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Relevance of Rural Diversity

and the Rural Non-Farm

Chapter

Economy

For most rural people in developing and
transitional economies, rural non-farm activities
are part of a set of livelihood activities that
includes farming, that is, they are part of a
diversified livelihood portfolio. The rural
population in developing countries derives an
important share of its income from rural non-
farm activities. Ellis (2000a) states that 30-50%
is common in sub-Saharan Africa, and Reardon
et al. (1998)" gives a mean figure of 42% for sub-
Saharan Africa. In Asia, and Latin America, FAO
estimates the figures to be 32% and 40%,
respectively. Ellis (2000a) gives appreciably
higher estimates for South Asia.

There has been an increasing recognition
recently that the rural economy is not confined to
the agricultural sector, but embraces the broad
spectrum of needs of al rural people including
social service provision, economic activities,
infrastructure and natural resources (Csaki and
Lerman, 2000). Since the 1970s, a large number
of studies have investigated the role of non-
agricultural economic activities for rural
development. Evidence from the developing
world suggests that economic diversity in the
countryside has the potential to foster local
economic growth and alleviate the rural-urban
income gap and rural poverty.

These findings are aso relevant to the post-
socialist transition countries, where typically a
large part of the population lives in rural areas,
and economic growth and the reduction of
poverty are significant challenges. This is
particularly true for those transition countries

outside Central Europe. Analysis of the transition
process in general and of transition in the
agricultural sector has generated a large volume
of literature, but less has been specifically
devoted to the wider rural non-farm economy
(RNFE). However, studies in this field are now
being undertaken, since it is recognized that in
the longer term the development of the rural non-
farm sector is a critical factor in providing rural
employment and income (see Bright et al., 2000;
Davis and Pearce, 2001).

The RNFE is of interest to governments, bilateral
and multilateral donor agencies, NGOs and
development practitioners because of its
increasing prevalence in both developing and
transition economies. In many parts of the world,
the number of poor people in rural areas exceeds
the capacity of agriculture to provide sustainable
livelihood opportunities. Even with a decline in
fertility rates and a slowing of population growth,
this situation will not change significantly. Out-
migration is not possible for all types of people,
and urban centres cannot (or should not, for
economic and social reasons) be assumed
capable of providing adequate livelihood
opportunities for all those unable to make a
living in agriculture. For these reasons, a healthy
RNFE holds out the prospect of improved
livelihoods for rural people. This set of
circumstances puts the spotlight on the RNFE as
a potential vehicle for poverty reduction in rural
areas. The RNFE may:

e absorb rural surplus labour
e help farm-based households spread risks

! The FAO study summarizes data from over 100 studies undertaken over three decades (1970s to the 1990s), focusing mainly on farm

households (as opposed to rural town residents).
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e offer more remunerative activities to
supplement or replace agricultural income

e provide ameansfor the rural poor to cope or
survive when farming fails

e exploit rural comparative advantages
(resources, location, labour costs)

e foster rural growth

® improve the overal quality of life, goods
and servicesin rural areas.

From a policy perspective, it is important to
understand participation in the RNFE,
particularly participation of the poor. Why do
individuals enter the rural non-farm economy?
What RNFE opportunities are accessible to
them? Does participation in the RNFE contribute
to an individual’s ‘upward’ or ‘downward’
livelihood trajectory (a concept elaborated by
Swift, 1998)2. Further, just as it is important to
understand entry into the RNFE, it is equally
important to understand exit — whether people
remain in the RNFE or leave, either through
choice or circumstance.

Answers to these questions can inform the
development of policies that:

e support the efforts of the rural poor

e protect them from deleterious livelihood
trajectories

e improve access to sustainable and
remunerative non-farm livelihoods.

Participation in the RNFE requires both
motivation to enter the RNFE, and ability to
access sustainable and remunerative livelihoods
from it. These two aspects — motivation and
ability — are important because the reasons why
people enter the RNFE may have an implication
for the types of access barriers faced, for
example, a person who is forced to diversify into

non-farm activities because of lack of access to
credit to purchase seeds will, in al probability,
also face problems in accessing credit to start up
a new business. This might be termed distress-
push diversification®. Conversely, those entering
the RNFE for demand-pull, that is, in response to
an observed market gap or entrepreneurial
reasons, are more likely to have access to higher
entry barrier activities that allow accumulation
(we discuss these two concepts in greater detail
below). Setting aside the problem of how to
define ‘low’ and ‘high’ asset endowments, we
may for convenience simplify this to represent
two extreme types. In one, the social unit
(characteristically an individual or household)
has low endowments of all types of capital asset,
human, natural, physical, financial, social, whilst
in the other, the social unit has high endowments.
In practice of course, particular social units will
have particular endowments of different types of
asset, thus there would be a multi-stranded
spectrum of asset endowment, each strand
corresponding to a type of asset. Particular
configurations of contextual factors, such as the
policy environment, institutions and the
vulnerability context, combined with particular
configurations of asset endowments will result in
differing RNFE entry motivations, access
capabilities and livelihood trajectories. These
livelihood strategies may be better understood by
seeing them as being on a spectrum between
‘demand-pull’ and ‘ distress-push’ diversity.

This paper outlines key emerging and conceptual
issues in the development of the RNFE in less
developed countries and transition economies. It
is based on a conceptual framework where the
RNFE is discussed as being either part of a
growth strategy for the economy (demand-pull),
or as a ‘defensive’ survival strategy for the rural
poor (distress-push).

2 When thinking about the rural non-farm economy, it is important to realize that different social units are constantly engaged in a dynamic
process of livelihood adaptation. Taking the unit of the household: households operating within a particular livelihood system may be on any
of anumber of different livelihood trajectories. These may be ‘downward’, in the sense that there is a process of disaccumulation of assets;
‘upward’ in which case there will be asset accumulation; or more or less constant in the sense that the household asset base is neither
expanding nor contracting. In each of these different scenarios, the role and importance of off-farm strategies takes on a different meaning.
® Reardon et al. (1998) suggest that when relative returns are higher to the RNFE than to farming, and returns to farming are relatively more
risky, ‘pull’ factors are at work. Conversely, when farm output is inadequate and opportunities for consumption smoothing, such as credit and
crop insurance, are missing, or when input markets are absent or fail and the household needs cash to pay for farm inputs, ‘push’ factors are
at work. As evidence of distress-push, wages or incomes are likely to be lower in the RNFE.
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Chapter

Problems

The Rural Non-Farm
Economy

In this study the rural non-farm economy
(RNFE) is defined as being all those income
generating activities (including income in-kind)
that are not agricultural but are located in rural
areas (Lanjouw and Lanjouw, 1997). A key term
in this definition of the RNFE is ‘rura’. The
Oxford English Dictionary (1996) classifies
predominantly rural areas as those where more
than 50% of the population live in rural
communities, and significantly rural areas as
those where between 15% and 50% live in rural
communities; but different studies include
different definitions of ‘rural’. ‘Agriculture’ is
here taken to mean al primary production of
food, flowers and fibres, thus it includes growing
crops, rearing livestock, horticulture (flowers,
fruit and vegetables), forestry and fisheries. It
excludes any food processing (although this may
take place on-farm), agricultural services
(whether technical or commercial) and other
primary sectors, such as mining or quarrying.

This definition is not solely activity based
(waged work or self-employment), as it aso
includes non-earned income (e.g. remittances) as
well as the rural institutional framework (roads,
schools, hospitals, etc.), which are an integral
part of the rural economy. This aso includes
social payments (pensions, social insurance,
etc.), which are often a significant source of
unearned household income, but for which no
activity is undertaken by household members (in
contrast with remittances or asset income).

However, social payments have a clear impact on
the RNFE as they reduce poverty levels,
influence household work-leisure decisions, and
may create opportunities for investment.

Thus, the RNFE might include agro-processing,
the setting up of a small business, or the receipt
of transfer payments such as interest, dividends
or remittances from temporary, seasonal or
permanent migration. The RNFE incorporates
jobswhich range from those requiring significant
access to assets, such as education or credit, to
self-employed activities such as the roadside
‘hawking’ of commodities which have low
barriers to entry and low asset requirements
(Davis and Pearce, 2001). Asregards the concept
itself, it could be argued that the term ‘RNFE’,
although in common usage is technically
incorrect, as non-agricultural activities may
actually take place on farms. Thus, although the
rural non-agricultural economywould be amore
accurate definition, the terminology in this paper
conforms to usage in the literature, where the
focusisoften on ‘farm’ versus ‘non-farm’ or ‘on-
farm’ versus ‘off-farm’ activities.

Incomes and Livelihoods

Davis and Pearce (2001), in areview of the level
of RNFE diversification, assert that it is
important to consider the potential sources of
income available to each farm or rural household.
These are shown in Figure 1 for a farm-based
household. The traditional main component here
isincome from agricultural core activities.
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Agricultural Core
Activities

Diversified

On Farm Income

Farm

Enterprises

Non Farm
Enterprises

Non-Agricultural

Household
Income

Off Farm Income

Unearned Income

Employment

Non Home Farm
Agricultural
Employment

Pensions,

Figure 1: Potential sources of income
Source: Davis and Pearce (2001)

In defining RNFE income, diversification and
other economic activities of farmers and rural
dwellers, two central problems emerge: (i)
capturing the appropriate unit for income
analysis; and (ii) recognizing and ordering the
multiple nature of income sources.

