In recent years there has been a reduced
interest by multilateral development institutionsin the distributional effects of policy measures, as
well as less emphasis on cost-benefit analysis and more emphasis on non-project lending.

In the nineties, the use of cost-benefit methods has been greatly reduced and the estimation
of distributional effects has been practically abandoned. Most investment isexpected to result from
the profit motive, and therole of the public sector is presumed to be that of creating the conditions
for such investment to lead to an economically efficient outcome, as if such desirability could be
established independently of interpersona and intertemporal value judgements. Raising public
revenue and expenditure decisionswould al so be guided by efficiency considerations, but attention
would be concentrated in areas were the public-good nature of the output and the existence of
externalities would result in too little private investment. Also, the role of the government is
presumed to be that of protecting the poor from the market outcome, while trying to improve those
labor force characteristics that the market requires.

Concerns about the ability of reaching the poor have led to promoting the design of poverty
targeted interventions, in some cases leading to the dichotomous classification of projects into
poverty targeted and the rest. To that effect, two not mutually exclusive definitions of poverty
targeted projects seem to bein use. Oneisthat of building into project design specific instruments
to channel to the poor more benefits than would otherwise have been the case. The other requires
that headcount measures of poor beneficiaries exceed a certain threshold. In both cases, it is

implicitly assumed that it is sufficient to comply with these criteria, and that it is not necessary to

¥ Onthe external benefits of estimating distributional effects, see Londero (1996).
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estimate the distribution of project costs and benefits. This paper will examine these two
classification criteria, show that compliancewith them doesnot ensureequity inthefinal distribution
of benefits, and argue in favor of the importance of distributionally minded economic analysis for
project and policy design even when projects are "poverty targeted".*

The paper will also discuss the appropriation of benefitsin the form of rents. Therewill be
nothing new in this discussion. In fact, the issues have been discussed by politicians and tax
authorities well before welfare economists existed, and are well known to tax specialists and
administrators. But tax specialists and administrators rarely appraise projects, and project
economists often ignore these issues. This discussion will set the tone for presenting the case of
seemingly poverty targeted projects that generate an important share of total benefitsin the form of
rents that accrue to the non-poor. Therole of property taxesin the project’s distributional outcome
will be briefly discussed.

Finally, the paper will argue for the importance of looking at the distribution of net benefits.
Some alternatives to that effect will be discussed briefly.

2. Poverty Targeted Projects and Distributional Effects

Thefirst common definition of apoverty targeted project isaproject whose design includes specific
instruments to channel to the poor more benefits than would otherwise have been the case. An
important characteristic of this definition is that it is not concerned with the amount of benefits
channeled to the poor, but only with the existence of the targeting instruments. The project may be
selected according to unspecified criteria. Then, its distributional impact is "improved” through
targeting. Therefore, thereis no way of knowing what the effect of this approach would be on the
poor without knowing the criteria for selecting the project and the impact of the distributive
improvement. This definition of poverty targeting does not establish a minimum share of project
benefits that should be appropriated by the poor, or a minimum additional percentage of project

benefits that should be channeled in excess of those in the situation “without the targeting” for a

*  Londero (1996) and Potts (1999) provide more general arguments for estimating

distributional effects.
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project to be considered targeted. Therefore, aproject that providesservicesfor therich but includes
aspecia arrangement to provide some servicesto the poor qualifies as poverty targeted, despite the
fact that the majority of benefitsisreceived by therich. Infact, unless somethresholds complement
the criterion, any instrument obtaining any additional amount of benefits to the poor would make a
project poverty targeted under this definition.

The second definition is one of headcount impact. For aproject to be poverty targeted it is
normally asked that the percentage of poor beneficiaries exceeds a certain preestablished threshold,
for example, the headcount poverty incidence in the country or region. Therefore, it would be
possible for a project to qualify as poverty targeted because the number of poor beneficiaries as a
proportion of non-poor ones exceeds the threshold, while the percentage of total benefits received
by the poor is actually low.

In these methods, it isnormally unclear how theword "beneficiaries' isdefined. It hasto be
assumed that beneficiaries does not mean just those whose welfare improves, but rather those
affected, that is, those receiving positive or negative welfare changes. Otherwise, those who lose
as aresult of the project would be ignored. But if losers are included, there is no indication as to
how to treat them. Should the number of losers be deducted from the number of gainers according
to poverty level? This vaguenessin defining what is meant by beneficiaries manifestsitself when
looking at the cost side of the project, since it is also obscure how to treat beneficiaries such as
workers receiving wages that exceed their compensating variation for accepting the job.

