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Foreword

By Lukas Menkhoff, Hannover

Worldwide poverty forms one of the greatest problems of our present economic
and social life. Whether you take the United Nations human rights declaration, the
German constitution (“Grundgesetz”) or any other commitment to ethical stan-
dards — the banishment of poverty is unequivocal. Accordingly, the de facto exis-
tence of large-scale poverty — i.e. the violation of basic rights — in a globalizing
world that seems to be richer then ever, may well be seen as a puzzle.

This puzzle does not become easier to tolerate when we look at two details (Bes-
ley and Burgess, 2003): first, while talking about poverty in developing countries
we do not talk about relative poverty as in rich countries (often defined as having
less than 50% of the median income). The poor in developing countries are not
relatively disadvantaged; they are poor in a very basic sense. An intuitive indicator
is the fact that these people spend most of their income for food, even though they
will often stay hungry. At the same time, rich countries have the problem of large-
scale obesity. Second, poverty is a permanent phenomenon. There are areas in the
world, in particular in Sub-Saharan Africa and South Asia, where the probability
of being poor is very high and where the hope for improvement is low. At the same
time people in industrialized and industrializing economies get used to ever in-
creasing aspiration levels with respect to material aspects of life.

Indeed the embarrassing living conditions of more than one billion poor people
in developing countries in combination with the increasing gap of living standards
between the poor and the rich, has provided a strong motivation for development
policy to change this situation. From its beginning, policy has aimed for stimulat-
ing economic growth in order to improve living conditions for everyone. The en-
durance of poverty, however, has motivated to extend the traditional “growth is
good for the poor” (Dollar and Kraay, 2002, Kraay, 2006) by a more targeted pol-
icy that combines growth with a particular emphasis on improving the situation of
the poor (Besley and Burgess, 2003). This is exactly the objective of “pro-poor
growth”, a term that became popular during the late 1990s and which seemed to
dominate the stage with the propagation of the Millennium Development Goals,
including its goal to halve poverty by 2015.

This volume contains six papers that address various core issues of pro-poor
growth policies. These papers were presented at the annual meeting of the Re-
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search Committee Development Economics (Ausschuss Entwicklungslander des
Vereins fiir Socialpolitik) in 2005. All papers were lively discussed at the meeting
and later on improved by comments from anonymous referees. I would like to
thank the authors, discussants as well as the referees for their most helpful contri-
butions in order to meet serious academic standards.

All authors have done extensive research in the field of pro-poor growth, includ-
ing field studies. Accordingly, their contributions — reflecting this knowledge and
proficiency — pick up recent developments in the field. The discussion of most
appropriate pro-poor growth policies is an ongoing process which has been docu-
mented by a growing literature, including some earlier collected volumes (e.g.
Krakowski 2004, Tungodden et al., 2004, Besley and Cord, 2006). The value added
of the present volume is obviously not to be more comprehensive than others but
rather to continue the line of work by bringing some recent research findings to a
broader audience. As papers are introduced by an abstract each, I do not want to
highlight their contents and findings here but restrict the introduction to relating
the papers to each other.

The volume is opened by the survey article of Rainer Klump and César A.
Miralles Cabrera (Goethe University Frankfurt/Main). The authors introduce the
concept of pro-poor growth including the main measurement controversy which is
exemplified by a nice simulation exercise. The main emphasis is based upon deriv-
ing policy implications from theoretical work and from 14 country studies on pro-
poor growth coordinated by the World Bank.

The following article by Michael Grimm (Georg-August-University Gottingen)
deepens the question how to measure pro-poor growth. Whereas Klump and
Miralles Cabrera discuss the conceptual debate between UNDP and the World
Bank, Grimm shows that pro-poor growth measurement should be based on indivi-
dual data if possible. Theoretical and applied work demonstrates that information
on individual mobility is important to assess the pro-poor impact of growth appro-
priately.

A different issue of pro-poor growth measurement is focused by Stefan Klonner
(Cornell University). His concern implies that ideal household data (as used in
Grimm’s contribution) are usually not available when long-term studies are con-
ducted. Another concern being the unwanted effect in traditional growth regres-
sions that poverty elasticities depend on the ex ante distribution. In order to appro-
priately assess a pro-poor development in time-series data Klonner suggests a new
approach and applies it to Indian data from the 1950s to the early 1990s.

The next three papers accept existing measures of pro-poor growth and examine
further issues. Rainer Thiele (Kiel Institute for the World Economy) demonstrates
how a dynamic Computable General Equilibrium (CGE) framework can be used to
analyze pro-poor growth. An application to the case of Bolivia shows, how this
instrument can simulate and asses various policy measures with respect to their
impact on the poor.
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One particular policy measure which has often been mentioned to pay a double
dividend — that is to foster growth and to be of particular advantage to the poor — is
the improvement in primary education. Jean Bourdon (University of Bourgogne),
Markus Frolich (University College London) and Katharina Michaelowa (Ham-
burg Institute of International Economics) examine an important option for devel-
oping countries, i.e. to complement (expensive) teachers within the public service
sector by (cheaper) contract teachers. Careful examinations for Niger show that
this seems to be an instrument to realize pro-poor growth.

Another issue of pro-poor growth which might yield a double dividend is dis-
cussed by Stephan Klasen (Georg-August-University Gottingen). It is known that
women are positioned in precarious situation quite often, hence a gender-sensitive
design of growth policies could target growth and gender objectives simulta-
neously. Klasen’s evaluation of 14 country studies shows that this is not an easy
task but that country clusters seem to emerge. Nevertheless, despite varying coun-
try experiences there are clear signs that measures to reduce the gender gap often
also reduce poverty and promote growth. Thus they can create a highly warranted
pro-poor growth effect.

Finally, I gratefully acknowledge the important contributions from three sides
which have made the first international conference of the Research Committee De-
velopment Economics (Ausschuss Entwicklungsldnder des Vereins fiir Socialpoli-
tik) in July 2005, hosted by the Kiel Institute of World Economics, a great success
and which have motivated to continue this experiment. First, the conference had
been perfectly organized by the local organizer Rolf Langhammer (Vice-President
of the Kiel Institute for the World Economy), Ingrid Lawaetz (Kiel Institute for the
World Economy) and Daniela Beckmann (Manager of our research committee,
University of Hannover). Second, we had received most useful financial support
by Wissenschaftsforderung der Sparkassen-Finanzgruppe e.V., Gesellschaft zur
Forderung des IfW, Wirtschaftswissenschaftlicher Club des IfW, Commerzbank
Private Banking Kiel, Sparkasse Kiel, as well as Palgrave MacMillan. Third, I
would like to thank the members and friends of our group who served as referees
for this volume as well as for the papers submitted to the conference:

Malcolm H. Dunn, University of Potsdam

Michael Graff, University of Queensland

Erich Gundlach, Kiel Institute for the World Economy

Carsten Hefeker, University of Siegen

Stephan Klasen, Georg-August-University Gottingen

Rainer Klump, Goethe University Frankfurt/ Main

Rolf Langhammer, Kiel Institute for the World Economy
Mathias Lutz, Swiss National Bank and University of St. Gallen
Katharina Michaelowa, Hamburg Institute of International Economics (HWWA)
Irmgard Niibler, International Labor Organization Geneva
Renate Schubert, ETH Ziirich

Rainer Thiele, Kiel Institute for the World Economy
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Pro-poor Growth: Theory,
Measurement, and Policy Implications*

By Rainer Klump and César A. Miralles Cabrera, Frankfurt

Abstract

The conceptual basis and the practical implications of the concept of pro-poor growth have
been highly debated over the last years. This paper aims at: (i) presenting a theoretical frame-
work that explains under what circumstances growth becomes more pro-poor; (ii) comparing
and testing the robustness of the two most important measures of pro-poor growth, the rate of
pro-poor growth (RPPG) and the poverty equivalent growth rate (PEGR) (iii) investigating
the most likely policy instruments that qualify for a support of pro-poor growth strategies;
and (iv) proposing a framework for pro-poor growth diagnostics, which might help to prior-
itize pro-poor growth policy instruments. By simulating several forms of the Growth Inci-
dence Curve, we demonstrate that the RPPG is biased, so that the higher the initial mean
income level of the poor, the higher would be this measure in absolute terms. We also explain
why macro stability, public investment in both human and physical capital as well as pro-
poor policies (i.e. safety nets and targeted interventions) are the most efficient policy instru-
ments for promoting pro-poor growth processes in developing countries.

A. Introduction

The concept of pro-poor growth as a suitable normative guideline for practical
development economics is intrinsically linked to the “Post-Washington Consen-
sus”. The original “Washington Consensus” (Williamson, 1990) had formulated ten
policy prescriptions for economic development based on liberalization, privatiza-
tion and deregulation which were meant to foster economic growth in the develop-
ing countries. The structural reforms which IMF and World Bank implemented
along these lines had led, however, to growing criticism about their effects on pov-
erty und income distribution. Therefore ways had to be found to link the interest in
a further promotion of growth with a particular focus in poverty reduction.