The question of what the appropriate unit might
be for income analysis is important, and partly
relates to social and cultural factors. The most
obvious units would be either the ‘individual’ or
the ‘household’. The definition of the former is
not in doubt. The latter — the household — is not
so straightforward, since the co-resident unit is
not always the only economically relevant unit in
terms of production or consumption. There may
be smaller units, which are relevant in an
extended or joint family situation, or there may
be larger units where closely related households
collaborate and co-operate in activities that are
economically significant. It might be argued that
the most appropriate unit should be identified in
the specific cultural and social context, however,
this presents additional empirical problems
because it is difficult to draw out paralels and
differences between different countries, and even

Dividends,
Interest etc.

between different regions of the same country.
One undisputed characteristic of households is
that its members share income to some extent.

A disadvantage with this focus on household
livelihoods and incomes is that it provides no
insight into enterprise behaviour. Its main
advantage is that it is better suited for
measurement purposes; al rural income from
whatever source sooner or later ends up in
household wallets. However, micro- and small-
scale rura enterprises have often been
investigated as potential motors of local
economic growth. The dynamics, drivers and
barriers for these businesses are not fully
captured by the livelihoods approach. They are
usually captured as family businesses, but not
once they go beyond the size of a micro-
enterprise.

By defining rural economic diversification as all
rural income generation other than food
production, a great heterogeneity in the activities
undertaken by, or sources of income of, rura
households and enterprises is implied (Start,
2001: 496). This ‘bewildering diversity’
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(Haggblade et al., 2002) presents problems of
concepts and definitions relating to both the unit
of measurement and the definition of incomes
and activities (Barrett et al., 2001b; Reardon et
al., 1998). In response, many dichotomies or
categorizations have been used in empirica
research to address the above problems of
defining and measuring the RNFE, such as off/
on-farm, business/wage income, local/urban
activities, earned/non-earned income, tradable/
non-tradable, activity-based/income-based, etc.

Davis and Pearce (2001) suggest that one
approach is to study the components of potential
sources of income (see Figure 1). In the case of
farms, on-farm income can come both from
agricultural core activities and non-agricultural
activities. Potential sources of non-agricultural
income can be divided into three components:
income from non-agricultural employment; non-
farm enterprises; and unearned income. As such,
one can distinguish between enterprise and
income diversification. Enterprise diversification
activity embraces both on- and off-farm business
creation outside agricultural core activities.
Income diversification will embrace these two
components plus any movement towards non-
farm employment (whether agriculturally based
or not). Finally, unearned income, such as
remittances, pensions, dividends and interest,
which while usualy ignored, can be substantial,
and decisions made in this sphere may have an
important bearing on such crucial choicesastime
of retirement and intensity of farming.

Thus, potential sources of income are disparate,
likely to vary substantially in importance
between rural households, and exhibit wide
variations in their attractiveness as sources of
financial gain. These variations between
components of income are, therefore, likely to
have a major effect on the decision-making of
rural households and individuals and there is a

need to understand the importance of each, rather
than subsuming them all into binary
classifications such as the ‘part/full-time’
dichotomy*. Moreover, there is no reason why
RNFE income diversification has to be either
about setting-up new enterprises or even be farm
based at all. For many, other intermediate options
may prove more fruitful or promising (Pearce
and Davis, 2000). This heterogeneity is one of
the reasons why the concept of livelihoods,
introduced earlier, is more appropriate as it
encompasses all income sources.

Activities, Assets and
Diversification

Rural non-farm activities may be defined in a
number of different ways. One simple distinction
is between waged and self-employment. Thisisa
functional distinction. In addition, activities may
be classified according to sector (e.g. primary
sector vs. secondary sector) and/or space. See
Barrett and Reardon (2000) who explored these
distinctions in great detail. RNFE activities may
fall anywhere within the shaded part of Table 1
below.

The situation is, however, even more complex
than that depicted in Table 1, because in addition
to the three way classification, it is also
important to make a distinction between the asset
implications of particular activities. That is, it is
important to distinguish between activities that
accumulate, spread or denude assets. Activities
and assets are difficult to measure for some of the
same reasons that incomes are, that is,
complexity, oversight and respondent/subject
recall problems, dubious legality of certain
activities and certain (financial) assets. In
addition, there are further valuation difficultiesin
relation to assets (Barrett and Reardon, 2000:
27), and certain types of activity:

4 See Mishra and Goodwin (1997) who address farm income variability and how this affects the supply of off-farm labour. They also attempt
to test whether spouses make joint decisions in their off-farm employment activity. Of course, their paper assumes that markets function
efficiently, again not always the case in the rural economies of developing countries. However, utilizing an econometric approach, the authors
found that the off-farm labour supply of farmers is positively correlated with the riskiness of farm incomes; that farmers and their spouses
with more farming experience are less likely to work off-farm; and that off-farm labour supply is correlated with off-farm experience.
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Table 1. The heterogeneity of rural non-farm activities

Primary Secondary Tertiary
Agriculture® Mining/other Manufacture Services
extractive
Waged L M L M L M L M
employment
Self- L M L M L M L M
employment

Source: Barrett and Reardon (2000: 40)
L =local; M = migratory®

® the quantity of the asset may not be known
accurately (this is common with land, for
instance)

e it may be difficult to value assets for which
no local market exists

® some assets are held in common with other
households; describing a ‘share’ is difficult

e some of the most important assets —
especially components of human capital
(e.g. skills, health) and social capital (e.g.
capacity to make claims on others) — are
difficult to observe accurately

e jtisdifficult to observe (in asurvey) quality
differentiation (e.g. soil quality, animal
health)

e there may be multiple activities undertaken
by several household members over severa
seasons of the year

e some activities are illegal or ‘informal’ and
are, therefore, not readily reported

e the activities are often undertaken part-time
and mixed with other activities (such as
operating a small-scale retail commerce
business mixed with household chores and
farm labour in a given season)

e there are also several income valuation
problems given the diversity of income
sources, hon-monetary income (e.g. barter),
levels of remuneration, and empirical
problems in accurately measuring and
collecting reliable income data in less
developed countries.

To illustrate the difficulties, we contrast the
methods used by Fafchamps and Minten (1998)
with those of Minde and Nakhumwa (1997).
Both pairs of authors were trying to understand
the activities of small traders. Fafchamps and
Minten attempted to quantify social capital
amongst agricultural traders and their clients in
Madagascar using a questionnaire-based sample
survey for data collection and econometric
techniques for analysis of data’.

Explicit consideration of social capital in
guantitative analysis is a useful and relatively
new development in research of this kind. The
authors were aware, however, of problems of
under-reporting. For example, Fafchamps and
Minten (1998) noted that they were unable to

5 Ellis (2000b: 12) makes the point that there are no hard and fast rules governing income classifications (and the same can be said for activity
classifications). ‘Agriculture’ may be taken as a rough shorthand for renewable natural resources, so that gathering/cultivation of forest
products and fishing are also included. This is the definition used in this paper reflecting a perceived need to correct for past oversight in
focusing largely on agriculture, forestry and fisheriesin rural areas. Non-farm activity includes agro-processing and trading activities, neither
of which is primary production, even if conducted on-farm.

5 Migratory activity and incomes are difficult subjects. Rural non-farm activity cannot include the activities of permanent migrants. The same
cannot necessarily be said, however, for rural non-farm incomes, as under some definitions, remittances from former members of the
household who have permanently moved away would be regarded as unearned rural non-farm income. In this paper, unearned income from
such sources is included in our definition of the RNFE.

7 It is important to measure socia capital because this can have important implications for the operation of labour markets and barriers to
entering the RNFE. For example, certain employment opportunities may not require agreat deal of capital, experience or skill, but afriendship
or kinship relationship might be an important determinant of access. Fafchamps and Minten (1998) suggest that social capital can
“...substitute for perfect markets and enable agents to economize on transactions costs”.
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trace traders who are the “least formal and have
the least permanent form of operation”. Thiswas
because they used a standard two round sample
survey and were thus unable to trace the more
itinerant traders interviewed in the first round.
The importance of social capital to this type of
trader and vice versa is, therefore, not explored.
Secondly, the authors also noted that “Indo-
Pakistani traders, who constitute a small minority
of traders, tended to refuse participation to the
survey”. The reasons for or implications of this
are not discussed. However, experience suggests
that traders can be very suspicious of researchers
who record responses on forms or in writing.
More generally, accessing information on
‘shady’ or illegal activities remains problematic
with astandard sample survey methodology. The
fact that such activities are known to be
widespread and important sources of income
diversification in many rural areas has
implications for the accuracy of, amongst other
things, attempts to quantify social capital.