It would be perfectly possible for a project to be poverty targeted according to any of the
above definitions and to have fewer beneficiaries, or deliver less benefits to the poor, than the
aternative course of action. Inother words, it would be possible for the project to have negative net
poor beneficiaries, or for the poor to receive negative net benefits. If the am is to increase the
welfare of the poor, the analyst should look at the distributional effects of public investmentsin net
terms, that is, the difference between what woul d be obtained with the project lesswhat would have
been obtained with the alternative course of action (Londero, 1987). Whilethisismore easily said
than done, the use of headcount measures combined with ignoring the distributional effects of the

aternative course of action may result in increasing poverty when compared with the aternative
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course of action.

Three conclusionsarewarranted. First, it isunclear what isthe meaning of poverty targeted
when the preceding definitions are used as instruments to select projects that are expected to
contribute to poverty reduction. Second, headcount-based measures of poverty targeting say very
little about the distributional effects of public actions. Third, measures of distributional effects
should take into account the distributional effect of the alternative course of action; thisissue will

considered in section 5 below.

3. Projects, Rents, and Distributional Effects
Conventional applied welfare economics has emphasized the measurement of costs and benefits
when outputs are subject to market transactions.®> In most of these cases, market competition
eventually leadsto theelimination of temporary rents(or quasi rents) and benefitsarefinally enjoyed
by the population at large according to expenditure levels and patterns. But such isnot the casein
al projects. There are many cases in which the appropriation of benefits is determined by the
ownership of anon-reproducible asset, such asland. In those cases, competition would not transfer
the additional benefits to the population at large through prices. Rather, these benefits would be
finally enjoyed by property ownersin the form of additional rents. Such isthe case, for example,
of anirrigation project that increases the productivity of intramarginal farms. The unit production
costs of these farmswould be reduced by the project, while market priceswould remain unaffected,
since they are determined by the marginal producers, who would not be affected by the project
(Londero, 1987, Chapter 7).

When benefits of irrigation projectsare appropriated by theintramarginal producersasrents,
the method traditionally used to estimate benefits, that is the incremental farm budgets, measures
benefits at the point where they will be appropriated. As a result, there is a direct connection

between measuring benefits and estimating their distribution. Instead, if the farmsin question are

> On methods of measuring costs and benefits associated with goods that are not directly the

subject of market transactions see, inter alia, the exchange of viewsin The Journal of Economic
Perspectives, Vol. 8, No. 4 and the references therein.
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at the margin, farm-gate priceswill declineand benefitsarelikely to be transferred forward through
prices, and eventually reach the consumer. In such a case, the marginal farmers should not be
considered the beneficiaries, since they do not appropriate the benefits. Moreover, intramargina
farmers lose as a result of the project due to the price reductions. If benefits are passed on to the
consumersthrough prices, the distribution of benefitsaccording to incomelevelswill depend onthe
specific agricultural products, and primarily on expenditure shares on these products, rather than on
the distribution of farms according to productivity and size.

In other cases, the point at which benefits are measured differs from the point at which
benefitsare appropriated, and both differ from the point at which final transactionstakeplace. That,
for example, would bethe case of freely accessibleurbanroads.® Efficiency benefitsof road projects
are normally measured by estimating time and vehicle operating cost savings,” but most of these
savings are not appropriated by vehicle owners. Inthe case of amajor route, passing cargo vehicles
originate normally in avariety of locations. Thus, it is likely that benefits would be appropriated
similarly to theirrigation of marginal farms, and would mostly bereflected in final pricereductions.
Inthe case of an urban road, local traffic will enjoy cost and time savings according to the origin and
destination of the trip, making location the dominant characteristic for benefit appropriation.
Therefore, it is landowners, rather than transporters, producers or consumers, who receive a
significant part of the benefits through the prices commanded by their properties.®

There is ample evidence about the capturing of benefits by land owners. In studying the
effects of transportation improvements on land values, McDonald and Osuji (1995) found that not
only adjacent land val uesincreased substantially dueto the specific improvement, but also that land
markets anticipated the benefits derived from its construction. Also, Haughwout (1997) found that

benefitsof infrastructureinvestmentsin central citiesare partially captured by suburban land owners.

®  Tollswould capture part of the benefits.
" In some cases, the reduction in the probability of accidents is also included.

8 Note that of course some of this landowners may also use the road, but it istheir land
ownership, rather than their vehicle ownership, what determines the appropriation.
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Voith (1993) showsthat suburban land valuesincrease over timeascitiescontinueto grow. Finally,
Haughwout (1997) found that property taxes were (more than) fully capitalized in property values.