The following decisions, declarations and insights contributed to the emergence
of the pro-poor growth paradigm:

* A preliminary version of this paper was presented and discussed at the Annual Meeting
2005 of the Research Committee Development Economics of the German Economic Asso-
ciation (Verein fiir Socialpolitik) in Kiel. We would like to thank committee members for
their comments and an anonymous referee for very valuable suggestions.
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e In a speech given 1998 at the World Institute for Development Economics
Research (WIDER) in Helsinki, titled “More Instruments and Broader Goals:
Moving Towards the Post-Washington Consensus”, the then World Bank Chief
Economist Joseph Stiglitz proposed the so-called “Post-Washington Consen-
sus”, which introduced three new dimensions of development: (i) sustainable
development, which includes preserving natural resources; (ii) equitable devel-
opment, which ensures that all groups in society enjoy the fruits of development;
and lastly (iii) democratic development, in which citizens participate in making
the decisions which affect their lives (Stiglitz, 1998).

o In 1999, the World Bank makes the formulation of Poverty Reduction Strategies
(PRS) a pre-condition for obtaining debt rescheduling in the Heavily Indebted
Poor Countries Initiative, HIPC, which the World Bank and the International
Monetary Fund (IMF) had been carrying out in 42 poor countries since 1996,
the majority of which are located in Africa. Since then, a Poverty Reduction
Strategy Paper (PRSP), approved by the boards of the IMF and the World Bank,
opens the doors to debt rescheduling as well as to increased flows of bilateral
and multilateral aid. PRSPs were meant to replace ineffective Structural Adjust-
ment Programs (SAPs) and should follow five principles: They should be (i)
country-driven, (ii) results-oriented, (iii) comprehensive, (iv) partnership-or-
iented and (v) long-term. Today, PRSPs are being elaborated in close to 60 coun-
tries in Africa, Asia and Latin America as well as in East and Central Asia and
other transition economies (Hermele, 2005)

e In September 2000 the world leaders signed “The United Nations Millennium
Declaration” in order to commit their nations to strengthening global efforts for
peace, human rights, democracy, strong governance, environmental sustainabil-
ity and poverty eradication, and to promote the principles of human dignity,
equality, and equity. The “UN Millennium Declaration” brought forward the im-
portance and the essential of eradicating poverty and promoting development to
achieve sustainable and broad-based economic growth'. Later on, in September
2001, eight “development goals” and 18 “targets” were firstly documented and
classified®. All of them are causes and dimensions of poverty, such as income,
level of health and education, gender discrimination against women, and envir-
onmental vulnerability. For example, the first goal, the eradication of extreme
poverty and hunger aims at two targets, to halve the proportion of people with
income no more than one dollar a day and the proportion of people who suffer
from hunger between 1990 and 2015.

e The World Development Report (WDR) “Attacking Poverty: Opportunity, Em-
powerment, and Security” (World Bank, 2000) explicitly proposed a strategy for

1 See the United Nations Millennium Declaration (UN, 2000) and the Report (UN, 2001):
“Road map towards the implementation of the United Nations Millennium Declaration” on
the following web pages: www.un.org/ millenniumgoals / and www.developmentgoals.org.

2 See the Report of the Secretary-General: “Road map towards the implementation of the
United Nations Millennium Declaration” (UN, 2001).
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attacking poverty with three key principles: (i) promoting opportunity by stimu-
lating economic growth, making markets work better for poor people, and build-
ing up their assets, (ii) facilitating empowerment by making state and social in-
stitutions more responsive to them, and (iii) enhancing security by reducing vul-
nerability and risks of such events as wars, disease, economic crises, and natural
disasters.

e The 1990s had been a period of new worldwide growth (Zagha, 2005) but also
growing intra- and international inequality. The successful development of the
East Asian “miracle countries” (World Bank, 1993) had supported the idea, how-
ever, that by means of an appropriate economic policy a sharing of the growth
dividend among rich and poor might be possible (Klump and Menkhoff, 1995).
Of course, the idea of linking growth to redistribution in order to fight poverty is
much older and goes back at least to Ahluwalia and Chenery (1974).

As it stands now poverty reduction has become a central element of the “Post-
Washington Consensus” and the achievement of pro-poor growth has become the
new “Holy Grail” (Klasen, 2003) of international development economics. Over
the recent years the empirical meaning, the conceptual basis and the practical
implications of the concept of pro-poor growth have been highly debated. East-
wood and Lipton (2000) and Klasen (2003), among many others, have already
provided excellent summaries. A recent series of 14 country studies initiated by
the World Bank and national development agencies, supplemented by further em-
pirical evidence and theoretical concept papers, has aimed at synthesizing this
discussion and contributing to a better operationalization of pro-poor growth poli-
cies (Cord, 2005). Even if the high ambitions in this project have not been met,
the results of this comprehensive work are a natural starting point for the analyses
in our paper.

The paper is organized as follows. Chapter 2 aims at developing a theoretical
framework that explains under what circumstances growth becomes pro-poor or
not. Chapter 3 deals with the important issue of how to define and how to measure
pro-poor growth (PPG). As it happens very often in applied economics the way
how goals are defined has already important implications for the choice of appro-
priate policy instruments. Chapter 4 discusses the possible policy instruments that
qualify for a support of pro poor growth strategies. Chapter 5 presents two ap-
proaches which might help to prioritize pro-poor growth policy instruments, and
Chapter 6 concludes.

B. How to explain
why and when growth becomes pro-poor?

A specific theory of pro-poor growth is still lacking. Such a theory should
explain how the same rate of aggregate growth could be achieved together with
different speeds in poverty reduction. Unfortunately, the “Operationalizing Pro-
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Poor Growth” (OPPG) project of the World Bank was not able to derive from the
various country case studies some new elements of such a theory. Therefore it
seems wise to construct it instead on established insights from modern growth
and development theory. As a starting point there seems to be a divide between
those sources of pro-poor growth which are more based on a particular growth
dividend for the poor and those sources which rely more on redistribution of
some aggregate growth dividend towards the poor. The first group of determi-
nants can be called direct, while the second group are the indirect elements of a
pro-poor growth strategy.

A general conceptual framework for a theory of pro-poor growth has been pro-
posed by Klump and Bonschab (2004). This framework is further developed in
Figure 1. 1t identifies the most important building blocks which such a theory
should contain. In the centre of the diagram stand the factors, sectors and areas of
production and income generation. If growth is wanted to be directly pro-poor, this
calls for a specific mix of factors, sectors and areas of production. Unskilled work-
ers in agriculture in remote rural areas are presumably the most targeted group in
every pro-poor growth strategy. On the other hand this simple scheme also gives
an idea of how a higher pro-poorness of growth could be achieved: by combining
unskilled labour with land, human capital and real capital; by substituting agricul-
ture by industry and services, transforming informal in formal employment, sup-
porting the emergence of a viable private enterprise sector, and by linking rural to
urban growth dynamics.

Pro-poor policies: Safety networks and targeted interventions
M1 1 gy < = g

]
Factors of Areas of
Macro production production
policies
Land
Unskilled Rural
labour iy I:
Institu- 17/ yilled labour Urban
tional areas
changes Capital
EF TF i B
Rural/Urban
Fa:tc}r market Se:.to'ral development
policies policies policies
Pro — growth policies

Source: Based on Bonschab and Klump (2004)

Figure 1: A general conceptual framework for pro-poor analysis
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The other building blocks reunite the most important institutional and macro
policies, which are relevant for aggregate growth. They contain for example good
governance and macroeconomic stability. They are responsible for the general
growth climate in a country and should not per se have a particular pro-poor bias.
This is the major difference with regard to the third building block which stands
for all the particular pro-poor interventions. They consist of social policy programs
and targeted pro-poor spending for particular groups via the public budget which
are financed from redistributive taxation of general income.

The aim of all pro-poor growth strategies is the sustainable reduction of poverty
in all its many dimensions. This conforms not only to the “Millennium Develop-
ment Goals” (MDGs) but also to the general interest of promoting sustainable
long-term development. Given the diverse linkages between growth, inequality
and poverty — often summarized in the concept of a “poverty-growth-inequality
triangle” (Bourguignon, 2004) — it seems rather clear that persisting poverty in a
fast growing economy caused by rising income and asset inequality would endan-
ger future growth dynamics. Several channels link poverty and inequality to the
sources of growth®:

e Poor entrepreneurs have limited access to credit implying that capital is not allo-
cated efficiently®.

e Poor families often have to interrupt the schooling of children , leading to ineffi-
cient investment in human capital (World Bank, 1990).

o Poor farmers are forced to choose crops with lower expected returns and to di-
versify less making agriculture less productive (F.A.O, 2002).

e By reducing the political influence of the poor’, lasting poverty can prevent ne-
cessary political support for the promotion of growth policies based on human
capital accumulation and innovations.

o Poverty erodes the social capital of a society and the trust in political institutions
leading to political tensions®, riots and civil wars.