It is probably the case that gathering accurate
information on certain types of activities requires
a high degree of trust, and this can only be
developed over time scales which are typically
much longer than those set aside for relationship
building in most sample surveys. The need to
develop relationships over time is highlighted in
a study of informal cross-border trade between
Malawi and neighbouring countries (Minde and
Nakhumwa, 1997). This activity isknown to be a
key source of livelihood diversification amongst
rural people around Malawi’'s borders
(Whiteside, 1998). Like Fafchamps and Minten,
the authors were studying trading activities, in
contrast, however, they used more qualitative
methods and monitored over afull calendar year.
Minde and Nakhumwa (1997: 13) noted that:
“...there was considerable suspicion about the
monitors during the first two months of the
survey because they were mistaken for either
policemen or customs personnel”. This problem
was tackled by the monitors actively distancing
themselves from police and customs personnel
and through a process of getting to know
individual traders informally. “Because the

traders tended to work along fixed routes, fixing
the monitors allowed a rapport to develop
between them, thereby facilitating collection of
valid and accurate information” (Minde and
Nakhumwa, 1997: 13).

Concepts, Assets, Activities
and Livelihoods

This report is structured around the concepts of
livelihood and diversity. “A livelihood comprises
the assets (natural, physical, human, financial
and socia capital), the activities, and the access
gained to these ... that together determine the
living gained by ... the household” (Ellis, 2000b:
10).

Assets form a household’s endowment of
resources with which to gain a living. In this
definition, the conventional meaning of assetsis
expanded to include, besides material and
financial resources, household members skills
and experience (human capital) and their
relations within wider communities (social
capital). This inclusive definition, as well as the
use of the term ‘capital’ in these senses, is not
uncontroversial (Fine, 1999), but it serves to
highlight several unifying features of diverse
resources. They require investment, in terms of
time or money, to be obtained or formed. They
can (but need not) be used in an economically
productive way and in so doing, they are
(imperfectly) substitutable and complement
household labour.

Activities comprise all the ways in which
household members utilize their non-leisure time
to support their livelihoods. This broad definition
includes work and care, employment and
entrepreneurship, agricultural production and
trade, and a range of other dichotomies, some of
them depicted in Figure 1. Engagement in
activities both requires assets and may increase
households' stock of assets. Households'
endowment of assets and involvement in
activitiesjointly support their level of well-being
(Figure 2).
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The second central term used in this paper is
diversity, which follows naturally from the idea
of livelihood. Diversity in a household's
activities and income (which is one measure for
a household’'s living standard) “refers to the
existence, at a point in time, of ... different
household income sources...” (Ellis, 2000b: 14).
Given heterogeneity in assets, diversity in
income is amost implied. Indeed, both
individual and household income normally
derives from more than one source: income
diversification is the norm, specialization the
exception (Barrett et al., 2001b).

Typically, household income diversity is
especially great in rural areas. Rural households
are more often producers as well as consumers,
which implies the presence of profit (from sold
output) or in-kind income (if output is consumed)
as income components in addition to, for
instance, wages. Also, the relatively lower
remuneration of capital and labour and the more

characterizes rural areas make it less likely that
any single source of income is sufficient to meet
rural household needs.

For similar reasons, income diversity is
particularly relevant to devel oping economies. In
this context, it is unsurprising that theorizing
about, and empirical study of, the economics of
livelihoods and diversity mainly draw on
evidence from the developing world (Reardon et
al., 1998; Start, 2001; Haggblade et al., 2002)
and, more recently, also from the transition
economiesin Central and Eastern Europe and the
former Soviet Union. Of particular interest is the
evolution of diversity, i.e. the process of
diversification of activities and incomes. Thisis
how households respond to changes in their
economic environment, drawing on their various
assets to preserve or improve their livelihoods.
As reflected in the definition of livelihoods, they
are enabled or restricted in doing so by their

limited market development that often social and economic environment.
Livelihood
TRANSFORMING
STRUCTURES &
Assats PROCESSES Activities
g‘raetéjirp?lt;?g'ntal: soil type, sunshine, Waged employment / independent
! : . . STRUCTURE i
Physical capital: land, animals, machines, and |. |. | aasof enterprise
buildings S Gowt
. . . . g { On-farm/ off-farm
. e Private Secti e s
El%g]nagalcam?taled:;\iglogié!lst Experience i rvaesesr “| Agricultural / non-agricultural
: (_:ap. - Savings, . Commercial / for subsistence, gift or
Social capital: ethnic ties, membership of barter
organisation Laws
Policies
Incentives
Institutions
PROCFSSFS

Figure 2: A framework for livelihoods analysis

Source: Adapted from Ellis (2000b: 30)

Reflected in: income, consumption assets, and

Well-being

expenditures
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Diversification Typologies

Distress-push and demand-pull
diversification

In studying households  diversification
strategies, it is important to account for the fact
that the motivations, means and outcomes of
diversifying are heterogeneous. The two
extremes in this respect are, on the one hand, the
traditional belief that diversity of activities
signifies a lack of economic development.
Diversity is then juxtaposed with specialization
of labour and efficiency gains (Lewis, 1954). On
the other hand, more recently rural diversity in
activities and incomes has been identified as a
potential motor for rural economic growth
through additional income generation and
production and consumption linkages between
agriculture, industry and services (Reardonet al.,
1998; Start, 2001; Haggblade et al., 2002).
Although such effects have been observed, rural
diversity per seis clearly not a panacea for rural
development (Lanjouw and Lanjouw, 1995;
Piesse and Thirtle, 2001; Deininger and Olinte,
2001).

An approach that is more sensitive to the
different potentialities of rural diversity is
suggested by a distinction in the literature
between ‘demand-pull’ and ‘distress-push’
diversification (e.g. Efstratoglou-Todoulo, 1990;
Reardon, 1999; Ellis, 2000b; Barrett et al.,
2001a,b; Pearce and Davis, 2000; Haggblade et
al., 2002). Distress-push diversification typically
occurs in an environment of risk, market
imperfections, and hidden agricultural un-
employment, and is typically triggered by
economic adversity, which sets the household on
a downward income trajectory. It implies
engaging in economic activities that are less
productive than agricultural production could be
on afull-employment basis, and is motivated by
the need to avoid further income decreases.

Demand-pull diversification, on the other hand,
is characterized as a response to evolving market
or technological opportunities, which offer the
potential for increasing labour productivity and
household incomes®. This distinction suggests a
number of specific inferences in terms of the
relationship between diversification strategies,
household characteristics and the socio-
economic environment.

Regionally, distress-push diversification will
dominate in rural areas which have one or more
of the following characteristics. geographical
isolation, low-quality physical infrastructure,
low human capital, underdeveloped markets,
scarcity of resources, or recent shocks to the
natural environment, economic system or
agricultural sector. Demand-pull diversification
is possible in the presence of expanding
technological innovations (whether within or
outside agriculture), market development or
intensifying links with markets outside the local
economy (Davis and Pearce, 2001).

Within  any rural area, distress-push
diversification attracts households in a rura
population, which are either less well-endowed
or have lower incomes. These households will
enter non-agricultural activities that are, on
average, less rewarding (e.g. in terms of labour
productivity) than demand-pull diversification
activities, since the higher-return activities
typically require higher investment that only the
richer households can afford. For instance,
poorer households will obtain a larger share of
their non-agricultural income from wage
employment, while richer households have better
opportunities to enter non-agricultural activities
in their own independent enterprise. Since
income inequality is typically such that there are
more relatively poor than relatively rich
households, distress-push diversification will be
more prevalent than demand-pull diversification.
Distress-push and demand-pull diversification

8 Several studiesin Asia (cited in Islam, 1997) show that the poorest groups (the landless and small farmers) diversify into activities where
wages are no higher than those in the agricultural sector, whilst higher income groups (larger farmers) also diversify, but into better paid

sectors.
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activities will be more clearly separately
observed as inequality is larger.

One implication of this approach is that the
distribution of diversification activities over
households would follow a bimodal distribution
over household incomes in the presence of both
demand-pull and distress push diversification.
There would be two clusters of low-return and
high-return activities, engaged in by poor and
affluent households, respectively®. Moreover, if
distress-push diversification dominates, we
would expect that poorer households are more
involved in diversification than others. In the
case of predominantly demand-pull diver-
sification, we would expect that higher income
households engage more in non-agricultural
diversification than the poorest households. This
relationship between returns to diversification
activities and income levels of households
engaged in them is reflected in some empirical
findings on rural diversity (see Seppala, 1996;
Carter and May, 1999).

This framework is one way of accounting for
varied evidence on the diversification-income
relationship from different geographical areas,
signifying different rural development patterns
(Deininger and Olinte, 2001; Start, 2001; Imbs
and Wacziarg, 2000; Piesse et al., 1999). The
distinction between demand-pull and distress-
push diversification is also useful for evaluating
the economic significance of the RNFE. In many
developing countries, particularly in South Asia,
demand-pull diversification occurrs, signifying
rural economic growth in the sense of increasing
efficiency (Haggblade et al., 2002). In contrast,
in many transition economies, it appears that
household diversification has often occurred
during a downhill trajectory of household
incomes, which would be distress-push
diversification, and in conditions of a general

‘primitivization’ of the economy, that is, a
decrease in the value-addition in the economy
(Hedlund and Sundstrom, 1996; Ellman, 2000).

