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Introduction
This paper explores the main lines of interaction between growth and distribution to shed light on the potential for pro-poor growth.  The historical record over the last twenty years indicates that standard stabilization and adjustment policies, based on the Washington Consensus, have been successful in neither fostering growth nor promoting equity in a majority of developing countries. Problems have arisen in the short run primarily due to an inflexible stance on inflation and public sector deficits preventing the full recovery of both private investment and complementary public investment.  Problems in the longer term are due both to excessive faith in the efficacy of markets to deliver growth and poverty reduction and to adjustment with anaemic investment.  Pro-poor growth must involve more growth‑oriented (or investment-stimulating) stabilization policies in the short run and more poverty-reducing egalitarian adjustment policies in the long run compared to most prevalent policy regimes.

A second object of this paper is to address key issues in the implementation of pro-poor policies. From a Washington Consensus perspective, “the cause of poverty reduction is best served by more rapid adjustment to fiscal imbalances, rapid adjustment to lower inflation and external deficits and the use of higher interest rates to achieve these ends, internal and external financial sector liberalization, deregulation of capital controls, deep and rapid privatization of state owned enterprises and, perhaps the strongest unifying factor - rapid and major opening up of an economy to trade and foreign direct investment” (Kanbur, 2001:4).  These prescriptions derive from assumptions that are not shared by alternative (heterodox) perspectives.  Three foundational differences need to be emphasized.

· In orthodox economics, there is a neat division of problems between short-run stabilization and long-run growth, and a corresponding division of labor between macroeconomic policies and internal and external market liberalization policies.  But macroeconomic policies are not just about short-run stabilization of output and the price level and getting budgetary and trade balances in order through monetary, exchange rate and aggregate fiscal policies.  These policies also have enduring influence on the rates of utilization of capital and labor, on the inducement to private investment, and on the allocation of resources between the public and private domains.  Each of these is an important conduit to both growth and distribution.  Hence, a pro-poor strategy must use macroeconomic policies for its own ends.

· Orthodox economics assumes that public expenditures including transfers necessarily compete with private investment and, in practice, neglects the value of the former in adding to long-term productive capacities.  Prescriptions for cutting public expenditure and investment are the norm, never for raising them.  Heterodoxy recognizes the fundamental complementarity between private investment and public “investment” including human development expenditures that are not so classified in national income.  This complementarity can be a principal source of growth and also a potent influence on the composition and distribution of the gains from growth.  Since there is no market to ensure that the complementarity is efficiently exploited, a pro-poor strategy  must fulfil this function.

· Finally, orthodox economics assumes that resource accumulation and efficient allocation across sectors and uses will be ensured through policies of financial liberalization, privatization/deregulation, labor‑market "flexibilization" and trade liberalization.  Heterodox economics points to significant market failures in the utilization of surplus labor, the allocation of credit, the financing of human capital, the exploitation of natural capital, and in the governance of domestic capital, the financial system and international capital flows.  Hence, institutional reforms to substitute for markets or enable them to function assume great importance.  Trade liberalization is recognized as capable of dramatically exacerbating inequality and poverty.  Asset redistribution options are not confined just to privatization of public assets but extended to include land and tenurial reforms, cooperatives as opposed to individual ownership, communal rather than either state or private control of natural resources and of service delivery.

A final set of issues concerns alternatives for making public resource allocation pro-poor.  Public finance will have to play a key role not merely in supporting growth via investments in infrastructure capital, human capital and environmental capital but also in allocating such investments so as to have the maximal impact on poverty reduction.  Public sector budgets have suffered both unwarranted reductions and lack of systematic restructuring to allocate more resources, both directly and indirectly, to the poor.  Hence, the reform of fiscal policies will play a critical role in not only making poverty reduction strategies more effective but also in making macroeconomic policies more pro‑poor.
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Despite considerable discussion, clarity and agreement on what “pro-poor growth” means is still lacking.  Minimally, pro-poor growth (PPG) must have a dual character if it is to be a development strategy distinct from mere growth maximization.  It needs to be rapid enough to significantly improve the “absolute” condition of the poor.  And to have the maximum impact, it should improve the “relative” position of the poor - preferably by achieving greater equity at the start of the growth process (such as with land reform) or by decreasing inequality during the process (such as making low-skilled jobs readily available and thereby pushing up wages among the poor).  The latter case would imply that inequality between the poor and the non-poor decreases, as a larger share of income flows to the former (Hanmer, Healy and Naschold, 2000).  While growth with redistribution is the minimal connotation of pro-poor growth, the relative weights assigned to each require rationalization.

In much recent policy debate, whether implicitly or explicitly, growth has been given absolute primacy with distribution being practically ignored.  Viewed as a goal, such a stance has always lacked a social rationale.  To be sure, the primacy of growth is often justified on instrumental grounds.  Thus, absolute poverty reduction is claimed to be subsumed under growth on the ground that growth is the optimal instrument for poverty reduction, whether poverty reduction has some goal weight or even absolute primacy.  This is the core of the “trickle-down theory of growth”.  Even assuming hypothetically that this theory is true, the implicit weight given to distributive justice remains zero.  What’s more, the supposition that any growth, whatever its distribution and composition, is good for poverty reduction is implausible in most cases.

