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Abstract

This paper synthesizes and develops research undertaken by participants in The
North-South Institute project, “Macroeconomic policy choices for growth and poverty
reduction” in low-income developing countries.1 The project analysed the features of
poverty and growth in seven poor countries of varying circumstances and proposed
macroeconomic and growth policies for poverty reduction for them. The research was
guided by the question: “How does poverty inform growth strategy?”

Our research provides evidence of the channels through Which growth and
distribution or poverty processes depend on each other and respond to policy together.
We encapsulate the messages of these case studies in the following six propositions,
discussed at length in the paper: 1) macroeconomic stability reduces poverty; ii) land re-
distribution enhances growth; iii) income poverty traps constrain growth; iv) urban-rural
growth disparities drive income inequality; v) regional poverty traps resist growth; and
vi) key growth policies can aggravate poverty gaps.

The propositions suggest growth policies that may be either of two types in terms
of impact on growth and distribution. They have the potential to enhance both growth*
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countries depending on the current distribution of income. Similarly, within a country
the responsiveness of poverty to growth varies across sectors and changes over time
with differences in the distribution of income.

For example, the impact effect of growth on poverty is higher in Tanzania than it is
in Senegal. Income is distributed more equally in Tanzania, which has a Gini index of
0.35 than in Senegal with a Gini of 0.48.3Within Senegal, the impact effect of growth
is higher in the rural (Gini index 0.33) than in the urban sector (Gini 0.47). When China
started its economic reforms in the late 1970s it had a relatively uniform distribution of
income ia rural Gini index of 0.21 in 1978), as do most recently centrally planned
economies such as Vietnam and Albania. By 1990 the rural Gini index in China had
risen to 0.38, and it continued to rise to 0.46 in 1998. China’s rapid growth coincided
with fast poverty reduction, but also with rapidly diverging incomes, largely along
regional lines. Today China is one of the most unequal countries in the world and
poverty is declining less and less in response to growth (Yao 2004).

For these reasons poor people do not care only about economic growth. They also
care about how the income generated by growth is distributed. When development
strategy is chosen collectively, as in the PRSPs, what poor people think matters. The
recent elections in India illustrate the point. In May 2004 “India’s electorate ... stunned
both the world and itself by throwing the ... government out of office in the middle of
ore of the country’s strongest periods of economic expansion” , 14
May 2004) Although net poverty was falling, the speed of the fall among the two-thirds
of Indians living and working in the rural economy was not commensurate with the rate
of overall growth.

The second principle to guide the way poverty affects growth strategy is as follows.
Growth and Distribution are Inter-Dependent Processes
The short- to medium-term relationship between growth and distribution is

unpredictable because they are both affected by other factors, such as macroeconomic
constraints, economic structure and patterns of household production and consumption.

3 The Gini index takes values from zero to one, with a higher value Indicating a less equal distribution.
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criteria we would combine growth and re-distributive policies into a development
strategy that achieves the fastest rates of growth and poverty reduction.

Since growth and distribution are inter-dependent, in general maximizing the
growth rate is not equivalent to maximizing the rate of poverty reduction. The positive
correlation between growth and poverty reduction does not always extend to fast
growth and rapid poverty reduction. For example, the state of Kerala, with a population
of 30 million people, has one of the fastest rates of income poverty reduction in India,
and some of the most advanced indicators of human welfare, exceeding those in China.
Yet it has an average growth rate below that of many other Indian states and much
lower than that of China (Sen, 2004: 64). To the extent this is a structural trade-off in
outcomes, we are forced to make political choices between the growth, distribution and
poverty reduction objectives of development.

Since we cannot have a purely technical prescription for poverty reduction strategy,
instead of identifying optimal policies we characterize the nature of policy choices to be
made when designing PRSPs. For example, we find evidence from Vietnam and Malawi
that land reform both improves the distribution of income and enhances growth, with
compound effect on poverty. This is a ‘win-win’ policy which is not emphasized in
current PRSPs. But land reform may not achieve as fast a rate of growth as other less
benign policies, and it does not seem able to sustain growth indefinitely.

In contrast, Sri Lanka’s analysis of agricultural trade liberalisation, combined with
experience elsewhere, suggests that trade liberalisation is a ‘win-lose’ policy. Although
it is likely to increase growth and reduce poverty overall, it will increase poverty in
certain agricultural regions and may worsen the overall distribution of income over
time. This is especially worrisome if income is currently very unequally distributed, as
the poverty impact of possibly rapid growth will be small and get smaller.

Designing development strategy in PRSPs is not simply a matter of fine-tuning a
globally applicable growth policy so as to reduce transition costs for the poor. It is about
selecting growth and distribution policies in context, politically balancing competing
objectives and technically achieving the best possible terms from unavoidable policy
trade-offs. This makes a coherent macroeconomic growth and poverty reduction
strategy.
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Gottschalk reports that the main elements of the proposed growth strategies are
three: 1) investment in human capital and economic and social infrastructure; ii)
macroeconomic stability; and iii) structural and institutional reform, mainly labour, tax,
financial and trade reforms. Some of the PRSPs do say that growth should be spread
out through the economy, so that the poor are better placed to participate. To
accomplish this, they promise to prioritise agricultural development, since within poor
countries 70 percent of the poor live in rural areas and most work in agriculture.

However, the PRSPs do not elaborate a growth strategy, much less an agricultural
growth strategy, based on an analysis of the features of poverty in the country. The first
official World Bank and IMF review of PRSPs found that all of them include a poverty
profile, but none uses it to help determine macroeconomic development policies and
most do not explain how PRSP policies will reduce poverty (IDA and IMF, 2002, p. 32).
The PRSPs tend to simply, present growth targets for the economy as a whole without
substantial discussion of how they derive from policy reforms. The growth targets
appear to be influenced by what is required to meet the MDG poverty target, based on
estimates of the responsiveness of poverty to growth. The targets are associated with a
required private investment rate derived from an assumed incremental capital-output
ratio.

In many cases the targeted investment and growth rates are unrealistically high.
Nearly all are substantially above historical growth rates (Tables 2 and 3). Even so, Ki
shows for Senegal that, given badly distributed income (one of the worst in the world),
the MDG poverty target will not be met. Hanmer (1999) find that without re-
distributive policy sub-Saharan Africa will need to grow by 8 percent per year until 2015
to reach MDG poverty targets, faster than the already ambitious PRSP targets.

PRSP growth targets are set for the economy as a whole, rather than separately for
the manufacturing and agricultural sectors as would befit an effort to make growth
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