Little is said in the pro-poor growth literature so far about possible negative
allocative effects of targeted redistribution. There seems to be either the conviction
that the positive allocation effects of redistribution and poverty reduction prevail

3 See The World Development Report “Equity and Development” (World Bank, 2006).

4 See Hoff and Stiglitz (1990), and F.A.O. (2002) for a more details on imperfect informa-
tion and credit markets in rural areas.

5 Empowerment of the poor, by removing barriers-political, legal, and social-, that works
against the poor, represented one of the three pillars in the World Bank’s Poverty Reduction
Strategy at the WDR 2000 (World Bank, 2000) to combat the voicelessness and powerless-
ness of the poor in most developing countries.

6 Persson and Tabellini (1994) suggested that in a society where distributional conflict
is important, political decisions produce economic policies that tax investment and growth-
promoting activities in order to redistribute income.
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or it is implicitly assumed that redistribution can be financed in a non-distortionary
way, in particular via VAT. This calls, of course, for necessary institutional changes
in the existing structure of taxation in many developing countries.

C. How to define and measure
pro-poor growth?

I. Definition: Relative versus absolute concepts of pro-poor growth

Policy documents point out that pro-poor growth is considered as growth that
benefits the poor and gives them more access to economic opportunities (UN,
2000; OECD, 2001). What this really means in terms of a precise definition is,
however, highly debated. Two major strands in this debate relate to a relative and
an absolute concept of pro-poor growth.

According to the absolute definition of pro-poor growth, which is broadly used
in documents of the World Bank, growth is pro-poor if it reduces poverty, regard-
less of the developments on the inequality front (Ravallion, 2004; Ravallion and
Chen, 2003; Dollar and Kraay, 2002). As long as the income of the poor grows,
growth is pro-poor. Therefore growth is non pro-poor, only if the income of the
poor stagnates or declines. In this context income equality contributes to lower
poverty but is not an objective per se. Thus growth would be considered as pro-
poor even if average income rose by 6 percent and the income of the poor only be
0.1 percent.

The relative definition of pro-poor growth which is used e. g. by the United
Nations Development Programme (UNDP) is more restrictive and requires aggre-
gate growth to be combined with an increase in the relative income share of the
poor’. Hence growth is only pro-poor, if income inequality falls (White and Ander-
son, 2001; Kakwani and Pernia, 2000; McCulloch and Baulch, 1999). The World
Bank heavily opposing this concept has always pointed out that it risks to give up
growth opportunities. A growth outcome with average income growth equal to 2
percent and the growth of the income of the poor equal to 3 percent would be pre-
ferred to a scenario where average income growth is 6 percent and the income of
the poor grew by only 4 percent.

The MDGs clearly calls for a reduction in the incidence of poverty (number of
the poor) rather than a reduction of income inequality. This supports the World
Bank’s view of promoting the absolute concept of the rate of pro-poor growth. On

7 Kakwani et al. (2004) distinguish between a weak definition (growth is pro-poor if it
reduces poverty) and a strong definition of pro-poor growth (growth is pro-poor if inequality
falls). Among the strong definition of pro-poor growth, they distinguish between a relative
definition of pro-poor growth (if growth improves relative inequality) and an absolute defini-
tion of pro-poor growth (if absolute inequality falls in the process of growth).
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the other hand one may wonder whether the more general concept of promoting
opportunity, facilitating empowerment and enhancing security for the poor can
really be achieved without considering their relative income position. Social coher-
ence, political stability and the long-term sustainability of the market system
would certainly profit if high growth were not accompanied by a massive worsen-
ing of the distribution of income. Political economy considerations speak generally
in favour of none or not so much increasing inequality and are thus much more
supportive of a relative concept of pro-poor growth.

I1. Measurement: Rate of pro-poor growth
versus poverty equivalent growth rate

Also the adequate measurement of pro-poor growth depends on the chosen defi-
nition and hence on crucial assumptions about the relationship between growth,
poverty and inequality. Among a multitude of possible concepts we concentrate on
those two which are theoretically the most advanced and also representative of two
different strands of the discussion. UNDP (Kakwani et al. 2004) propagates the use
of the so-called “poverty equivalent growth rate” (PEGR) gk, while the World Bank
(Ravallion and Chen, 2003; Ravallion, 2004; Cord, 2005) strongly favours the “rate
of pro-poor growth” (RPPG) gg. Both concepts are similar in that they correct the
growth rate of mean income gy by a factor measuring the “pro-poorness” of growth.
The conceptual origin of the two correction factors, however, is different.

The “Kakwani School” derives the correction factor from a decomposition of
the growth elasticity of poverty:

Ezng‘*"’]l

1 =gy-¢, where =
(1) K =8y e

Here, 1 describes the total growth elasticity of poverty, and 7; is the “inequality
effect” or the proportional change in poverty when inequality changes but the real
mean income does not change. The “income effect” 7, is always negative, which
implies that growth will always reduce poverty when the relative inequality does
not change. By contrast, the “inequality effect” n; can be either negative or posi-
tive, being negative when growth leads to a change in the distribution of income in
favour of the poor, and being positive when the change in income distribution is
pro-rich or benefits proportionally the rich more than the poor. The following three
cases can now be distinguished:

e If ¢ > 1, where n; < 0, growth would be clearly pro-poor in the absolute and in
the relative sense. Hence income of the poor would increase and inequality
would fall.

e If 0 < ¢ < 1, where n; > 0, growth is still pro-poor in the absolute, but no long-
er in the relative sense. In this case, the poor benefit from growth proportionally
less than the non-poor (trickle down growth).

2 Schriften d. Vereins f. Socialpolitik 314
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o If ¢ < 0, the beneficial impact of growth is more than offset by the adverse im-
pact of rising inequality (immiserizing growth). Here, the growth process would
be again pro-poor in the absolute sense, but not in the relative sense.

The problem with the growth elasticity of poverty, however, that it is highly
sensitive to the initial levels of income and inequality (Son and Kakwani, 2004;
Bourguignon, 2003). It is, therefore, not surprising to find that different countries
have vastly different rates of poverty reduction with the same growth rate, because
they are at different levels of economic development and have different levels of
inequality. Cross-country regressions may give only the average elasticity, and
conceal the considerable actual variation across countries.

The “Ravallion School” starts from an inspection of the growth incidence curve
(Ravallion and Chen, 2003) which indicates the rate of growth in income or expen-
diture between two points in time at each percentile of the income distribution.
The rate of pro-poor growth is then defined as the mean of the growth rates of the
poor percentiles. This is the integral under the growth incidence curve below the
poverty line divided by the headcount. This can also be formulated in terms of the
Watts Index (Watts, 1968):

2) gr=gr-¥, where = aW,/dW;

Here: W, = [ log< (p)) dp represents the Watts Index, z denotes the poverty
line, y(p) household or individual’s incomes at the pth quantile, H, the Headcount

aw,
Index. The ratio ﬁ compares the actual change in the Watts Index with the
t
change in the Watts Index, which would have been observed if poor households.
had increased their incomes at the same rate than the mean income growth rate in
the economy. We next distinguish possible values for

e If ¢ > 1, mean income of the poor would increase at a higher rate than the mean
income in the whole economy. This would represent “real pro-poor” growth in
the absolute sense, and in some cases even in the relative sense. However, since
we consider growth rates, the exact impact on income inequality is not clear and
would depend, firstly, on the level of the initial mean income of the poor, and,
secondly, on the actual differences between mean income growth in the poor
and mean income growth in the whole economy.

e If 0 < ¢ < 1, mean income of the poor would increase at a lower rate than the
mean income growth rate in the whole economy. Unlike the case above, the im-
pact on in income inequality is rather clear, and this growth process would cause
an increase in income inequality. Therefore, in this case growth would be pro-
poor in the absolute sense, but no longer in the relative sense (trickle down
growth).
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e Lastly, if ¢ < 0, the economy would suffer a process of “immiserizing” growth,
in which despite of a positive mean income growth rate in the whole economy,
the poor would experience a decrease in their incomes.

In order to test the robustness of the RPPG we are concerned with the two fol-
lowing questions: (i) how correlated is the RPPG with changes in poverty and in-
equality?, and secondly, (ii) is the magnitude of the RPPG affected by the initial
level of inequality and the initial level of development in the economy?

The first question appears to be partially answered by recent analytical work,
which suggests that changes in the Watts Index and therefore changes in the RPPG
are not correlated with the number or incidence of the poor®. Since the RPPG
equals the mean income growth rate of poor households, a reduction of the number
of the poor would crucially depend on the distance or gap between the income of
the richest households among the poor and the poverty line. Therefore a positive
RPPG is a necessary but not a sufficient condition to be successful at reducing the
number or the incidence of poverty. One could find the case, in which a positive
mean income growth rate of the poor is not enough to push the incomes of some
poor households across the poverty line. By a similar analysis, we find that the
RPPG is also a necessary but not sufficient condition to reduce the level of income
inequality in an economy. It can be demonstrated that the Watts Index fails the
transfer axiom® among the poor. In other words, income transfers from the richest
poor households to the poorest poor households are not captured by the Watts In-
dex. Therefore the RPPG does not tell us anything about what happened to income
distribution among the poor households in an economy.