Other diversification typologies®®

Based on the literature about peasant economics,
we could in theory identify two principal
components when analysing the process of non-
farm diversification — income and activity™. The
income-driven, non-farm diversification
hypothesis assumes diversifiers are profit-
maximizers, while the second, activity-driven,
non-farm diversification, points to the different
comparative advantage of household members as
underlying incentives for non-farm diver-
sification (Ellis, 1993: 65-81, 146-123). Thus,
two types of non-farm diversification may be
defined as follows: the first, income-driven
diversification, coincides with a period of capital
accumulation (including financial and social
capital, and information), while the second type,
activity-driven diversification, often occurs later,
when the afore-mentioned capital accumulation
has already taken place. Income diversification
does not necessarily exclude activity
diversification; we seeit as amixed and dynamic
process, with income and activity diversification
(depending on the household) often overlapping
or occurring at the same time. Thus, for many
rural poor households, capital accumulation is
the consequence of income diversification, not
the aim of income diversification.

We would argue that there are two stages, which
are the components of a process that is not
necessarily sequential, but cyclical. First, the
income-dominant phase is more linked to the aim
of covering households' basic needs. This phase
will be dominant so long as meeting basic needs
is the households' main priority, as reflected in
low levels of income. When incomes are securely
above a particular threshold, a certain amount of

9 What about those that are neither rich nor poor? Although numerous analyses of the RNFE and diversification tend to distinguish between
these two extremes, often the situation on the ground is not so clear-cut, therefore, it is important that diversification typologies are not

oversimplified.

1 This section is very much a ‘work in progress, in terms of thinking through the process of livelihood diversification, identifying broad

concepts and patterns of diversification.
1 For an analysis of peasant economics see Ellis (1993).
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capital (whether financial, education, physical,
land, etc.) may be accumulated. This is a
consequence of the income-diversification
stage). This enables the activity diversification
motive to become more important, allowing
household members to pursue their comparative
advantagesin selecting particular activities, freed
from the necessity of catering for basic needs by
whatever means available to them.

It bears repetition that, although we have
described this as a sequential process, it should
be thought of as a dynamic (possibly cyclical)
process, with the dominance of one or another
type varying from one stage to another (as a new
income allows the addressing of needs but also
other potential investment opportunities).
Income-driven diversification places stress on
obtaining the necessary income to cover basic
needs while activity-driven diversification makes
use of surplus resources once the main income
source(s) is (are) assured and thus encourages a
more active entrepreneurial behaviour, that is,
demand-pull diversification®.

To identify which of the two non-farm
diversification drivers are most prevalent at the
village level (NUTS-5)%, Davis and Cristoiu
(2002) in Romania and Davis (2002a) in
Armenia, constructed two ratio-based income
and activity diversification indices. Davis
(2002a) applied them to village/rural municipal
level activity and employment data*. They found
that a key weakness of these ratios was that they
did not consider ‘agriculture’ itself as a possible

second income generating activity. A more
detailed approach to diversification patterns
should consider pure non-farming rural
diversification and hybrid non-farm rural
diversification. The former takes into account
only those individuals having a secondary non-
farming activity while the latter accounts for both
farming and non-farming activities (i.e. the ratio
of the active population with a secondary
occupation in farming or non-farming with
respect to the total active population).
Nonetheless, diversification of the economy
might well imply specialization of households,
so these indices reveal little about household-
level diversification strategies (see Davis and
Cristoiu (2002) for a full explanation of the

approach).

There are many interesting ways of thinking
about livelihood diversification, some of which
we have touched on above and other ‘ideas in
progress: which we will briefly outline below.
When considering the type of activitiesin which
an active population is involved, three different
diversification patterns may occur: (i) inside-; (ii)
ebb- (or distress-push); and (iii) flow- (or
demand-pull)® diversifiers.

Inside-diversifiers are those who choose a second
job in the same domain (either agricultural or
non-agricultural sector) as their primary activity
(e.g. a farmer with a secondary activity of off-
own farm work for cash). This would be most
common in the case of low capital endowments
(financial or human), or among those rural

2 |t should be noted that it is possible to look at two different aspects of the same problem. The theoretical observations offered above have
been framed in terms of groups of households. However, if we consider each individual, it isaslikely that the first impulse for diversification
is income (primary diversification) and then activity driven (secondary diversification). To a certain extent, this could also be applied to a
single household, assuming that all its members have the same goal and comparative advantage. Thus, at an individual household level,

diversification could be considered a sequential process. On the other hand, as we have argued above, different households are usually at
different stages of development (or capital accumulation) so for some of them the income-driven stage will predominate while for others
activity-driven diversification would be more important.

2 The NUTS nomenclature (Nomenclature of Territorial Units for Statistics) is a five-level hierarchical classification (three regional levels
and two local levels) drawn up by Eurostat to provide a single uniform breakdown of territorial units for the production of EC regional

statistics, for socio-economic analyses of the regions and for the framing of EC regional policies.

“The data used comprised two components: (i) regional employment data (in agriculture, public sector, non-agriculture, etc.); and (ii) regional

data based on types of activities (as handicrafts, trade/commerce, services, etc.). Thus, the estimated income ratios included those having a
source of income (from employment) while activity ratios included those into non-farming activities (as recorded in government databases).

This differentiation (income and activity) was drawn by the way the data were collected for the database. See Davis and Cristoiu (2002), for

afuller explanation of the approach.

* Ebb and flow diversifier notions are more illustrative in the context of developing and transition economies, emphasizing the dynamic
character of diversification in an unstable economic environment. This suggests that diversification does not have a permanent character.
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inhabitants who are not prepared to risk entering
into a different activity domain®®. However, there
are some exceptions to this case, such asroadside
hawkers and ‘higglers'.

Ebb-diversifiers are those whose primary activity
is in the non-farm domain and who choose a
second activity in the agricultural sector. A

predominance of ebb-diversifiers indicates a
situation where either non-farm income does not
cover subsistence needs, forcing people back into
agriculture, or where there are distorted

agricultural prices (either high due to low levels
of agricultural productivity and efficiency, or low
due to state policies protecting low income
consumers in urban areas but with a concomitant
de-capitalizing impact in farming communities).

Flow-diversifiers are those with a primary
activity in agriculture and a second activity in the
non-farm economy. These are the demand-
driven, risk-taking diversifiers, often having a
better financial and/or human capital

endowment, hence better equipped to take
advantage of market opportunities, and thus able
to diversify. It may also be the case that these
flow-diversifiers cannot find opportunities for
diversification within agriculture and, therefore,
try to re-orient their activities (and/or sources of
income) to non-agricultural activities. Figure 3
summarizes the different diversification patterns
outlined above.

To illustrate further, a farmer running a
processing plant is considered an inside-
diversifier if the plant processes agricultural
outputs (i.e. a bakery) and a flow-diversifier if
what is processed is non-agricultural (i.e. TV set
production). In using the ebb and flow terms, we
are trying to suggest a possibly unstable
(fluctuating) labour market so that people will
use farming as a temporary buffer or safety net
during unemployment periods or temporary lack
of opportunities in their main expertise domain.
Thusthey may return to their main job when they
identify an opportunity to do so (e.g. an

Activity
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Non-Farming

Inside-diversifier

Flow-diversifier

Figure 3: Diversification patterns
Source: Davis and Cristoiu (2002)
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'8 1t should also be noted, that sometimes diversifying within the same activity domain can in fact increase risk, not lessen it as income

fluctuations tend to co-vary.
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unemployed factory worker will temporarily
move into agriculture to cover his’her basic
needs but on identifying an opportunity to return
to their job at a factory, will flow-out of
agriculture (unless the agricultural income is
higher than the income they would obtain at the
factory). We view this as an ebb-flow non-farm
diversification, that is, temporary movements
inside-outside agriculture.

Davis and Cristoiu (2002) in Romania and Davis
(2002a) in Armenia identify which of the two
non-farm diversification drivers are most
prevalent at the village level, and found that most
people in both countries had had more than one
job based on a process of income diversification.
In Romania, Davis and Cristoiu (2002) found
that with more than half of the population living
in poverty, the main priority of rural inhabitants
was to cover their basic needs. Davis (2002a)
study of Armenia shows that there appears to be
arelatively low level of non-farm diversification.
In Armenia 63.5% of the surveyed rural
population is primarily employed in farming,
25% in the purely non-farm group and the
remaining 11.3% in the hybrid diversifiers group.
Davis and Cristoiu (2002) found that the level of
non-farm diversification in Romania was higher
with around 46% of the population primarily
employed in agriculture and 37% in non-farm
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employment with 17% hybrid diversifiers. They
found in both communities that inside-
diversifiers, that is, those who select their
secondary activity from the sphere of their prime
activity, diversify within their primary branch
mainly because of a shortage of capital (mainly
financial) and/or their reluctance to takerisks. In
al the surveyed communities, there were more
flow-diversifiers (main activity farming,
secondary activity non-farm), than ebb-
diversifiers (main activity non-farm, secondary
activity farming). Thus, farming is the most
frequent primary activity in rural areas. The
differences are greatest in the most affluent
regions (in terms of per capita GDP), where the
population has a better financial situation and can
afford to diversify for demand-pull reasons. The
share of ebb-diversifierswas only larger in afew
communities, typicaly those which had well-
developed tourism/day-tripper services and
facilities, as well as a vibrant natural resource
based industry, for example, fishing or forestry
(see Davis, 2002b; Davis and Cristoiu, 2002).
Although secondary employment is probably
under-reported in official statistics for both
Armenia and Romania, appropriate policies and
programmes need to be put in place which
consider both local endowments and human
capital characteristics (in terms of gender,
education, age, etc.) to promote the RNFE.
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Taking a livelihoods view on rural economic
diversity implies a holistic perspective that goes
beyond defining and measuring the size of the
RNFE. The distress-push/demand-pull distinc-
tion introduced in chapter 1 suggests that there
are different prerequisites, constraints,
motivations and outcomes for households
engaging in the RNFE (see Ellis (2000b), Barrett
et al. (2001a) and Haggblade et al. (2002), for
more detailed surveys).