These distributional effects may not be the result of error or insufficient information.
Publicly financed roads are often built to develop urban land previously acquired by rent seeking
entrepreneurs specul ating on land val ues, who in turn finance political campaigns, particularly at the
local level. It may be argued that such political relations reduce the incentives for politicians to
pursue poverty focused distributional goals.

The economist knows that increased property values in the area of influence of the road
should not be added to time and cost savings benefits because it would amount to double counting
(Mohring, 1961; Harberger, 1972). Increased property val uesreflect the already computed timeand
cost savings. Theeconomist isalso aware that transportation projects generate distributional effects
of the type described,” but is often instructed not to worry about the distribution of those benefits,
sincedistributional considerationsareignoredin efficiency analysisand would be addressed by fiscal
policy. Whether fiscal policy addresses these distributional concerns does not seem to be the
business of the project economist.

Urban roads is not the only case where these issues arise. A similar case is that of fregly
provided public education when quality varies significantly among schools. Here also the demand
for the characteristic isassociated to location, and at |east part of the benefit may be appropriated as
alocational rent. Therefore, in the absence of taxes capturing these rents, not all benefits of such
education would be appropriated by students.™

Some poverty targeted projects generate benefits appropriated by the non-poor that may be
comparable in amount to the benefits captured by those targeted. Urban development projects are

one of these cases. Consider the case of slum relocations, which would be classified as targeted to

9

See Mohring (1961) and references therein. For an early study of distributional effects of
road investment, see Dalvi and Nash (1977), who recognized the importance of land property in the
appropriation of benefits but did not attempt to estimate these effects; see pp. 202-203

10 For evidence on the capitalization of education benefits see inter alia Hayes and Taylor

(1996), Bradbury, Mayer and Case (1997), and Black (1999).
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the poor under both definitions discussed. First, because only slum dwellers would receive new
housing that would not have been received otherwise. Second, because headcounts are likely to
show that a high share of these dwellers are poor. However, these projects may also have external
effects captured through land ownership, and thus have significant distributional effectsfor the non-
poor.

Historically, when the poor acquired the possession of urban land, they selected the best
available: close to employment opportunities and transportation. What could have been marginal
land at the time, has become in many cities primereal estate today. The relocation of those slums
not only would allow landowners - many timesthegovernment- to extract therentsassignedto them
by law, but also to generate significant increasesin the market val ue of the surrounding properties.™
In many cases, the rents generated by the relocation to owners of the land where the slums are
located and to surrounding landowners may be comparable in magnitude to the benefits of the
additional housing provided to the relocated dwellers. The economic analysis of these projects,
however, frequently ignores these benefits to landowners, and does not discuss the existence and
effectiveness of instruments to publicly capture those rents.

To alarge extent, cost-benefit practice has not aimed at capturing the distribution of benefits
when land property isan important determinant of the ensuing distribution. Thefact that the current
state of the art does not provide with reliable ways for estimating such effects may be one of the
reasons behind thisomission. However, even under the rules of efficiency analysis, and even when
no cost-benefit analysisis conducted, distributional concerns would require project economists to
assess the government’s ability and willingnessto capture rents, aswell asto explore policy options
to that effect. In most instances, such assessment would require for the project economist to get
involved in the inner workings of the tax system. In the absence of effective instruments for the
government to capture these rents, the efficiency analysis of such investments becomes a silent
accomplice to the private appropriation by landowners of a significant share of public investment
benefits.

1 Similar considerations apply to improving existing slums.
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It ispossibleto obtain asimpleruleof thumb for checking whether the existing property tax,
if enforced, is capable of capturing the rents generated by the project. Say that the increase in the
value of property i isAV,, that fiscal valuations are a proportion « of market values, and that the tax
rateist. Then, the present value of the yearly tax collections from property i, T,, over an infinite

horizon would be

PV(T,) =4V, at/d [1]

where d is the discount rate. The tax rate that enforced would yield a present value equal to the
increase in the value of the property [PV(T,,) = AV,] would bet =d/ «. Innumbers, if the official
valuation is 80 percent of the market value and the discount rate is 3 percent, the tax rate should be
not smaller than 3.75 percent. Expression [1] assumes full compliance. Enforcement differs from
valuation in that it is an owner-by-owner issue, and it is thus not amenable to be incorporated as an
average complianceratein ageneral formulato be applied to specific cases, like the one presented.
If there were less that full compliance, the government would be faced with the decision of
increasing compliance, increasing thetax rate, or foregoing part of therevenue (that is, granting part
of the rents). What is important to note is that the amount of benefits yearly redistributed to the
government by the property tax would depend on property valuations, tax rates, and evasion rates.
The project economist may present the issues and explore the consequences of alternative courses
of action.