By simulating data, we can also show that whenever some poor households
cross the poverty line, the actual change in the Watts Index — at least at it is defined
by Ravallion and Chen - is generally biased. This is very intuitive, since the Watts
Index makes use of the natural logarithm function. This mathematical function will
provide negative values for poverty line-income gaps lower than unity. Ravallion
and Chen calculate the actual change in the Watts Index by holding constant the
number of poor households. In the special case, in which some of the poor house-
holds cross the poverty line, the logarithms of the gap for these households would
be negative. Thus, by calculating the Watts Index by the sum or integral for all
natural logarithms of the gaps, one would obtain a lower Watts Index than the
Watts Index that one would have obtained if one would have allowed for changes
in the number of poor households (Headcount Index).

As we already noted, Ravallion and Chen define the actual change in the Watts
Index as the area under the GIC and the RPPG simply as the area under the GIC up

8 Kakwani et al. (2004) pointed out that the RPPG does fail the monotonicity axiom, and
provide an example, in which the Watts index increases despite of a decrease in the incidence
of poverty.

9 Ravallion and Chen (2003) noted in their article that if they fixed the headcount index,
the RPPG would fail the transfer axiom.

2%
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to the Headcount Index normalized by the initial Headcount Index. This procedure
would lose generality if the number of poor increased or decreased between the
periods of interest. If the Headcount Index is not fixed, the actual change in the
Watts Index should be written as:

o) % _ /"’d [loggytﬁ)] i H/"'d[logtiy%;)] i
0 0

It follows from this calculation that the actual change in the Watts Index would
not represent the area under the GIC curve at the starting period, but rather the
differences between two areas: the area under the GIC up to the headcount at the
starting period minus the area under the GIC up to the headcount at the end period.
If one calculated the RPPG simply by dividing this expression by the Headcount
Index at the starting period, one would not obtain the mean income growth rate of
the poor as Ravallion and Chen suggest. It should thus be noted, that the Watts
Index and the RPPG are not directly correlated with the degree of inequality
among the poor and the number or incidence of poverty in an economy.

Regarding the second question, for a given mean growth rate of the poor, the
initial level of mean income of the poor crucially influences the magnitude of the
RPPG. This proposition can be easily demonstrated by the fact that for a given
income growth rate, the higher the level of initial income, the higher would be the
change in income in absolute terms. In other words, a one percent income increase
in a non-poor household would cause a higher increase in absolute terms in mean
income than this one percent increase for an ultra poor household. By the same
way, an overall one percent income increase for the poor would provide a higher
actual change in the Watts Index depending on the initial mean income of the poor
population. One can see from the simulations in Table I that the higher the initial
mean income of the poor, the higher would be (in absolute terms) the RPPG. By a
similar simulation analysis, the initial level of income inequality does not appear
to affect the RPPG. This proposition is less intuitive but can be also demonstrated
if we analyse the actual change in the Watts Index. The Watts Index measure of
poverty does not account for transfers among the poor. If we transferred dollars
from the poorest to the richest poor households without altering mean income of
the poor, the Watts Index would not capture any distributional shifts among the
poor and thus the RPPG would remain constant.
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Table 1

The rate of pro-poor growth and the initial level of development

Economy A
Initial Scenario 1 | Scenario 2 | Scenario 3 | Scenario 4
Headcount Index 0,5 0,5 0,5 0,5 0,5
Mean Income Level 6,85 7,06 7,00 7,12 7,18
Mean growth rate (%) - 3,00 2,22 3,89 4,78
Watts Index 30,10 28,82 26,76 29,67 30,54
dW /dt (a) - -1,28 -3.34 -0,43 0,44
dW* /dt (b) - -1,50 ~1,11 -1,95 -2,39
Correction Factor (a/b) ~ 0.86 3,01 0,22 -0,18
RPPG - 2,57 6,68 0,86 -0,87

Economy B (with higher initial mean income than A)

Initial Scenario 1 | Scenario 2 | Scenario 3 | Scenario 4

Headcount Index 0,5 0,5 0,5 0,5 0.5
Mean Income Level 10,28 10,58 10,50 10,67 10,77
Mean growth rate (%) - 3,00 2,22 3,89 4,78
Watts Index 48,85 43,83 35,78 47,16 50,56
dW /dt (a) - -5,02 -13,07 -1,69 1,71
dW* /dt (b) - -1,50 -1.11 -1,95 -2,39
Correction Factor (a/b) - 3,35 11,78 0,87 -0,71
RPPG - 10,04 26,14 3,38 -3.41

Scenario 1: mean income growth rate of the poor equal to the mean income growth rate of the non-
poor.

Scenario 2: mean income growth rate of the poor higher than mean income growth rate of the non-poor
(real pro-poor growth).

Scenario 3: mean income growth rate of the poor lower than mean income growth rate of the non-poor
(trickle down growth).

Scenario 4: negative mean income growth rate of the poor combined with a positive mean income
growth rate of the non-poor (immiserizing growth).

Source: Own simulations (see appendix for the assumptions).
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D. How to support pro-poor growth
by adequate policies?

L. Pro-growth policies: Factor related, sector related
and area related policies

Since most of the poor usually live in remote areas, work in agriculture and are
only endowed with unskilled labor the pro-growth element of a pro-poor growth
strategy has to rely on this particular factor, sector and area characteristics. Pro-
growth policies should lead to higher income growth of the poor without challen-
ging the general growth dynamics of the country. Among the factors of production
it is not particularly pro-poor to reduce population growth and increase domestic
saving and investment, the two basic strategies based on traditional neoclassical
growth theory. Rather, it is necessary to increase those factors of production which
are complementary with the basic asset of the poor, unskilled labor. Those factors
are land and human capital, whereas real capital is rather a substitute. The sector
which is most relevant for the poor is agriculture but with a higher level of devel-
opment also industry and services can play an important role. Sectoral policies also
include the treatment of the public versus the private domestic sector with regard
to the poor and strategies to turn informal into formal employment. Finally, spatial
policy considerations concern not only the rural development strategy but also the
problem of how to better link poor households in the poor rural areas to the urban
growth centers.

If unskilled labor is the major asset of the poor the income of the poor will not be
increased by higher labor productivity alone but by combining high labor productiv-
ity with an even higher productivity of the main complementary factor, land. To-
gether this means an increase of agricultural employment and higher agricultural
incomes (Byerlee et al., 2005). Poor households are typically land poor or landless.
When the poor do own land, it is often unproductive and frequently lies outside
irrigated areas. Many of the poor have access to land without having ownership
rights. Tenancy is not common, it does not provide collateral or a secure hedge
against risk, and access to the land from one year to the next is often uncertain. In
other cases the poor have access to land that is owned by the community or is com-
mon property, but the population pressure, the over-exploitation of resources, and
the deterioration of the environment make this common property resource not sus-
tainable. Therefore land access and tenure security issues constitute an important
constraint for the poor in most developing countries. For instance, in Tunisia, access
to land remains a huge constraint, which prevents households from participating
fully in agricultural growth. In 1990, more than 2/3 of the farmers in Tunisia owned
about 10 percent of the total land, while 1.2 percent of the richest farmers owned
more than 22 percent'’. On the contrary, in Vietnam, a successful land reform was
one of the key elements of the country’s highly successful poverty reduction.

10 See Ayadi et al. (2004) for more details about Tunisia’s economy.
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Many of the poor are located in regions where arable land is scarce, agricultural
productivity is low, and environmental degradation is common. Others among the
poor live in regions that are more endowed with natural resources, which are un-
equally distributed. In both cases, there is often a lack of access to public services
(education or health), and infrastructure (electricity, irrigation, roads, or market
centres). In addition, policies that would expand tenancy, provide clear land rights,
and improve the management of common property resources should create oppor-
tunities for many of the rural poor and are expected to promote pro-poor growth.

Denying large segments of rural society more equitable access to land and to the
benefits of secure tenure can be a major contributing factor to extreme poverty,
dependence, social instability, rural migration or land abandonment. On the other
hand, more equitable access to land and other assets can play a role in stimulating
faster and broad-based economic growth. Access to land can be provided system-
atically through land reform interventions by national governments, often as a re-
sult of policies to correct historic injustices and to distribute land more equitably’’.
Such land reforms usually occur in situations where much of the land is owned by
a relatively small number of land owners and the land is idle or under-utilized.

Land access and tenure security programs should aim at providing the rural poor
with access to land and promoting efficiency and investment in agriculture. The
impact of the implementation of these programs on growth would depend on their
effect on the subsequent increase in investment and efficiency. Such reforms
change the structure of land ownership by transforming poor land workers into
owners. Some recent land reform initiatives have been designed so that benefici-
aries can negotiate with land owners to purchase land using funds provided by the
State in the form of grants or loans. While there is a broad consensus that land
reform plays an important role in rural development and rural poverty reduction, a
great controversy is related to the choice of mechanisms to transfer land from large
land owner to the landless and land poor. In addition, there are some caveats in the
effectiveness of these land redistribution programs to generate income in the poor-
est households in practice. There is some evidence that in highly developed land
markets, land use tends to concentrate among well established, better educated,
and male head households. On the other hand, government’s fear of civil agitation
and political economy considerations, such as political influence of lobbies and the
middle and rich classes, would represent difficult obstacles to introduce land tenure
and tenure security reforms in most developing countries.