Factors Enabling Household
and Enterprise Diversification

One approach in exploring these factors is to
realize that development of the RNFE is one
form of local economic growth. There are a
number of factors that are important for
(regional) economic growth in general, including
growth of the RNFE through diversification of
farm activities or the operation of non-farm
enterprises. Such economic growth through
increased diversification may be apparent in both
increased diversification of farm activities, in
increasingly diversified household income
sources, and in changes in the distribution of
income, leading to larger or smaller rural income
inequality.

Not surprisingly, therefore, the literature on rural
household specialization and diversification is
largely based on evidence from the developing
world; and the literature on the factors
underlying regional economic growth largely
overlap. We may distinguish between
household/enterprise-level factors and group-
level (village, region) factors that affect the

Chapter

distribution of household labour over income
sources, and thus diversification. Household/
enterprise-level factors include the following.

e Asset endowments (such as land, livestock,
real estate) and savings, i.e. wealth, as well
as income levels increase the opportunity to
invest in education, contacts or productive
assets that generate income either through
entrepreneurship or wage labour. It could be
argued that asset endowment is more
important because many developing country
markets, particularly credit markets, either
function poorly or are non-existent.
Endowments and the level of income tend to
encourage specialization in the most
productive activity.

e Access to markets. Markets may be
generally absent or malfunctioning in a
region (i.e. land markets, credit markets), or
they may be inaccessible for people
(typicaly the rura poor) with low social,
financial or human capital. Market accessis
also determined by factors such as distance
to markets, accessto transport, infrastructure
and telecommunications, access to market
information, the quality of goods and
services produced, volumes produced, etc.

e Human capital attributes (age, skills,
education) broaden the set of employment
and entrepreneuria options for individuals.
Household age composition (usually
assessed in the form of dependency ratios)
and education levels are an often-cited
measure of human capital used empirically
to explain the degree of participation across
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awide range of income groupsin the RNFE.
For example, Abdulai and Delgado (1999)
found that the probability of participation in
non-farm work increases with age up to 33
for men and 30 for women and is, thereafter,
inversely related to age. A higher level of
education is positively correlated with a
higher probability of participation for both
husbands and wives in the RNFE, and is
higher for wives than husbands. However, a
higher level of educational attainment for a
wife lessens the probability of the husband
participating in the RNFE. Women’'s
participation in non-farm work was more
sensitive to a lack of household cash than
their husbands' participation. Y et despite the
intuitive appeal of these findings, the
relationship between incomes and education
is not that clear-cut. Lanjouw (1999)
suggests that educational credentials may be
used to ration access to scarce regular non-
farm employment opportunities. A general
increase in education levels may ratchet up
the educational requirement (regardless of
its practical use) or result in a shift to other
selection criteria, still tending to exclude the

poor.

Reardon et al. (2000) argue that where
access to education is fairly equally
distributed, the effect will be to equalize the
overall size distribution of income.
Moreover, where there are more non-farm
employment opportunities with low
education requirements, rura non-farm
income inequality should be less. Reardon et
al. (1998) attributes the poor distributional
consequences of RNFE participation in
Africa to a scarcity of labour-intensive
activities that have low entry barriers.

Social capital. Participation in social
networks also broadens the set of
employment and entrepreneurial options for
individuals. The concept of social capital has
several different interpretations. Fafchamps
and Minten (1998) provide two definitions
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from an economist’s perspective: “The first
meaning sees social capital as a ‘stock’ of
trust and an emotional attachment to agroup
or society at large that facilitates the
provision of public goods ... The second
meaning sees social capital as an individual
asset that benefitsasingle individual or firm;
this meaning is sometimes referred to as
social network capital to emphasize that
agents derive benefits from knowing others
with  whom they form networks of
interconnected agents.”

From a livelihoods perspective, the second
definition is perhaps most pertinent for this
paper. If social relationships are not taken into
account, the significance of barriers to entering
the RNFE may be seriously under or over-
estimated. For example, certain employment
opportunities may not require a great deal of
capital, experience or skill, but a friendship or
kinship relationship might be an important
determinant of access (Davis, 2002b; Bleahu
2002). Fafchamps and Minten (1998) suggest
that social capital can “substitute for perfect
markets and enable agents to economize on
transactions costs’. It is difficult to capture fully
the significance of socia capital using a formal
guestionnaire approach. However, such an
approach has been used by Fafchamps and
Minten (1998), and Lanjouw (1998a,b) among
others, who attempted to measure quantitatively
the impact of social capital. Using regression
analyses, Fafchamps and Minten (1998),
demonstrated that social network capital raises
total sales and gross margins. Similarly, Lanjouw
(1998b) in his study of the non-farm economy in
Mexico's gjidos, used a social capital index and
found that ejidos with a higher score were
significantly less likely to be poor.
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Motivation for
Diversification

Risk may induce people to diversify income.
The risk inherent in agricultural production
may cause single-source income to
fluctuate, which can be mitigated by
diversifying the portfolio of activities
(Reardon et al., 1998). Economic theory
indicates that risk-neutral farmers will
divide their labour supply between on-farm
and non-farm employment opportunities
such that the expected marginal returnsto an
extra hour of effort/work are equal. If
farmers are risk-averse, either less time will
be allocated to the more risky jobs if the
expected returns to each sector are the same,
or alternatively, the farmer will be willing to
accept lower wages in the less-risky
environment (Mishra and Goodwin, 1997).
Non-farm labour can be used by farmers to
reduce the total variance of their income,
that is, the overall risk, or to increase the
total returns to labour. However, this does
not necessarily mean that risks associated
with non-farm opportunities are lower than,
independent of, or inversely related to on-
farm risks — it is more the case that on-farm
opportunities are often limited (Davis and
Pearce, 2001). While a combination of the
above demand/supply and labour
availability conditions must still hold in
order for RNFE activities to be viable, price
or income shocks may have constituted an
additional, or a mgjor reason for individuals
to consider diversifying into the RNFE.
Price increases (indeed hyperinflation at
times), delayed payment of wages, and the
collapse of much of the socialist transport
and outlet system (implying higher retail
transaction costs) are among the real income

shocks that rural people have experienced
during transition. Thiswould imply that they
are willing to pay arisk premium, in which
case non-farm rural production could be less
productive than food production and still
expand.

Seasonality. Seasonal labour and asset
employment of agricultural production may
be another reason for the growth of the
RNFE. Using idle labour or machinery and
empty buildings for non-agricultural
activities may supplement incomes without
capital investments and at low opportunity
costs. As the demands of agricultural
production on labour and capital are usually
seasonal, this motive would imply a strong
competitive position for rural non-farm
producers, since revenue and profits are
practically equal as the additional costs of
existing assets are fairly small. It would
restrict non-farm activities to those that are
farm-asset-based or capital-intensive. It
would also interact with the risk motive as it
stabilizes income over time.

Factors Enabling Growth
of the RNFE

At the group (village, regional) level, the factors
stimulating diversification are mainly the same
as those that stimulate economic growth, which
implies that we can consider diversification from
the viewpoint of (endogenous) growth theory'’
Relevant factors include the following.

An important factor in growth prospects is
local natural/physical resources. However,
although production is obviously predicated
on productive resources, resources
endowment is not necessarily an important

" The new growth economics approach assumes the presence of important externalities when combining labour and capital with an increasing
amount of knowledge. The gains from education, for example, are not simply determined by how much a person's productivity is raised by
their investment in education, but is also the result of interaction with many well-educated people and this constitutes positive externalities.
An effective enabling institutional environment and good governance at al levels of administration operates in a similar way. Therefore,
overall, models of economic growth make clear that productivity growth as well as capital formation (real and human capital) are both critical
to achieve high rates of growth in per capital GNP and thus sustainable livelihoods (see Breitschopf and Schreider, 1999).
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factor in understanding growth patterns, for
two reasons. First, given a set of factor
endowments, there are many possible uses,
each of which may or may not generate
growth. How resources are used is crucial to
growth, but it is not determined by their
mere presence. An illustration of this is a
study by Bernstein and Weinstein (1998),
who statistically examined the relationship
between factor endowments and production
patterns using international and Japanese
regional data. They found evidence of
substantial production indeterminacy, a
result which implies that regressions of trade
or output on endowments have weak
theoretical foundations. An additional factor,
which complicates the link between
resources and growth, is the possibility of a
‘resource curse’ or ‘Dutch disease’ (Auty,
2000). Countries that are richly endowed
with primary (e.g. mineral) resources tend to
specialize in the production and export of
these resources, more so than other
countries. Since the economic returns to this
are low relative to aternative development
paths, such as expanding the trade or
services sectors, resource abundance may
crowd out high-productivity alternatives and
so impede growth.