When rents are a significant part of project benefits, a distributionally-minded project
analysisshould point out the nature of theserents, discusstheir approximate quantitativeimportance,
identify the beneficiaries, and analyze whether there are meansin placefor capturing thoserents, and
whether the existing onesare enforced and sufficient to effect the redistribution. Finally, alternative

policy interventions and their expected effects should also be discussed.

4, A Simple Example

Consider an exampleinwhich the government rel ocatesaslum located in aplot of itsown property,
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paying the construction costs, and purchasing the necessary land at market price. For simplicity, it
isassumed that these costs arethe only onesinvolved, that market pricesequal efficiency prices, and
that there are no transfersto record from the efficiency pricing. Housesare provided at apricebelow
demand price. The government receives the corresponding amount, and regains possession of the
land valued at its market price. The resulting net changes for the government are summarized in
Table 1.2

Table 1. Distributional effects of slum relocation (hypothetical example)
in thousands of USS$)

Slumdwellers | Government Surrounding Urbanized Total
Land Owners | Land owners

Net willingness to pay 15000 15000
(new houses less old)
Paid (new houses) -7500 7500
Construction costs -12750 -12750
Land purchases -2250 2250
Willingness to receive -2250 -2250
Increasein land values 3700 3700
Recuperated land 6000 6000
Market value of 11000 11000
surrounding land
Total 7500 -1500 11000 3700 20700

Source: According to explanation in the text. Also see Appendix B.

Theslum dwellersgaintheir net willingnessto pay for the new houses, that is, their valuation
of the new housing in excess of their valuation of the old onesin the relocated slum. The owners
of the land surrounding the slum gain the additional value of their properties, an externa effect of

relocating the slum. Finally, the owners of the land where the new houses are located gain the

2 Appendix A providesamore formal presentation, and Londero (1987) presents the general
method employed in this section.
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increase in property values resulting from the urbanization.™
Equa welfareweightsfor all affected allow the columns to be added horizontally to obtain
the Total column, which indicates the net benefits at efficiency prices of the project.” These net
benefits are the willingness to pay for the additional housing provided, less the costs to provide it
(land, plus construction costs), plus the value of the land where the slums were located, plus the
changeinland valuesin the areas surrounding the old slum and surrounding the new devel opment.
It isconceivablethat the benefits accruing to landowners (including the government) would
be of comparable magnitude to the benefits accruing to the slum dwellers, particularly because the
surrounding land often has more area than the land occupied by the Ssum. Given the incidence of
benefits, the project could be considered a housing project for the poor, as well as a land
“improvement” project for thenon-poor. Relocation costs, land values and increasesin thesevalues
assumed in the example are within the limits of experience. The project isassumed to passthe cost-
benefit test when willingness to pay for the incremental housing services is the only benefit
computed, asisfrequently the case. The government isassumed to recover fifty percent of the cost
of providing the new housing. Increasesin land values of the surrounding areas (both the original
slum and the new development) are estimated as 33 percent for the first 100 m radius ring, 18
percent for thefollowing 100 mring, and 11 percent for thethird 100 mring.*®> Thevalue of theland
occupied by the slum is assumed to be five times the value of the land where the slum-dwellers are
relocated, and no price increase of the land acquired by the government is computed. The effects

on public utilities, urban transportation services and other parts of projects like this have been

131t could be a decrease if the relocation reduces rather than increases land values. Other
possible changes in land values are presented in Appendix A.

¥ For the sake of simplicity, it is assumed that the rate of discount equals the marginal return
of investment, and therefore the analysis need not be concerned with different valuations of
consumption and investment (UNIDO, 1972).

> Notethat a33 percent increasein the value of theland amounts to a smaller percent increase

in the value of the property. If land is 20-30 percent of the value of the property, that 33 percent
would amount to an 6.7-10 percent increase in total property value.
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omitted for the sake of ssimplicity.

The results show what urban developers have aways known: that many so-called urban
development projects, when looked at from the point of view of the appropriation of benefits, are
primarily large real estate operations. It may be concluded, therefore, that designating projectslike
the one described as primarily benefitting the poor should be preceded by a careful estimation of
their distributional impact. Further research, particularly ex-post eval uationsof benefit appropriation
through land ownership (e.g., Boyce et a., 1976; Haughwout, 1997; McDonad and Osuji, 1995),
would be useful for the understanding of the distributional effectsinvolved in thistype of projects.