Land tenure and environmental conditions are also closely related: insecure land
tenure is linked to poor land use which in turn leads to environmental degradation
and poverty. For example, tenant farmers with short-term leases may not undertake
soil protection measures or plant trees if they will not hold the land long enough to
receive the benefits of their investments. In order to improve the sustainable use of

11 See Eastwood and Lipton (2000) for a distinction between achieved and ascribed in-
equality.
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natural resources, and hence sustainable pro-poor growth, land tenure strategies
should be linked to appropriate land management tools and the provision of exten-
sion services, to ensure that the land is put to a use that is suitable for its soil, land
form and climatic characteristics.

As mentioned above, the principal asset of the poor is unskilled labour. Educa-
tion increases the productivity of this asset. Educated workers have a comparative
advantage with respect to adjustment and implementation of new technologies, be-
cause they usually have a broader set of basic skills, which facilitates the assimila-
tion of new knowledge. Almost all studies on agricultural productivity show that
better-educated farmers get also a higher return on their land. In addition, educa-
tion gives the workers a wider range of self-employment options and allows him or
her to choose more profitable alternatives.

The effect of better health and nutrition on productivity has been less well docu-
mented than the effect of education. An increasingly number of studies, however,
shows that improvements in health may increase output not only through labour
productivity but also through the accumulation of capital'?. Nutrition and health
policies lead to positive effects on agricultural productivity, and would generate
pro-poor growth if these policies indeed had an impact on the poor. Just as the
education of parents has a positive effect on child nutrition, better nutrition
improves the child’s capacity to learn'®. Because of the positive effect of better
health and nutrition on productivity, investment in it also contributes to pro-poor
growth.

Adult health is also a relatively new issue in public health policy in developing
countries. Most public health efforts have emphasized child and infant health.
However, more than anybody else, the poor depend on health to maintain the pro-
ductivity of their in most cases only asset, labour. In addition, improvements in
sanitation, drinking water, housing and nutrition are pro-poor policies, which if
they increase productivity in the labour force, will also be pro-growth policies.

It has been also argued that health affects economic performance through direct
and indirect mechanisms (Bloom et al., 2004). It has a direct effect on worker’s
productivity because healthy workers are generally more physically and mentally
robust than those afflicted with disease or disability and are less likely to be absent
from work because of personal or household illness. Health can also affect eco-
nomic performance through indirect mechanisms; for example, improved health
can increase the return on other forms of investment in human capital, such as
education and worker experience. At a macroeconomic level, empirical studies
have also demonstrated that population health is a robust predictor of growth in

12 See, for instance: Bloom et al. (2001); Deaton (2001b); and Preston (1975).

13 Studies in many developing countries consistently show that protein energy malnutri-
tion is related to lower cognitive test scores and worse school performance in children and
work capacity in adults (Worldbank, 1990).
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per capita income and affects foreign direct investment (Bloom et al., 2001, 2004;
Deaton, 2001b).

Policy makers and governments should make sure that the poor have access
to basic care, and should continue to expand these basic services with a greater
emphasis on access for the poor in order to contribute to pro-poor growth. Human
capital is therefore a limiting factor, and without an adequate level of education,
health and nutrition of the poor, long run pro-poor strategies and pro-poor growth
will fail in its attempt to achieve poverty reduction. Increasing government and
private spending in human capital of the poor will enhance productivity, job’s
opportunities, and personal wealth in the poor households and hence in the econ-
omy.

Sectoral policies with a pro-poor perspective should always start by promoting
agriculture by liberalizing agricultural exports and import of fertilizers. However,
with a higher level of development also the industrial and service sector become
relevant for the poor. This is when liberalization of manufactured exports and of
services becomes relevant. The public sectors are mostly unable to react to the
growing employment needs of poor workers which are laid off in agriculture. This
is why the expansion of the domestic private sector becomes necessary with higher
standards of living. The informal sector is usually a huge employment machine in
most developing countries due to its high flexibility. On the other hand, the formal
sector offers not only higher but also more stable employment and income. There-
fore the way out of informality is generally pro-poor and it can usually be sup-
ported by lower inequality and better institutional governance (Klump and Tenguz,
2005).

Agricultural liberalization and trade reforms are traditionally expected to pro-
mote pro-poor growth, mainly by removing export taxes. There is some evidence
that in many African countries, the privatization of marketing boards for crops and
the removal of export taxes have increase incentive for farmers to invest and pro-
ductivity in the crops production'*. Trade protection has its roots in political econ-
omy considerations. Tariffs also reduce economic efficiency, since it undermines
incentives to invest, diversify, and exploit new growth opportunities. For instance,
the federal and state government in India provided during the 90s significant sub-
sidies for agricultural inputs and outputs that damaged fiscal finances, and dispro-
portionately benefited the larger farmers'>. It may be arguable that agriculture lib-
eralization and trade reforms must be in a pro-poor growth agenda. However, the
impact of such reforms on the income in the poor households is still not clear. In
addition, their implementation relies on strong and high quality institutions, which
should control that such reforms do not favour the larger and richer farmers, and
institutional inefficiencis would certainly benefit lobbies and well established lar-
ger farmers more than the poor.

14 See Okidi et al. (2005) for the case of Uganda.
15 See Besley et al. (2004) for more detail on the Indian economy.
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The rural non-farm employment in the developing world mainly consists of em-
ployment in traditional industries (e.g. manufacturing), services (tourism), and
commerce. The poor are concentrated in traditional industries with low skill and
capital requirements and very low labour productivity, and their products are nor-
mally intended for home consumption or for the local market. Non-farm employ-
ment is particularly important in providing work for landless workers and women
from poor households in slack seasons.

During the 90s, non-farm employment both in urban and rural areas has become
more important in the developing world!S. In addition, the non-farm sector
emerges as an alternative to generate income and welfare for the poor households,
and hence to generate pro-poor growth. For instance, by using 20 household sur-
veys for India’s 15 major states and spanning 1960-1994, Ravallion and Datt
(1999) remarked three results: first (i) higher (rural and urban) non-farm output
and lower inflation were all poverty reducing; secondly (ii) non-farm output was
the only explanatory variable in explaining poverty, for what they could reject the
null hypothesis that the elasticity was the same across states for a given poverty
measure; and thirdly (iii) the non-farm economic growth was less effective in redu-
cing poverty in states with poor initial conditions in terms of rural development (in
absolute terms and relative to urban areas) and human resources. In the same line
of results, but at this time by studying Latin American economies between the
period from 1970 to 1994, De Janvry and Sadoulet (2000) suggested that growth
in the services sector was essential in reducing the growth of both urban and rural
poverty.

The characteristics of urban and rural poverty have some significant distinctions,
which are important to identify and understand, so that poverty problems can be
correctly assessed and appropriate interventions designed. For poor people living
in urban environments, the main source of livelihood is the informal sector. The
poor sell services and engage in trade or work on a casual basis in construction,
manufacturing, and transport. Some are full-time beggars, garbage sifters, prosti-
tutes, or pickpockets, and incomes are low and insecure.

Village clusters, towns, medium-sized cities, and large and mega cities present
very different problems and have different institutional capacities. Urban poverty
issues are particularly apparent in zones where population growth is high and ad-
ministrative capacities are inadequate or unprepared to respond to pressing needs.
Policy actions to address pro-poor growth must take account of these facts. Differ-
ences in income and welfare within the different regions of a country must be an
important issue when implementing pro-poor growth strategies. So far, the poor
households in the remote poor provinces have mainly been linked to the growth
dynamics in the urban centers via migration of household’s members and their re-
mittances. In a more general perspective, it would be desirable if these linkages

16 For instance, Datt and Ravallion (1996) found that poverty was reduced by higher agri-
cultural yields, above-trend growth in non-farm output, and lower inflation rates.
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could be made also by higher interregional capital mobility, in particular related to
the creation of private enterprises outside the urban centers and by a better infra-
structure which links the rural suppliers to growing urban markets.

I1. Pro-poor policies: Safety Nets
and targeted interventions

Not all the poor will benefit from the policies discussed in previous chapters.
Poor people are vulnerable because they are the most exposed to a wide array of
risks!”. Their low income means they are less able to save and accumulate assets.
That in turn restricts their ability to deal with a crisis when it strikes. Two broad
groups need special attention: those unable to participate in the growth process and
those who may be temporarily in danger when events take an unfavourable turn.
The first group needs targeted interventions, while the second group is best served
by a variety of safety nets.

The adverse effects of these risks will be more damaging to the poor, and lost
income may force the poor to sell their land, their tools, send their children to work
rather than to school, or eat less. Moreover, the general objective is to improve the
living conditions of poor people, especially children, adolescents, senior citizens,
women, persons with disabilities and ethnic groups in vulnerable conditions,
through equitable access to better opportunities. Safety nets programs have two
key functions: (i) redistribute incomes and resources helping the poor to overcome
short-term poverty, and (ii) to help households manage risk.