Quiality of local government (corruption, aid
programmes, consistency of policies and
their implementation) expressed, for
instance, by levels of corruption,
government stability, policy volatility
(mostly measured as monetary impulses),
the annual number of coups and revolutions,
or, sometimes, the level of democracy. See
Moers (2000) for an overview of the
literature and Moers (1999) for an empirical
analysis in transition countries. In this area,
one would look for a rural-urban difference
in corruption levels, bureaucratic quality, or
the nature of civic society that can help
explain differences in economic activities.
Governments are typically insensitive to
RNFE development and the agricultural
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paradigm usually dominates. In case of
intervention, actions by local administrative
bodies seem most appropriate (Haggblade et
al., 2002: 20). They have probably less
urban bias, are more knowledgeable about
rural needs, and operate more efficiently at
the local level.

Local physical infrastructure including
density of the road and telephone networks
and household services is an important
aspect of the RNFE and growth (see
Lanjouw and Feder, 2001). Jalan and
Ravaillon (1998) found that road density is
one of the determinants of household-level
prospects of escaping poverty in rural China.
Komives et al. (2001) found that there is a
division in access to household facilities
(electricity, water, sewer and telephone
services) between wurban and rura
households, with the exception of Eastern
Europe and Central Asia. Here, rural
households have relatively higher levels of
coverage.

Proximity to towns, linkages with urban
areas. Rural growth often depends on links
with urban areas, either through the
acquisition of manufactured or consumption
goods, or commuting incomes, or the
marketing of rural produce in towns. Rural
towns are also important for the following
reasons. public service provision,
information, credit services, economies of
scale and agglomeration, etc. Also, rural
towns can function as ports through which
rural producers can transport their goods to
national or global markets (World Bank,
2000a,b).

Trade and regional growth. Some
economists stress that trade is important for
growth; others maintain that production
linkages, implying a barrier to entry for
prospective trading enterprises, constitute an
alternative path to growth. Rauch (1997)
shows that both views may be reconciled.
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Another alternative to trade-led growth is
import  substitution.  Srinivasan and
Bhagwati (2001) gave an overview of
arguments in the trade versus import
substitution debate, and argued that the costs
of import substitution are greater than its
benefits. They cited studies showing the
weak theoretical foundations and the use of
incorrect methods deployed in support of
import substitution; and that trade is still the
best growth option. Does openness, apart
from influencing growth, also affect
inequality, and by, implication, would the
transition affect rural/urban inequality?
Theoretically, this is ambiguous. It depends
on factor endowments, the type of openness
(trade flows, capital flows or labour flows),
and on complementarity and substitutability
of factors of production, and on the
distribution of endowments over individuals
on different income levels. Empirically, the
openness-inequality connection researched
in regression analyses has suggested impacts
in both directions in different countries
(O’ Rourke, 2001). There is aso empirical
evidence that labour mobility may be a
factor in decreasing inequality and thus rural
poverty. Razin and Y uen (1996) showed that
labour mobility is capable of generating
income level equalization across regions in
the presence of knowledge spillovers, while
restrictions on labour flows tend to make
individual region/country per capita income
more divergent.

Socio-cultural Aspects of
RNFE Growth

Ethnicity and ethnic heterogeneity. Where a
number of different ethnic groups livein the
same area, whether in the same village or
not, anecdotal evidence suggests that often
there is occupational speciaization along
ethnic or ethno-religious lines, which affects
both current participation in different
occupations and the potential which
individuals and households have for
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diversification (see Fafchamps and Minten,
1998). For example, Smith et al. (2001) in
their study of two districts in Uganda found
the diverse socia ethnic structure played a
critical role in governing access to resources
and thus patterns of rura livelihood
diversification. Bleahu and Janowski (2001)
maintained in the case of Romaniathat some
ethno-religious groups have internal social
characteristics, which make it relatively
easier for them to diversify out of
subsistence agriculture. This is likely to
enable members of that group to collaborate
in, for example, marketing agricultural
products. It also enables membersto succeed
in entering non-agricultural activities, where
one member is already involved in acertain
occupation niche, he or shewill facilitate the
involvement of other members of the ethnic
group. This is what has happened in
Transylvania, where ethnic Germans
(‘Saxons’) appear to be much better at
helping each other gain entry to non-farm
retail trading activities than their ethnic
Romanian neighbours within the same
village (Bleahu, 2002). Consequently this
group has had an involvement in trade and
commerce which the Romanian ethnic group
has not had because they operate more
effectively through networks of kin and
neighbours. Bleahu and Janowski (2001)
also noted the impact of discriminating
against particular ethnic groups. In their
study, Roma gypsies were essentialy
excluded from accessing most forms of local
employment. Ethnicity is one dimension of
social capital.

Gender and cultural aspects of RNFE
access. Religion and a variety of cultural
factors may mean that there is a preference
for involvement in certain types of non-farm
livelihood activity on the part of all members
of a community or some section of it. There
are often activities which are seen as
undesirable by members of certain
castes/classes or certain ethnic groups. There
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are also activities which are seen as
inappropriate for certain categories of
individuals, because of their gender or age,
for example. Access barriers may also be
related to caste or class divisions, ethnicity,
language or other cultural factors (aspects of
social capital). High status groups of all
kinds, including high castes and high
status/majority ethnic groups, may gan
access more easily into remunerative non-
farm activities. Individuals and households
belonging to low status groups, on the other
hand, find it difficult to diversify into better-
paid sectors, and tend to be forced into
certain less remunerative non-farm
activities. In many developing countries,
women play a key role in farming and non-
farm ancillary services. They are often
responsible for selling produce and for
subsistence production (see Canagarajah et
al., 2001). Women have a strong influencein
the family in both providing and promoting
the education of children. Therefore, they
may warrant targeted programmes in both
extension and education, for example, for
non-farm and on-farm financial record
keeping and organization. Women also often
play a key role in activities such as agro-
tourism, weaving, light manufacturing work,
etc., which often require credit and other
aids for small business assistance. Finaly,
Smith et al. (2001) found that in Uganda
culturally proscribed gender roles can shift
when the household is under pressure to
bring in sufficient food and income to
survive. Conflict, economic deterioration
and the impact of AIDS have intensified the
burden on women, with an increase in
female-headed households that have in
many cases been forced into livelihood
diversification. In the case of Rakai, in
Uganda, women have received targeted
support from NGOs in the form of technical
and financial assistance to handicrafts
groups and, to alesser extent, baking groups.
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® Regional human and social capital is
measured by the level of education of the
population, the level of trust and the
intensity of civic society (i.e. number of
associations and clubs). Note that this is a
group characteristic and, as such, distinct
from the educational level, skills and
connection that a single individual/
household/farmer/farm manager may have.
Putnam (1999) in his study of Southern Italy
showed that social capital (e.g. networks,
norms, trust) co-ordinates actions and is an
asset in economic growth; see also Temple
(1998) for an overview of macro-economic
performance and social capital.

Linkages Between the Farm
and Non-farm Economy

Haggblade et al (2002) stated that one reason
why the RNFE should be actively encouraged is
because, when agriculture grows, the rural
economy benefits from powerful income and
employment multipliers. In many developing
countries, discrimination against small rural non-
farm firms constrains the effects of these
multipliers. As previously noted, the prevailing
conception is that RNFE activities have close
links with the agricultural sector; Heidhues et al.
(1998) and Davis and Gaburici (1999) provide
evidence of this in Romania. Although this
section focuses on the linkages between the farm
and rural non-farm economy, these must also be
viewed within the context of broader links. The
World Bank (Csaki and Lerman, 2000)
emphasizes the links between the rural sector and
all other sectors of the economy — not only those
between the rural sector and the agricultural
sector. In contrast to the distinction used in
Table 1, they argue for a cross-sectoral context to
rural development due to “the * connectedness’ of
rural residents to many economic sectors, only
one of which is agriculture”. For example, rural
industry has strong links with the urban sector,
due both to the market provided by the urban
area and the links between firms, which may be
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either competitive or complementary: rural
enterprises may provide components for urban
firms, or may assemble or finish their products
(Islam, 1997).