An important determinant of that distributional outcome would be the existence and
enforcement of tax instruments for the government to capture the additional rents generated by the
public project. That would be, for example, the case of a property tax, assumed away thusfar in the
preceding example. Such atax would reduce the benefits to landowners by the present value of the
additional tax revenue, increasing the benefits received by the government by an equivalent amount

(net of any incremental collection or efficiency cost; seeinter alia, Sandmo, 1998).

5. The Distribution of Net Benefits

The results presented in Table 1 show who bears most of the costs and who receives most of the
benefits of the slum relocation project in the absence of government instruments to capture the
increases in property values. These tables do not indicate, however, the net effect on these groups
of persons, that is, the results of what they obtain from the project less what they would have
obtained with the alternative course of action. Identifying such alternative course of action isthe
first step towards estimating their net benefits.

The slum relocation project is a government decision about the financing and allocation of
expenditures. Therefore, it isthe aternative use of such fundswhat would constitute the “ situation
without the project”. Three pure aternatives come to mind: not increasing taxes to finance the
project, returning taxes that have already been collected, and reducing other expenditures. In
practice, taxesare seldom returned, and thelevel of revenueisrarely determined by thedesired level

of investment at the project level. More frequently, alternatives at the project level are whether to
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finance one project or another, or, sometimes, they are about the sequencing of investments that
would be made one way or the other.

If the aternative course of action were another project, the net benefits to those affected
would be the costs and benefits recorded in Table 1, less the cost and benefits that would have been
obtained with the alternative project. Say that the displaced project isfor the provision of services
to the poor with the distribution of costs and benefits presented in Table 2. In such case, the net
benefitsto poor beneficiaries of relocating the slum would be negative, since what they obtain with
the project is less than what they would have obtained with the displaced project. The benefits to

the non-poor, instead, constitute the foundation of the net efficiency benefits of the slum relocation.

Table 2. Net distributional effects of the Slum relocation
in thousands of US$)

Beneficiaries Government
) Poor Non-poor Total
Project Investment Other
Slum relocation project 7500 -15000 13500 14700 20700
Alternative investment -11000 - (-15000) -13500 - -9500
Net benefits -3500 - - 14700 11200

Source: Table 1.

What initially appeared to be a poverty targeted project, and later on a housing/land improvement
project, turned out to be, after estimating the distribution of costs and benefits, one which, in the
absence of government instruments to tax rents, provides significant net benefits to the non-poor,
and negative net benefitsto the poor. The reader may verify that the distribution of the net benefits
changes dramatically if a property tax captures the benefits capitalized in land values.

Net benefit estimates are highly sensitive to the distributive effects of the alternative course
of action, which isnot normally known with a high degree of certainty. Additionally, the stock of
aternativesisnot independent of government reveal ed distributive preferences. Project formulators
respond to incentives and reflect these government preferences in their identification of potential

projects.
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Thereislittle experience in trying to identify the distributional effects of alternative
courses of action. At the level of the displaced projects, experience indicates that projects are
incorporated to the budget taking into account the relative power of the respective constituencies.
The poor frequently do not havethe political power to pressthe government to pursuetheir interests
at the project level. As aresult, the percentage of benefits to the poor of marginaly displaced
projects tends to be relatively high.

Difficulties to establish the counterfactual should not prevent economists from attempting
to provide tentative figures regarding net benefits. The average incidence of taxes, for example,
would constitute a starting point. If any effort to improve the welfare of the poor is being made, it
would be expected that, on the average, projects would have at a minimum a positive net benefit to
the poor when compared with tax incidence. It should be noted that such effect may be obtained
with the combination of alow percentage of benefitsto the poor and a high amount of total benefits.
While improving the situation of the poor relative to a situation without taxes and the associated
projects, this approach may lead to a more unequal distribution of welfare.

A second, more demanding criterion may require that the share of benefits to the poor
resulting from al projects in one year exceeds the poor's share in average tax incidence. This
criterion includes the preceding one as long as the net benefits of the project are positive, and
contributesto greater equity in the distribution of total welfare.’® Thisseemsto havebeenimplicitly
in the mind of the so-called “Washington consensus’,*” since the recommendations on public
expenditure referred to "the potential to improve income distribution” (Williamson, 1997, p. 61).