From a pro-poor policy perspective, there are many useful tools for public inter-
ventions to improve the ability of households to manage risks, in particular: health
insurance, old age assistance and pensions, unemployment insurance and assis-
tance, workfare programs, social funds, microfinance programs and cash transfers
(World Bank, 2000).

Most low-income countries can offer only limited health insurance, usually pro-
viding minimum benefits for all illness rather than full insurance for infrequent but
very costly illnesses. Public provision of insurance against catastrophic health risks
could thus significantly improve the welfare of poor people where households are
unable to insure against these risks themselves.

The risk associated with old age has social as well as economic dimensions, and
policies need to address both. To reduce social isolation of many of the elderly,
social policies should facilitate access to community groups or associations that
cater to the elderly. On the economic side, many elderly are poor because they
have been poor all their lives or because of failures in pension systems. Pro-poor

17 Risks can be either household (e.g. illness, disability, death and unemployment), com-
munity or regionally based (e.g. floods, famine) or nationwide (e.g. global financial risks,
shifts in terms of trade).
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growth policies that increase income of the poor during their working lives will
also make them better off during retirement.

Formal pension systems are limited in most developing countries, covering only
16 percent of the labour force in the developing world (World Bank, 2000). The gen-
eral recommendation for pension reform is to establish a multi-pillar system: com-
bining a publicly managed defined-benefit plan with a privately managed defined-
contribution plan, supplemented by voluntary retirement savings. The publicly
managed plan, funded from general tax revenues, can address poverty and equity
concerns. But successful management of such systems requires considerable ad-
ministrative capacity, which is not the case in the developing world. In general, cov-

erage is lowest among the poor, the uneducated, the self-employed, and women'®,

Even a well-functioning labour market will not fully eliminate the risk of unem-
ployment or underemployment. Displaced workers will need unemployment bene-
fits to protect them from large income losses and poverty. But unemployment in-
surance is generally not appropriate for most developing countries because of their
low administrative capacity and their large informal sector. The irregular and un-
predictable earnings typical in the informal sector and the high compulsory contri-
butions make it hard for workers to participate in a contributory insurance pro-
gram. A more practical option for assisting the unemployed are therefore the so-
called social funds and public workfare programs. Public work programs are a use-
ful countercyclical instrument for reaching poor unemployed workers. Social funds
could help to finance small projects identified and implemented by poor commu-
nities. Social funds address a wide range of objectives, including infrastructure,
community development, social services, and support for decentralization.

Microfinance programs (credit, savings, and insurance) should help poor house-
hold to smooth consumption during an adverse shock. Access to credit may help
them to avoid distress sales of assets and replace productive assets destroyed in a
natural disaster. But microfinance programs do more than help households cope
with shocks, they can also provide capital to create or expand microenterprises.
Microfinance thus could help households to diversify their sources of income and
reduces their vulnerability to income shocks.

Lastly, policy makers can manage equitable cash transfers system, including so-
cial assistance payments for the elderly, child allowances, targeted human develop-
ment programs, and fees for basic services. Cross-country experience suggests that
in countries with large informal sectors, where formal unemployment insurance is
not feasible, social assistance is an important way of assisting the unemployed and
underemployed. Targeted human development programs for poor households with
children transfer income in cash or in kind on the basis of such observable criteria
as children’s age, attendance in school, or participation in a health care program.

18 See Auerbach et al. (2005) for a detailed analysis of social security coverage and labour
markets in Latin American countries.
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They thus serve the dual objectives of poverty reduction and human development.
When effective, they prevent long term damage to children that occur when house-
holds, unable to adequately manage risk, respond to shocks by underfeeding their
children or pulling them out of school to work.

Targeted interventions as part of a pro-poor agenda should benefit those groups
among the poor who are unable, even in the longer run, to participate in the general
growth dividend of a country because they suffer from open or hidden discrimina-
tion and/or because their “economic style” is different from that of the majority.
Both are often the case with women and ethnic minorities. The Millennium De-
claration, signed in September 2000 at the United Nations’ Millennium Summit,
commits the member countries to promote gender equality and the empowerment
of women, as an effective way to combat poverty, hunger, and disease and to sti-
mulate sustainable development'®. Even as gender disparities in education are re-
duced, other gender differences tend to persist in labour market opportunities, legal
rights, and the ability to participate in public life and decision making.

Pro-female policies, are supposed to be natural elements of a pro-poor growth
strategy. Among the links between gender equality and growth, investment in hu-
man capital is vital. Investment in human capital, especially girls’ and women’s
education and health, raises productivity. When women work and are well-paid,
parents may decide they need fewer boys to support them in old age, and if a
mother works for reasonable wages, the opportunity cost of bearing an additional
child is relatively high. Educated, healthy women are more able to engage in pro-
ductive activities, find formal sector employment, earn higher incomes and enjoy
greater returns on schooling than are uneducated women who suffer from poor
nutrition and health, or are victims of domestic violence. In addition, educated wo-
men give greater emphasis to schooling their own children, thereby improving pro-
ductivity of the next generation. Increased access for women to productive assets
and resources, such as land or agricultural inputs, also raises their productivity.
When a country educates both its girls and boys, economic productivity tends to
raise, maternal and infant mortality usually fall, fertility rates decline and the
health and educational prospects of the next generation are improved.

Minority ethnic groups are often discriminated in the developing world. They
have no access to public services, live in underdeveloped rural areas, and do not
participate in public life. Public funds may be directed to the whole population and
not only the big majority®’. Programs especially designed for minority ethnic
groups are crucial to integrate these vulnerable groups in the society. Public action

19 The Millennium Development Goals (MDGs) on gender equality include three indica-
tors: literacy rates, the share of women working in non-agricultural jobs, and the proportion
of seats women hold in national parliaments.

20 Easterly and Levine (1997) studied Africa’s ethnic issues and found support for theories
that argue that interest group polarization leads to rent-seeking behaviour and reduces the
consensus for public goods.
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and policies should promote integration of these minorities and implement special
programs for them in order to reduce poverty, improve income distribution and
generate pro-poor growth. For instance, Keefer and Khemani (2003) point out
three pro-poor policy challenges: (i) decentralization of responsibilities for the
provision of local public goods and services to the level of locally elected village
and municipal governments; (ii) greater autonomy of decision-making at the level
of service providers such as schools and clinics; and (iii) greater participation of
all kind of citizens through community based organizations such as parent-teacher
associations and health committees. These pro-poor policies would be also pro-
growth if they facilitate efficiency gains in the provision of public infrastructure
and services.

III. Macro policies and institutions

On the macro side there are less specific challenges for a pro-poor growth strat-
egy. Aggregate price stability seems to be one of the cornerstones of a successful
pro-growth strategy. The same is true with, and of course highly related to, stable
public finances and realistic exchange rates.

Low inflation, sustainable budget deficits, and realistic exchange rates are key
factors for a good investment climate, job creation, and poverty reduction. High in-
flation and volatile real exchange rates are particularly harmful for those with fixed
incomes, and local currency and assets. Rich people are more likely to have better
access to credit, better access to dollar accounts than poor people, so that, balance of
payments crises hurts the poor proportionately more than the rich. Achieving stable
macroeconomic policy was the focus of much policy attention during the oil crises
of the 1970s and the debt and related financial crises of the 1980s.

Macroeconomic policy should aim for stability, which would reduce the likeli-
hood of such financial, fiscal and balance of payments crises. Some empirical stu-
dies found that high inflation hurts economic growth, and tends to worsen income
distribution and increase poverty. Macroeconomic instability is negatively asso-
ciated to the income of the poor. In addition, unstable inflation and volatile relative
prices reduce the information content of price signals and finally distorts the effi-
ciency of resource allocation, which may have a negative effect on growth of total
factor productivity.

Regarding fiscal policy, large budget and current deficits will eventually lead to
a crisis in which the poor will suffer disproportionately (World Bank, 2000). Gov-
ernments should aim for low deficits, which may support macroeconomic stability
and avoid disruptions and distortions for financial markets, all of which tend to
hurt the poor disproportionately. Keeping the fiscal deficit constant, larger govern-
ment expenditures imply the need for additional revenues. Thus, through taxation
and its adverse effects on the efficiency of resource allocation it would be expected
to reduce the rate of growth, which would be harmful to the poor.
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On the other hand some government spending may be cut, such as public expen-
ditures on health and education. There are considerable disagreements, however,
on the precise optimal mix between tax increases and expenditure cuts, on the ex-
tent of fiscal tightening during stabilisation, and on what size of budget is low
enough (Klasen, 2003). Reducing the burden of government could affect the qual-
ity of public services in health or education, which may have negative impact on
the poor.

Monetary and exchange rate policy must also be coordinated to ensure low in-
flation and competitive exchange rates (Easterly and Fischer, 2000). Governments
should avoid an overvalued exchange rate as it destroys efforts to boost exports,
and it generates a crisis of balance of payments. An overvalued real exchange rate
is typically anti-poor as the rich may have a much higher propensity to import
(Klasen, 2003).