The farm and non-farm economy may be linked
directly through production activities, or
indirectly through incomes or by investment
(Reardon et al., 1998). Production linkages may
be either upstream or downstream: upstream
linkages occur either when the farming sector
grows and induces growth upstream in the supply
of inputs and services, or when growth of local
manufacturing and services reduces the price and
increases the availability of inputs upstream;
downstream linkages take place when activities,
such as agro-processing and distribution, that
rely on farm inputs, are increased and thus
increase the demand for farm products. Income
linkages occur when income earned in one sector
is spent on the outputs of the other, and
investment linkages take place when profits from
one sector are invested in the other. All these
linkages are important in the development of
non-farm enterprises in developing countries and
transition economies. However, linkages may be
weak and the strength of different linkages is
context specific and depends on a number of
factors. On production linkages, for example,
constraints downstream in the RNFE may raise
processing and distribution costs and so inhibit
farm sector development, or upstream RNFE
constraints may raise input and services costs
(Reardon et al., 1998). Increased opportunities
for rural non-farm employment would absorb the
excess labour found in agriculture and tend to
result in increased labour productivity
(Christensen and Lacroix, 1997).

The RNFE, Poverty and
Inequality

We now turn from the constraints and conditions
of RNFE growth to its possible consequences.
One of the reasons that diversification of the
rural economy is now a subject of interest is its
potential to reduce income inequality and thus
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rural poverty. Again, this concern is also central
to the literature on economic growth, especially
as applied to the developing world. We focus on
this and related literature on growth and
diversification. In treating diversification as a
particular form of economic growth and
exploring the relation between diversification
and income inequality, a conceptual difficulty
should be noted. There is evidence that income
inequality is often associated with take-off
economic growth or with economic shocks in
general. Thus, economic growth may imply an
increase in inequality. As such, it is often a
symptom of economic development rather than a
problem in itself.

Jian et al. (1996) found divergence between
coastal and inland regions in China due to the
‘economic zones policy. Ferreira (1997)
investigated the distributional consequences of
policies and developments associated with the
transition from central planning to a market
system. The model suggeststhat even an efficient
privatization designed to be egalitarian may lead
to increases in inequality (and possibly poverty),
both during the transition and in the new steady
state. Another reason why growth generates
inequality isthat it is usually accompanied by the
formation of a centre of economic activity
(Hanson, 1996), where incomes are probably
higher.

If income levels and growth rates that are
relatively low in some (often rural) regions seem
often associated with economic growth, is there
still a case for aiming for a reduction in
inequality? There are two rationales for such a
policy aim. First, extreme inequality and poverty
may be problematic for social reasons, while
there is also evidence that it actualy impedes
growth. Second, it may be that only certain types
of growth increase urban-rural income
inequality.

There is not always a growth-inequality trade-
off. Barro (1991, 1997) found a tendency
towards convergence among the US states,
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among Japanese prefectures, and among regions
within Western Europe. Also for poorer
countries, empirical work in Bangladesh shows
that growth, reducing poverty in both urban and
rural areas, is associated with rising inequality
only in urban areas (Woodon, 1999). Thisfinding
reflects a large strand of literature on the
conditions for growth to be pro-poor, focused
particularly on rural areas (e.g. Ravalion and
Datt, 1999).

Just asinequality, urbanization is often defined as
part of therural development problem, whileitis
also often a symptom of economic growth at the
national level. The degree of urbanization is an
indicator of economic development at low levels
of per capitaincome. There is evidence that there
isabest degree of national urban primacy, which
increases sharply up to a per capita income of
about US$ 5000 (PPP 1987 income), before
declining modestly. The best degree of primacy
declines with country scale (Henderson, 2000).
This would imply that urbanization, and thus
dwindling rural populations, as such should not
be viewed as problematic in developing and
transition countries, where per capita incomes
are generally lower. Indeed, in an exploration of
urban and regional dynamics in Poland after the
transition, Deichmann and Henderson (2000)
found that the degree of urbanization and
primacy remains low in Poland. The largest cities
are not growing at the rate that would be
expected if post-transition adjustments were
operating freely. As a result, Poland is not fully
realizing external economies from urban
agglomeration, probably due to housing
shortages and low labour mobility.

Having thisin mind, we now consider if and how
rural diversification, through the generation of
non-farm income, can reduce rural poverty by
decreasing inequality. We have already noted that
the small share of full-income farms in Central
and Eastern Europe imply a potentially major
role for the non-farm economy in rural areas. In
addition, extensive evidence of the role of non-
farm income generation in other developing
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country settings is a reason to investigate its
potential in the context of Central and Eastern
Europe. For example, Lanjouw (2001)
maintained that the non-agricultura rural sector
(in his definition comprising non-farm
businesses) represents a potentially important
route out of poverty in Ecuador. Poverty declines
as the share of income from non-agricultural
sources rises. Non-agricultural employment and
earnings are positively associated with better
education and infrastructure access. Poverty
could be expected to fall substantially with
expansion in the non-farm sectors of
construction, transport, commerce and services.
L anjouw (2001) also analysed a recent household
survey for Ecuador to assess the impact of the
non-agricultural rural economy in reducing
poverty. That sector accounts for roughly 40% of
rural incomes in Ecuador, 75% of which comes
from non-agricultural enterprises as opposed to
wage labour. The sector provides employment
for nearly 40% of economically active men and
50% of women. This survey shows that, al other
things equal, the greatest fall in poverty could be
expected from expanding employment
opportunities in transport, commerce-related
activities and services such as administration and
the hotel and restaurant trade. Although the
evidence is from developing countries (as in
Adams (2001, 2002) and Islam (1997)), it is
worth considering whether it is also relevant to
rural areas in transition countries. And if so,
which factors stimulate equity enhancing
diversification?

Reardon et al. (1998) identified a number of
conditions for the development of the RNFE to
be more equality enhancing which include
proximity to urban markets, physical and market
infrastructure, resource endowments and the
distribution of productive resources within rural
areas. Piesse and Thirtle (2001) showed that
access to markets increases the poverty reduction
potential of the RNFE in Zimbabwe. Deininger
and Olinte (2001), studying data from Colombia,
found that specialization, in farm or non-farm
activities, increases linearly in wealth and in
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income levels. The relationship between
diversification and wealth/income is a U-shaped
curve. This suggests that there are two types of
diversification: alow-return refuge from poverty,
and a high-return innovative diversification
based on high levels of asset endowment and
human capital and a well-developed rural
infrastructure, including access to credit markets.
A similar U-shaped relationship is reported for
farms in the developed world. These
observations support the distinction between
‘demand-pull’ and ‘distress-push’ factors in the
rural diversification process posed in chapter 1.
They also explain the recent shift in attitudes
towards the RNFE from viewing it as a symptom
of backwardness towards a potential motor of the
rural economy (Lanjouw and Lanjouw, 1997).
Rather than being contradictory, the older view
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fits the low-income/wealth, ‘poverty refuge’,
distress-pushed type of diversification, while the
more recent view connects to the high
income/wealth, innovative, demand-pull type of
diversification.

The implications for the study of the impact of
the RNFE on poverty, or income inequality,
reduction are the following. First, the increase in
diversification in recent years (assuming this
exists) may be a positive sign of (renewed)
economic viability, or a negative sign of
increasing poverty, in line with the above
classification. Which type it is depends on the
factors identified above, which may well be
incomplete given the ongoing explorations of the
subject (Deininger and Olinte, 2001).
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Chapter

Economy Policy Processes

This study has explored some of the scale and
definitional complexities underlying the RNFE,
and showed how susceptible it is to a wide
variety of trends, shocks and processes. Among
these wide-ranging influences, we need to be
able to determine the extent to which the RNFE
can be treated as a distinct entity and, therefore,
assess how much it might specifically beliableto
being influenced by policy initiatives. Can the
RNFE be identified in such a way that it is
susceptible to separate analysis and, therefore,
amenabl e to distinct policy interventions?

The difficulty is not only in the heterogeneity of
the activities but also that in many cases where
there is an expansion of non-farm activities, it
may be a consequence of a wide range of
influences. These may include changes in the
agriculture sector, as with the Green Revolution
in parts of Asia, which acted as a driving force
for small-scale industrial expansion in rural areas
both to supply inputs and process outputs. (Much
of the rapid expansion of rural industry and
commerce in India's provinces of Punjab and
Haryana can be ascribed to this process.) It might
be a product of processes like those in Chinain
the early 1980s, with a combination of macro-
economic shifts, local government
decentralization and decollectivization of
farming coupled with higher procurement prices.
In combination these allowed a rapid expansion
of agricultural output, a resultant rise in incomes
(driving consumer demand, especially for house-
building), and surplus capital for investment
retained by the localities, all of which produced
an enormous expansion in small-scale industry
and commerce. The most successful places for
this were also in coastal provinces, and many

also benefited from the newly permitted influx of
foreign investment.

The issues relating to potential expansion of the
RNFE range from the overall impacts of
economic growth in the wider economy (which
may or may not have a positive effect on the
RNFE), through the (supply-side) increase in
investment, the availability of labour for
employment, and the seeking of opportunities in
other types of livelihood. It is important to
recognize that the last — seeking other livelihoods
— includes both those taken up out of preference
and choice, and many others which are adopted
asaresult of crisis or collapse of other activities,
that is, they are distress-driven and survival
strategies. These various components form a
spectrum of ‘driving forces' or political-
economic environments that affect the potential
for growth (or decline) of the RNFE and which
have an impact by design or default on its
growth.