The shortcomings of the preceding approaches are well known. In practice, the
counterfactual to a project decision is often another project decision, since marginal rates of return
rarely are close to notionally accepted rates of discount, and since accounting prices of investment

are not used. In such situations, neither criterion provides any guidance as to what would be the

6 Tax incidenceis normally measured in reference to income, rather than welfare. Therefore

this assertion should be qualified accordingly.

¥ For areview of the alleged “consensus’, see Williamson (1997) and ensuing comments.
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minimum amount of net benefits that should be sacrificed in order to obtain one additional unit of
benefit for the poor.*® The second criterion does not state how much higher the poor’s share ought
to be, neither doesit provide any guidance asto tax incidence. Rather, it seemsto taketax incidence
as a datum and tries to improve from there, thus sanctifying the distributional value judgements
implicit in the tax code cum enforcement.

A more theoretical, and certainly more consistent point of view, argues that tax and
expenditure decisions are policy decisions by the government, and therefore should be the result of
applying the same welfare function. Therefore, the size of the government, the tax instruments to
finance it, and the shadow prices reflecting government preferences should be the outcome of the
same maximizing exercise (Sandmo, 1998). While this approach is clearly better conceptually, it
isless clear how it could be implemented.

In any of these cases, the responsibility for estimating the distributional effect of the
alternative course of action is outside the scope of work of the project economist. It would be the
responsibility of the project authority to request it, and probably that of the fiscal or planning
authority to provideit.

Regardlessof the positionwith respect to theseand other proposals, it isclear that aproactive
stance in channeling benefits to the poor requires more than estimating the distributional effects of
theproject. It requiresto focusthe attention on the distribution of net benefits. Thisapproach would
bring the project economist closer to the discussion of the distributional implications of tax and

expenditure policies.

6. Conclusions

Headcount definitionsof poverty impact arenot clear asto who should be considered "beneficiaries'.
Therefore, theapplication of these definitionsmay resultininconsi stent operational criteria, and may
provide incorrect headcount figures of those affected by the project.

Headcount definitions of poverty impact are misleading when compared to measures based

8 Specifying such trade-offs implies the definition of distributional weights, and therefore a
welfare function.
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on estimating costs and benefits according to standard applied welfare economics methods.
Therefore, headcount-based classifications of projects as poverty targeted should not be expected
to convey any information on thedistributional effect of the“targeted” project. Infact, aproject may
be poverty targeted according to any of the definitions presented in this paper and have regressive
welfare effects as measured conventionally.

When the estimation of benefitsis possible, estimating the distribution of project costs and
benefits would provide a much more accurate description of distributional effects than head
counting. A complete description requires estimation of the net impact. Measuring net effects
requires knowledge of the distributional effects of alternative courses of action, leading into the
analysis of tax and expenditure decisions from an applied welfare economics perspective.

The methods used to quantify total efficiency benefits may differ from the ways benefitsare
finally appropriated. Asaresult, an estimate of distributional effects based on methods designed to
capture efficiency benefits may lead to error.

Projects often provide benefitsthat are captured through land ownership and reflected in the
valueof land. Thedistributional effects of many projects, but particularly of those generating rents,
are determined by tax policy towards the value of non-reproducible assets. Whenever asignificant
share of the benefits of aproject are appropriated by asset ownersin the form of higher asset prices,
the distributionally-minded analyst should point that out and discuss the effects of current and
alternative tax policies.

Ex-post evaluation studiesof projectsaffecting assetsval ues, using cost-benefit methodsand
focused on these effects on the value of assets, would contribute to the understanding of the
distributional effects of these projects. Such understanding will be useful in the design of projects

and policies aimed at reducing poverty and improving distribution.

* % %



18 Poverty Targeting Classifications and Distributional Effects

Appendix A. Distributional Effects of Relocating the Slum
Consider the example depicted in Figure 1. The government relocates a slum located in plot GL,
of its own property -Figure 1(a)-, paying the construction costs CC, and purchasing land
AHL = HL, - HL, at market pricep'{" - Figure 1(b). For simplicity, it isassumed that these costs are
theonly onesinvolved, that market pricesequal efficiency prices, and that therearenotransfersfrom
the efficiency pricing to record. Houses are provided at price pg, below demand price pj - Figure
1(c). The government receives the corresponding amount, and regains possession of the land GL,
valued at its market price pS-. The resulting net changes for the government are summarized in
Table3.®

Theslumdwellersgaintheir net willingnessto pay for the new houses, that is, their valuation
of the new housing in excess of their valuation of the old onesin the relocated slum. The owners
of the land surrounding the slum (SL) gain the additional value of their properties - Figure 1(d)-,
an external effect of relocating the slum. Finally, the owners of the land where the new houses are
located gain the increase in property values resulting from the urbanization.®

Equal welfare weightsfor all affected allow the columnsto be added horizontally to obtain
the Total column, which indicates the net benefits at efficiency prices of the project.”* These net
benefits are the willingness to pay for the additional housing provided, less the costs to provide it
(land, plus construction costs), plus the value of the land where the slums were located, plus the

changeinland valuesin the areas surrounding the old slum and surrounding the new devel opment.