The following is a summary of pro-poor policy guidelines, which should be in-
cluded in a poverty reduction strategy:

e Achieve a low fiscal deficit and sustainable public debt, congruent with sustain-
able economic growth and a prudent monetary policy, ensuring that it is fi-
nanced, in a manner that avoids inflationary pressures.

o Rationalize public expenditures, giving priority to those affecting directly the
poor people, such as education, health, and infrastructures.

o Increase efforts to improve tax administration and maintain tax collecting,
which should permit payments for social public expenditures. Special emphasis
should be given to enlarging the base for income taxes, reducing the number of
exonerations for all taxes, and favouring poor households.

e Assure a competitive exchange-rate system, as a key factor for medium-term
sustainability of the balance of payments, and a prudent management of the for-
eign debt.

Good governance is the most important institutional prerequisite for pro-poor
growth, as it is for growth in general. A particular pro-poor perspective comes
from policies of decentralizing the power of public institutions. The interest of
making the institutions respond much more to the interests of the poor may conflict
with the capacities of developing countries to secure good governance even at the
sub-national level.

Good governance and institutional development is essential for stimulating eco-
nomic growth and achieving poverty reduction. Transparent and clear rules pro-
vide an appropriate climate to attract private investment. Improving governance
and institutions require consolidation of the rule of law, strengthening justice and
personal security, greater transparency and efficiency in public expenditures, pro-
motion of democracy, and modernization and decentralization of the public admin-
istration. Poor governance, corruption, and political instability damage investment,
growth, and poverty reduction. There is a new focus on improving governance by
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strengthening the state’s democratic accountability, and the role of civil society in
monitoring governance and state performance.

As indices of government institution’s quality, the literature provides different
measures. Kaufmann et al. (2003) find a strong positive correlation between their
aggregate governance measure and the logarithms of GDP per capita in 2001.
Good governance is a pre-requisite to attacking poverty in a developing country
and influencing the efficiency of pro-poor policies. Countries with poor institutions
are more likely to have high inequality and low-quality institutions, and are often
associated with wasteful redistribution toward the rich (Gradstein, 2003, Chong
and Gradstein, 2004a, b). Some studies indicate that social polarization negatively
affects institutional quality and thereby slows growth (Keefer and Knack, 2002). In
addition, the quality of institutions affects not only economic growth but also the
implementation of poverty reduction strategies. It is argued that, while income in-
equality may cause negative effects on the quality of institutions, the reverse holds
as well, so that poor and low-quality institutions result in a higher degree of in-
equality. The empirical works based on cross-country analyses show that policy
biases in favour of the rich, income inequality and poor and low-quality institu-
tions may reinforce each other (Chong and Gradstein, 2004a, b).

IV. Country experiences

We next summarize the results from the 14 OPPG country case studies®' with
respect to successful policies for pro-poor growth. Table 2 reveals a high degree
of country-specificity. For most Sub-Saharan countries, macro stability and an
adequate investment climate, together with both human and physical capital in-
vestments appears to be the most successful pro-poor growth policy mix. In these
countries, rural development seems to play a crucial role for economic growth
and poverty reduction. Alternatively, in Latin American and Caribbean countries,
labor market reforms, together with investments in human capital and infra-
structure seem to be the most effective pro-poor growth policy package. For East
Asia and Pacific countries, good governance emerges as an essential factor to
implement pro-poor growth policies and like in other regions, investment in
human capital and infrastructure was crucial for pro-poor growth experiences.
For the reminding regional areas we do not have enough country experiences to
draw policy implications. All together, we can conclude from these country case
experiences:

e We find a high degree of country-specificity, what in turn confirms that country
case research is an appropriate way to understand pro-poor growth experiences.

21 We report only the 13 available Country Case Studies on Vietnam, Bangladesh, Indone-
sia, India, Tunisia, Ghana, Zambia, Uganda, Burkina Faso, Romania, Bolivia, El Salvador,
and Brazil).
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e Macro stability together with public investment in both human and physical ca-
pital emerges as the most efficient policy instrument to promote simultaneously
growth and poverty reduction.

e Pro-poor policies, such as safety nets and transfers, and targeted interventions in
favour of women and ethnic minorities are only rarely recognized as successful
pro-poor growth policy instruments. This could mean, that they have been inef-
ficiently implemented or that there is a lack of data to prove their effectiveness.

E. How to prioritize pro-poor growth policies?

Given the high degree of country specificity on the one side and on the other
side the financial and administrative constraints which national government and
international donors face in the implementation of pro-poor growth policy
packages, there emerges the problem of prioritizing adequate policy instruments.
The problem of prioritizing becomes the more important the more pro-poor growth
is considered as a comprehensive strategy which aims at obtaining various goals
with a broad variety of possible policy instrument under the particular political and
institutional conditions of a given country. We see two approaches which can be
helpful for policy makers in dealing with the problem of prioritizing. Both ap-
proaches are highly complementary where the first one, the (pro-poor) growth di-
agnosis approach, offers a framework for identifying the most binding constraints
to growth and poverty reduction in a particular country context, while the second
one, the (poverty reduction and growth) BMA approach aims at determining em-
pirically the most powerful instruments in overcoming these constraints.

Hausmann et al. (2005) and Rodrik (2004) have recently suggested a growth
diagnosis approach (GDA). It is based on the idea that one should identify the most
binding constraints to economic growth through a decision tree or “diagnosis pro-
cess”, which would help policy makers to match automatically constraints and pro-
growth policies to remove them. GDA should help economists, policy advisors and
government officials with specific solutions to specific constraints rather than pro-
vide a large list of policy recommendations, as the Washington and or the Post-
Washington Consensus do. We think that it is natural to extend GDA towards a
pro-poor growth diagnosis approach (PPGDA), which represents an attempt to pro-
vide specific policy packages to remove the core pro-poor growth constraints in
developing countries. Our proposal of PPGDA is based on the identification of five
core constraints to pro-poor growth. The first three core constraints, that we call
pro-growth constraints, are similar to those proposed by Rodrik (2004) and Haus-
mann et. al. (2005): (i) the low return to investment; (ii) the high cost of financing;
and (iii) the low appropriability of returns. As we are also concerned with pro-poor
growth we add two particular pro-poor constraints, which we find the most bind-
ing: (iv) the lack of access for poor people to goods and services; and (v) the high
vulnerability of the poor due to instability, insecurity, and discrimination.
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Single policy measures can now be attributed to the five single constraints as it
is demonstrated in Table 3. Quite naturally, some policy measures can be helpful to
overcome several pro-poor growth constraints. On the basis of this PPGDA frame-
work politicians and advisers could now prioritize by identifying the most binding
constraints to pro-poor growth in a particular country. Not only purely economic
considerations, but also non-economic aspects, like institutional, socio-political,
and ideological endowments will determine the outcome of this process. PPGDA
not only structures the decision making on prioritized policy packages but also
makes this decision making much more transparent for all stake-holders.

Table 3

A framework for pro-poor growth diagnostics

PRO-POOR AREAS OF POSSIBLE PRO-POOR
GROWTH DIAGNOSTICS GROWTH POLICY RECOMMENDATION

Infrastructure Policy
R+D Policy
Human Capital Policy

LOW RETURN TO Rural Development Policy

Land Reform
INVESTMENT Trade Liberalization and Exchange Rate Policy

Labor Market Reform
Promotion of Small and Medium Enterprises
PRO- Urbanisation Policy
GROWTH
CON-
STRAINTS OF FINANCING

Financial and Tax Reform
HIGH COST Macroeconomic Stabilisation
Investment-oriented Credit Provision Policy

Legal Reform and Enforcement of
Property Rights
LOW - Tax Reform o
APPROPRIABILITY Democr‘:tlzgtlon, De.centrah.zatlon and
nti-Corruption Policy
Land Reform
Privatization and Competition Policy

Land Reform

Public Housing Policy
LACK OF ACCESS Education, Health, and Nutrition Policy

PRO-GROWTH CONSTRAINTS

Aglg) Sc];E'ZORc\)’lI)CSES Democr/::tizgtion, Deg:entrali.zation and
nti-Corruption Policy
Cohesion and Infrastructure Policy
PRO-POOR Safety Nets and Social
CON- Legal Reform and Enforcement of
STRAINTS HIGH Property Rights
VULNERABILITY Macroeconomic Stabilisation
(INSTABILITY, Natural Disaster Prevention Policy
INSECURITY, AND Gender Policy
DISCRIMINATION) Ethnic and Migration Policy

Democratization, Decentralization and
Anti-Corruption Policy

3%
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Empirical studies which tried to evaluate the effectiveness of growth-promoting
policies have always suffered from a considerable degree of parameter and model
uncertainty. These problems have led some authors (Brock and Durlauf, 2001;
Brock et. al., 2003) to proclaim the necessity of policy-relevant empirical analysis
on the basis of Bayesian econometric methods. In particular, Bayesian Model
Averaging (BMA) has been applied successfully by Masanjala and Papageorgiou
(2004) in order to distinguish African’s particular growth determinants related to
those in the rest of the world. A first attempt to apply the BMA framework to
empirically analyze the sources of poverty reduction and pro-poor growth can be
found in Klump and Priifer (2005). In this paper, survey data for 61 Vietnamese
provinces are used to evaluate the relative effectiveness of 35 policy instrument
variables, both with regard to poverty reduction and to growth. Those variables
with a high effectiveness in both areas over a cross-section of provinces, such as
the reduction in the birth rate, the implementation of the land reform or the promo-
tion of the private sector, can then be regarded as important elements of a compre-
hensive pro-poor growth policy package in Vietnam.