Governance, if defined as “the manner in which
power is exercised in the management of a
country’s economic and social resources for
development”, indicates that it is different from
government, and that power may be exercised
which is not incorporated into administrative or
economic structures that are formally constituted
or subject to democratic or other forms of social
mediation. Such power may clearly be exercised
at the local level, by both local and higher-level
players comprising not only constitutional
authority (government), but also the private
sector, local elites and expressions of civil
society (including co-operatives, NGOs and
producer organizations). Decentralization
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processes impact directly on local governance.
The degree to which decentralization affects the
RNFE positively or negatively will depend
essentially on the degree to which it strengthens
the efficiency, effectiveness and relevance of the
institutional environment. The institutional
environment influences the livelihood strategies
of non-farm rural households, through
determining their access to, and utilization of, a
range of livelihood resources (natural, economic,
human and social capitals). The relationship
between local governance and the RNFE is,
therefore, a complex one, with institutional
change and the processes driving it (such as
decentralization and economic reform and
restructuring) continually modifying and
changing the nature of the relationship.

Clearly the enormous range of issues outlined in
this paper demonstrates not only the complexity
of the RNFE, but also the fact that policy
interventions at one level may aso impact others
(positively or negatively). Moreover, in terms of
poverty-reduction strategies, the need is to
recognize that there should be a movement away
from distressed or constrained livelihoods
towards chosen or superior activities (including
the need to avoid wage-labour or self-
employment in dangerous or low-pay activities
that may represent poor substitutes for existing
livelihoods).

Recognition of the complexity of the RNFE and
its interrelationships with wider social and
economic processes should enable the reduction
of negative knock-on effects elsewhere,
sectorally or spatialy. Policy design should be
shown to operate with positive general
equilibrium effects and without displaced
negative impacts on the poor (e.g. through
harmful income or asset redistribution), or
worsening gender inequality, or degradation of
the natural environment. Subject to these
constraints, and relating to the issues discussed in
this paper, key policy questions emerge:

e Economic growth — Where relevant, what
macro-level policies will foster economic
growth in the RNFE and which will
undermine its devel opment?

® |nvestment — (i) How can reinvestment
locally be fostered to enhance local
livelihoods (and without significant
inefficiencies in opportunity costs of that
investment?); (ii) How can investment from
outside which promotes sustainable
livelihoods be encouraged?

e Employment — How can waged employment
be generated as a significant form of
livelihood enhancement?

e Chosen livelihoods — What can be done to
enhance the opportunities for people,
especially the poor, to gain access to more
diverse livelihoods?

e Constrained livelihoods — What circum-
stances lead to people having to take up
distress or coping strategies, and if they are
increasing in number what policies can treat
the problem? Is the expansion in coping
activities in part driven by negative
consequences of other policies? How can
poor people be enabled to widen their choice
of livelihood alternatives such that they are
not reliant on endangering natural capital,
low-pay and exploitative alternativesto farm
poverty?

We should also consider problems from the
perspective of rura people themselves, and this
can be done in respect to the way livelihood
opportunities are constructed through differential
access to the five types of capital (natural,
financial, physical, social and human) that are
increasingly familiar in the analysis of
sustainable livelihoods (Ellis, 1998). Some of the
key issues that emerge from this approach
include a focus on: property rights, markets,
governments, trends and demographics, shocks
and stresses, which are designed to abstract some
of the key considerations that a priori are
considered to be significant in influencing the
capital portfolios of people in the promotion of
the RNFE. To be effective policy-makers,
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governments and researchers will need to
demonstrate how policy interventions that
influence RNFE diversification ‘drivers or
livelihood frameworks can positively affect the
asset holdings of the rural poor. To evaluate the
impacts of RNFE opportunitiesfor the rura poor,
the following will need to be considered.

® Property rights systems mean the
conglomeration of processes and structures
that determine the relations between people
and groups of people (including social
relations such as class, gender, ethnicity,
age) and their differential access to incomes
and assets. It incorporates the de facto
distribution of assets and the property rights
that govern this pattern of control, together
with the process of appropriation and
distribution of surplus within the society.
These systems by and large determine the
manner in which power is held and operates
within societies.

e Markets or commercial environments may
not always be ‘proper/fully functioning’
markets. This is because although they
reflect the way property rights and political
systems operate (e.g. property rights that
determine economic influence also affect
market structures significantly).

e Government is distinguished for two
reasons. firstly, in most societiesit claims to
be independent of property rights (while
providing them with alegal framework) and
to be neutral in the way political institutions
operate; and secondly it usually claimsto be
competent in the implementation of policies
designed to impact on the economy, for
which reason it is seen as the sovereign
agent for receipt of, and use of, most official
development assistance, including policies
for the RNFE that may emerge from this
work.

® Trends and demographics provide the basis
for particular analysis of recognizable
patterns of change (in economic systems at
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any level, or technologies), and both
gquantitative and qualitative processes
affecting the population. This allows scope
for discussing the direction of change in a
range of factors that may have a serious
impact (positive or negative) on the RNFE,
for instance, structural adjustment packages.
Shocks and stresses are distinct events or
particular processes that need to be
separately identified from the broader
trends, in particular the impacts of disasters
or epidemics and pandemics. Policies for the
RNFE that neglect peoples’ vulnerability to
hazards or the impact of HIV/AIDS are
unlikely to be very robust.

Migration and the associated remittances
constitute another route to improved
incomes in rural areas, especially where
economic opportunities are lacking or
limited. Important conditions for smooth
migration flows include access to
information about job opportunities in
different areas, a functioning house market
in destination areas, availability of credit to
cover initial migration costs, and support in
case migrants fail and need to return home.
Individuals who have little or no earned
income and cannot or are reluctant to
migrate must rely on income support from
others or the state. Although modest and
incapable of sustaining a thriving rural
economy, state subventions to both poor
individuals and the job creation impact of
locating state servicesin rural areas (such as
hospitals, schools, etc.) generate much-
needed local income and provide a source of
demand for locally produced goods and
Services.
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We began this paper by arguing that the RNFE
would be discussed as part of a growth strategy
for the economy and also as a defensive survival
strategy. Macro-economic factors have a major
effect on the RNFE, as they affect genera
employment opportunities and the institutional
framework within which the RNFE functions, in
particular, the education system, financial
institutions and credit market, factors which
influence the development of micro- and small-
medium enterprises and the land market and farm
structure. Reforms within the agriculture sector
also have a major impact on the RNFE because
of the linkages, both positive and negative,
between the two sectors. In general terms,
growth in the farming sector has a positive
influence on the RNFE and vice versa, but it is
vital that the RNFE is expanded in order to
improve rura livelihoods in the long-run when
employment in the farming sector is expected to
contract.

As the natural resource base has declined in
many developing countries, so livelihoods have
become less secure and sources of income more
varied. However, their stocks of assets of various
kinds condition the ability of individuals and
households to access non-erosive and
accumulative off-farm strategies. At the
individual level, health status and education as
determinants of human capital are important,
particularly education. At the household-level,
gender and age profiles will to some extent
determine the pattern of non-farm activities
which can be undertaken. Financial capital,
physical capital (infrastructure, especialy roads)
and the quality of social networks can all be
crucial, depending on livelihood circumstances.

Chapter

In several societies, being female represents an
important ‘barrier to entry’ to non-farm
employment. Diversification in rural incomes
may also affect gender relations (women may
become more marginalized if they are more
constrained than men in their access to non-farm
opportunities, or they may be empowered by new
opportunities to earn income, and develop skills
and networks). Generational considerations can
also be important. Characteristically, it is the
young men who migrate, either seasonally or
permanently to urban centres for work. The old
and women in most societies are less likely to
undertake this type of strategy.

Therole of off-farm income generation activities
is seen as increasingly important for the viability
and development of rural areas, and for rura
households to diversify income sources and
enhance livelihood opportunities. The on-farm
sector exerts considerable influence on the rural
economy, both directly and indirectly, through
ancillary and associated industries, and through
employment and income multiplier effects.
Private sector activity unrelated to the on-farm
sector, and generally centred in rural towns, is
viewed as akey areafor development of therural
economy, and also a means of more closely
linking rural areas with urban and economic
centres. Micro and small-medium enterprises
play an increasingly central role in public sector
initiatives aimed at promoting off-farm economic
activity and the commercialization of the rural
economy (see Davis and Gaburici, 2001).

There remains a question as to whether the
RNFE should be left to itself — with national
governments and their agencies merely ensuring
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that the institutional and other reforms continue
to progress — or whether it requires positive
support/intervention. We would argue that the
latter would be helpful, possibly even essential,
but intervention needs to be informed by a clear
conception of what the rural sector is likely to
look like 10 to 20 years into the future.
Experience from less developed countries
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suggests that broad-based economic growth can,
under the right conditions, reduce the overall
poverty level. However, even with growth, there
will remain groups, which descend further into
poverty. Therefore, the national governments and
donor community need to identify clear
additional interventions that are demonstrably
beneficial alongside general economic policies.
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