19

Londero (1987) presents the general method employed in this Appendix.

2 |t could be a decrease if relocating the slum to that area reduces rather than increases land

values. For other effects on land values see below.

2l For the sake of simplicity, it is assumed that the rate of discount equals the marginal return

of investment, and therefore the analysis need not be concerned with different valuations of
consumption and investment (UNIDO, 1972).
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Figure 1. Main effects of aslum relocation project

There may be some other important effects resulting from the additional amount of land at
the disposition of the government, and from the increase in the quality of the land surrounding the
slum. Say that there are three types of land (A, B, and C), with markets as depicted in Figure 2.
Relocating the slum would provide the government with an additional quantity of type A land
(L% - Lg), and change the classification of the surrounding land from type B to type A (L5 - LY). As
aresult, therewould be an additional supply of land A composed by the sum of these two quantities,
and the price of such land would fall (p; - p5). Similarly, the supply of land B would decrease

(L5 - LY = L8 - LB), and its price would increase as a result.
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Figure 2. Additional effects of the slum relocation project

Lands of different types are likely to be close substitutes with those of similar quality.
Therefore, the reduction in the price of land A may reduce the demand for land B, and the increase
inthe price of land C where the slum isrelocated may increase the demand for land B (marked with
broken linesin Figure 2, Land type B). These effects would lead to further distributional effects.

It may be argued that these changes in the supply of land A and B are very small in
comparison to total supply, and therefore the associated price changes are also very small. Such

may bethe case, but small price changeswould be multiplied by large quantitiesresulting inincome
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changes of comparable size with those registered in Table 1.
The equivalence between the notation of Table 1 isthefollowing: the additional land for the
government is valued at its sale price p$- = p5, the increase in the value of the surrounding land is

pi- - py- = p,> - pI, and the increase in the value of the land where the Sum is relocated is

pi - pY-= pf - K.

Appendix B. The Numerical Example of Table 1
The slum is assumed to hold 1,000 families occupying acircular area of 40,000 m?, represented by
thecircle at the center of Figure 3. The corresponding radiusisthus 113 m. The surface of thefirst
100 m surrounding ring would be the surface of a
213 circle lessthe 40,000 m? of the slum. That is,
1t x 213? - 40,000 = 102,531 m*. The surface of the
second ring is m x 313? - 142,531 = 165,248 m*.
Finally, the surface of the third ring is 228,080 m?.
The land where the slum is located is assumed to 1001100100
cost $150/m? without the slum, that is a total of
$6,000,000. Asaresult of theslum, the surrounding
areas|ose 25% of itsvaluefor thefirst 100 m, 15%
for the following 100 m and 10% for the third and
last 100 m. Therefore, the unit values of the land

with and without the Sum are: Figure 3.The slum and surrounding areas

With the Slum Without the slum Appreciation
First ring 1125 150 37.5
Second ring 1275 150 22.5
Third ring 135.0 150 15.0

2 SeeWildasin (1988).
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The resulting total appreciation would thus be

102,531 m? x $37.5/m? + 165,248 m? x $22.5/m? + 228,080 m? x $15/m? = $10,984,193

or roughly eleven million in Table 1.

In the slum, each family occupies an average of 30 m?, plus 10 m? of common areas. The
slum dwellers are relocated to units occupying 50 m?, plus 25 m? of common areas, or atotal of 75
m? per family. Therefore the total area of the new development is 75,000 m?. The unit cost of the
land where the lum is relocated is assumed to be only one fifth of the released land, or $30/m? for
atotal of $2,250,000. It is assumed that the sSlum is relocated to undevel oped land, which would
increaseitsvalueasaresult of the urbanization. Therefore, and following the same method used for
the slum area, three concentric rings of 100m increasetheir valuesin 33.33%, 27.65% and 11.11%,
respectively. Theradiusof acircular surface of 75,000 m?is154.5 m. Therefore, the surface of the

concentric circles are;

ntx 254.5° - 75,000 = 128,482 m?
n x 354.5% - 203,482 = 191,323 n?’.
T % 454.5% - 394,805 = 254,154 m?,

and the resulting increases in land values are:
$10.0/m? x 128,482 = $1,284,820
$5.36/m? x 203,482 = $1,090,663
$3.33/m? x 394,805 = $1,314,700

Total = $3,690,183

or approximately $3.7 million in Table 1.