F. Summary and conclusions

The overview has shown that the theoretical model of pro-poor growth as well
as the adequate measurement concepts and the necessary policy recommendations
are still highly debated. In the near future this debate will include the following
key issues:

e Should pro-poor growth be interpreted more narrowly as “shared growth” or
more broadly as “pro-poor development”? The new World Development Report
(2006) on “Equity and Development” will presumably stimulate this discussion.

e Should the measurement of pro-poor growth rely on very complex indicators,
such as PRRG or PEGR, or on rather simple measures, for instance, the mean of
growth rates over all quantiles which would be equivalent to the equal-weighted
growth rates proposed by Klasen (2004)?

e Are there other and better approaches to improve the prioritizing of pro-poor
growth instruments? We proposed an extension of the DGA and the BMA fra-
meworks, but there may be other promising ways of how to best select a coun-
try-specific policy mix for achieving high growth with significant poverty re-
duction.

After all, the discussion about pro-poor growth has underlined the necessity to
find a new balance between an orthodox neoclassical strategy of growth-promotion
and more country-specific and more comprehensive approaches to economic de-
velopment. This is not only in line with the Post-Washington Consensus but also
with the latest turn in the new growth theory where the search for “deep” sources
of growth has brought back geography, institutions and history on the agenda
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(Weil, 2005). However, one should recognize that these other factors supplement
our standard (neoclassical) knowledge of economic development and do not re-
place it by a completely new theoretical paradigm. This may explain why some
critical observers do not really see a difference between the old and the new era. In
particular PRSPs are questioned because they seem to continue the earlier much
criticized SAPs. They are said to contain some of the customary traits of the SAPs,
starting with the emphasis on growth at the expense of redistribution. And as most
PRSPs contain the same components in almost all countries, there must be a pre-
conceived model of development which countries are made to follow, irrespective
of their various and differing needs (Hermele, 2005).

For a German audience this debate may sound well-known. The German Histor-
ical Schools of the 19™ and early 20" century had already gained rich insights into
the country-specificity of growth at different stages of development. But they also
demonstrated the limits of every “holistic” approach. When they abandoned a gen-
erally valid and applicable economy theory and replaced it by a space and time
dependent theory of economic styles and stages they were unable to react reason-
ably to new and unforeseen challenges, they lost their influence on economic pol-
icy and could not prevent the emergence of major economic and political crises.
The same could possibly happen if the concept of pro-poor growth were taken too
far so that the individual country diagnosis and therapy became the key element
and no more general economic laws were recognized. The fear of such a scenario
may have prevented the international donor community, and in particular the mul-
tilateral financial institutions, to rely more seriously on true strategies of pro-poor
growth.

There may be hope, however, for a scenario somewhere in the middle between the
two extremes. As some of the recent case studies have shown, it is difficult, but not
impossible to improve the effectiveness of traditional development economics with
regard to growth and poverty reduction by putting it in a more comprehensive and
country-specific context. Pro-poor growth in this sense means a pro-growth agenda
which respects the geographical, historical and institutional context of a country and
makes use of this context to make the most efficient use of all available resources
and in particular the resources of the poor. This makes it necessary to further develop
and discuss the appropriate measurement concepts and most efficient policy re-
commendations.
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Appendix: Assumptions for the simulation
of pro-poor growth scenarios

Growth incidence curves (GICs)

9,00
8,00
7,00
6,00
5,00
4,00
3,00
2,00
1,00
0,00
-1,00
-2,00

. i w — —

households

Scenario 1 === =Scenario 2 === =Scenario 3 Scenario 4

Scenario 1: mean income growth rate of the poor equal to the mean income growth rate of the non-
poor

Scenario 2: mean income growth rate of the poor higher than mean income growth rate of the non-poor
(real pro-poor growth)

Scenario 3: mean income growth rate of the poor lower than mean income growth rate of the non-poor
(trickle down growth)

Scenario 4: negative mean income growth rate of the poor combined with a positive mean income
growth rate of the non-poor (immiserizing growth)

House- | Initial income | Initial income | Scenario 1 | Scenario 2 | Scenario 3 | Scenario 4
holds | (Economy A) | (Economy B) % % % %

| 0,50 0,75 3,00 8,00 1,00 -1,00
2 0,50 0,75 3,00 8,00 1,00 -1,00
3 0,50 0,75 3,00 8,00 1,00 -1,00
4 0,50 0,75 3,00 8,00 1,00 -1,00
5 0,50 0,75 3,00 8,00 1,00 -1,00
6 0,50 0,75 3,00 8,00 1,00 -1,00
7 0,50 0,75 3,00 8,00 1,00 -1,00
8 0,50 0,75 3,00 8,00 1,00 -1,00
9 0,50 0,75 3,00 8,00 1,00 -1,00
10 0,50 0,75 3,00 8,00 1,00 -1,00
11 0,50 0,75 3,00 8,00 1,00 -1,00
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45

House- | Initial income | Initial income | Scenario 1 | Scenario 2 | Scenario 3 | Scenario 4
holds | (Economy A) | (Economy B) % % % %
12 0,50 0,75 3,00 8,00 1,00 -1,00
13 0,50 0,75 3,00 8,00 1,00 -1,00
14 0,50 0,75 3,00 8,00 1,00 -1,00
15 0,50 0,75 3,00 8,00 1,00 -1,00
16 0,50 0,75 3,00 8,00 1,00 -1,00
17 0,50 0,75 3,00 8,00 1,00 -1,00
18 0,50 0,75 3,00 8,00 1,00 -1,00
19 0,50 0,755 3,00 8,00 1,00 -1,00
20 0,50 0,75 3,00 8,00 1,00 -1,00
21 0,50 0,75 3,00 8,00 1,00 -1,00
22 0,50 0,75 3,00 8,00 1,00 -1,00
23 0,50 0,75 3,00 8,00 1,00 -1,00
24 0,50 0,75 3,00 8,00 1,00 -1,00
25 0,50 0,75 3,00 8,00 1,00 -1,00
26 0,50 0,75 3,00 8,00 1,00 -1,00
27 0,50 0,75 3,00 8,00 1,00 -1,00
28 0,50 0,75 3,00 8,00 1,00 -1,00
29 0,50 0,75 3,00 8,00 1,00 -1,00
30 0,50 0,75 3,00 8,00 1,00 -1,00
31 0,50 0,75 3,00 8,00 1,00 -1,00
32 0,50 0,75 3,00 8,00 1,00 -1,00
33 0,50 0,75 3,00 8,00 1,00 -1,00
34 0,50 0,75 3,00 8,00 1,00 -1,00
35 0,50 0,75 3,00 8,00 1,00 -1,00
36 0,50 0,75 3,00 8,00 1,00 -1,00
37 0,50 0,75 3,00 8,00 1,00 -1,00
38 0,50 0,75 3,00 8,00 1,00 -1,00
39 0,50 0,75 3,00 8,00 1,00 -1,00
40 0,50 0,75 3,00 8,00 1,00 -1,00
41 0,50 0,75 3,00 8,00 1,00 -1,00
42 0,50 0,75 3,00 8,00 1,00 -1,00
43 0,50 0,75 3,00 8,00 1,00 -1,00
44 0,50 0,75 3,00 8,00 1,00 -1,00
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House- | Initial income | Initial income | Scenario 1 | Scenario 2 | Scenario 3 | Scenario 4
holds | (Economy A) | (Economy B) % % % %
45 0,50 0,75 3,00 8,00 1,00 -1,00
46 0,50 0,75 3,00 8,00 1,00 -1,00
47 0,50 0,75 3,00 8,00 1,00 -1,00
48 0,50 0,75 3,00 8,00 1,00 -1,00
49 0,50 0,75 3,00 8,00 1,00 -1,00
50 0,50 0,75 3,00 8,00 1,00 -1,00
51 0,50 0,75 3,00 8,00 1,00 -1,00
52 0,50 0,75 3,00 8,00 1,00 -1,00
53 0,50 0,75 3,00 8,00 1,00 -1,00
54 0,50 0,75 3,00 8,00 1,00 -1,00
55 0,50 0,75 3,00 8,00 1,00 -1,00
56 0,50 0,75 3,00 8,00 1,00 -1,00
57 0,50 0,75 3,00 8,00 1,00 -1,00
58 0,50 0,75 3,00