24 Poverty Targeting Classifications and Distributional Effects

References

Black, S. (1999), “Do Better Schools Matter? Parental Valuation of Elementary Education”,
Quarterly Journal of Economics, Vol. 114, No. 2, pp. 577-99.

Boulding, K. (1966), "The Feather River Anthology", Industrial Water Engineering, Vol. 3, No. 12,
pp. 32-33.

Boyce, D., W. Allen, and F. Tang (1976), “Impact of Rapid Transit on Residential-property Sales
Prices’, in M. Chatterji (editor) Space, Location and Regional Development, Pion, London.

Bradbury, K., C. Mayer and K Case (1997), “Property Tax Limits and Local Fiscal Behavior: Did
Massachusetts Cities and Towns Spend Too Little on Town Services under Proposition 2¥57",
unpublished manuscript.

Dalvi, M. and C. Nash (1977), "The Redistributive Impact of Road Investment”, in Bonsall, Dalvi
and Hill (eds.), Urban Transport Planning, Abacus.

Hansen, John (1974), "A Guide to the Guidelines. The UNIDO Method of Economic Project
Evaluation", World Bank Staff Working Paper No. 166, World Bank, Washington, DC.

Harberger, A. (1972), Project Evaluation. Collected Papers, Macmillan, London.

Haughwout, A. (1997), “Centra City Infrastructure Investment and Suburban House Values’,
Regional Science and Urban Economics, Vol. 27, No. 2, pp. 199-215.

Hayes, K. and L. Taylor (1996), “Neighborhood School Characteristics: What Signals Quality to
Homebuyers?’, Federal Reserve Bank of Dallas Economic Review, Fourth Quarter, pp. 2-9.

Little, 1. (1950), A Critique of Welfare Economics, Clarendon, Oxford; 2nd ed., 1957.

Londero, E. (1987), Benefitsand Beneficiaries. Anlntroduction to Estimating Distributional Effects
in Cost-Benefit Analysis, Inter-American Development Bank, Washington, DC. Second edition,
1996.

Londero, E. (1996), "Reflections on Estimating Distributional Effects’, in C. Kirkpatrick and J.
Weiss (eds.), Cost Benefit Analysisand Project Appraisal in Developing Countries, Edward Elgar,
Cheltenham.

McDonald, J. and C. Osuji (1995), “The Effect of Anticipated Transportation Improvement On
Residential Land Vaues’, Regional Science and Urban Economics, Vol. 25, No. 3, pp. 261-78.



Poverty Targeting Classifications and Distributional Effects 25

Mohring, H. (1961), “Land Vauesand the M easurement of Highway Benefits’, Journal of Political
Economy, Vol. 69, No. 3, pp. 236-49.

Potts, D. (1999), "Forget the Weights, Who Getsthe Benefits? How to Bring a Poverty Focusto the
Economic Analysisof Projects’, Journal of Inter national Development, Vol. 11, No. 4, pp. 581-595.

Sandmo, A. (1998), "Redistribution and the Marginal Cost of Public Funds', Journal of Public
Economics, Vol. 70, No. 3, pp. 365-82.

UNIDO (1972), Guidelines for Project Evaluation, by P. Dasgupta, S. Marglin and A. K. Sen,
United Nations, New Y ork.

UNIDO (1980), Practical Appraisal of Industrial Projects: Application of Social Cost-Benefit
Analysisin Pakistan, by J. Weiss, United Nations, New Y ork.

Voith, R. (1993). “Changing Capitalization of CBD-Oriented Transportation Systems: Evidence
from Philadelphia, 1970-1988, Journal of Urban Economics, Vol. 33, No. 3, pp. 361-76.

Wildasin, D. (1988), "Indirect Distributional Effectsin Benefit-Cost Analysis of Small Projects’,
Economic Journal, Vol. 98, No. 392, pp. 801-807.

Williamson, J. (1997), "The Washington ConsensusRevisited", in L. Emmerij, editor, Economicand
Social Development into the XXI Century, Inter-American Development Bank, Washington, DC.

* % %

February 6, 2001
Reformatted for PS/PDF July 21, 2004