Giving absolute primacy to reducing inequality can also be considered “pro-poor” by defining PPG as growth that reduces inequality so that the poor benefit proportionately more than the rich. Such a goal may be rationalized but only by supposing that the experience of well-being is entirely relative rather than absolute.  This of course implies that all poverty is relative rather than absolute.  Pursuit of this goal may well reduce growth with consequences that may not be acceptable: (1) absolute well-being in the future may be reduced relative to absolute well-being in the present; (2) even if the “poor”, speaking relatively, benefit proportionately more, they may actually end up losing in absolute terms.  These consequences are not inevitable but neither are they impossible.  At any rate, we shall assume that they would be unacceptable.

Another alternative is the Rawlsian stance of justice-as-fairness.  This requires that inequality be eliminated insofar as it promotes the absolute well-being of the worst-off members of society (the “max-min” criterion).  Though the focus on inequality seems to suggest that well-being is considered to be relative rather than absolute, the focus in fact is the absolute well-being of those at the bottom.  Hence, the max-min criterion can provide a basis for the definition of PPG.  But the criterion is insensitive to inequality among those who are not in the worst-off category.  For example, max-min may call for policies that makes the richest groups richer at the expense of, say, those in the middle.  On the other hand, given some absolute poverty line it is hyper-sensitive to inequality among the poor (so defined).  Neither of these implications would seem to be compatible with current political realities.

This is not the occasion to delve further into the choice of a fully rationalized definition of PPG.  It seems clear, however, that for the vast majority of developing countries the incidence of absolute poverty defined even by the modest criterion of one PPP-dollar-a-day-per-person will not have disappeared over the coming two decades. Even while recognizing that the goal weights of distribution and growth will vary across countries, we may adopt a common working definition of PPG as growth whose character maximizes poverty reduction over a given time horizon (or minimizes the time required to eliminate poverty).

It remains to consider what the metric of well-being, poverty and inequality should be.  The conventional metric is, of course, private income or expenditure.  An important limitation of this measure of well-being is that it often understates publicly provided services which, besides, are also crucial for poor people’s capabilities.  In this respect, the UNDP’s Human Development Index is an improvement.  This index of average capabilities provides an objective rather than psychological metric and recognizes that the marginal “productivity” of income in producing human capabilities diminishes (indeed, diminishes rather sharply; see UNDP, 1994).  But adopting the corresponding measure of Human Poverty raises its own, mostly practical, problems.  It would seem best to start with income measures of both distribution and poverty (since these may be related to income growth in a straightforward way) and then complement this with some human poverty indicators, such as malnutrition or shortened life expectancy.
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The Possibility of Pro-Poor Growth
If growth is unaffected within a given range of inequality, then, a PPG regime (PPGR) must be designed so as to attain the lowest level of inequality in the given range.  Similarly, if growth is distribution-neutral in a given range, then, a PPGR must seek to maximize the growth rate in that range.  But the actual range of experience has varied over the last half century within countries and the variations have been greater still across countries.  It is hazardous therefore to project generalizations derived from limited slices of experience into the future and across countries.  This section briefly surveys available evidence to conclude that the possibility of pro-poor growth seems wide open.

3.1
Is Growth Distribution-Neutral?
There are notable difficulties involved in empirically identifying the key relationships among growth, inequality, poverty and the policy regime.  Income or expenditure surveys of households on which much of the evidence is based raise difficult issues of interpretation and comparability. A critical issue is how best to deflate nominal values for cost-of-living changes.  Class-specific deflators are desirable since expenditure patterns often differ widely between the poor and the non-poor; yet, real values are often derived using the average consumer price deflator.

This problem is further compounded when the key relationships are estimated from cross-country data.  Even if national nominal values are converted into PPP values to obtain “comparable” indicators (as is done in the World Bank’s estimates of poverty based on the $1-a-day criterion), this fails to capture the large relative price differences that the ICP reveals: in particular, the much higher relative price of services in richer countries and a much higher relative price of food in poorer countries (see Summers and Heston, 1991).  The resulting errors are therefore systematic and possibly far from negligible.  For example, it would seem that real inequality and the true incidence of poverty are both underestimated for poor as compared to rich countries with the extent of underestimation being greater the poorer the country.

Another problem is that surveys are known to suffer from underestimation of incomes and spending.  The underestimation may also be greater for the higher deciles in the distribution whether through deliberate understatement or non-participation in surveys (e.g., Sen, 2000).  Moreover, survey-based estimates of national consumption, saving and income, in their levels or in their growth rates, often differ (even by large proportions) from their national accounts counterparts.  With these reservations in mind, we now consider what the evidence shows.

Rising inequality rather than declining or stable inequality has been the norm during the 1990s among developing and industrial countries alike.  A WIDER study documented that inequality had risen in two-thirds of the countries for which reliable data were available (Cornia, 1999).  Income concentration has increased in many nations in Latin America, Eastern Europe and the former Soviet Union, China and several Southeast Asian and African nations.  Though still debated, explanations include skill-based technological change and widespread and deep trade liberalizations.  Greater capital mobility together with the weakening of labor unions and labor laws (such as minimum wages) have increased the bargaining power of capital relative to labor, particularly in middle-income developing countries such as those in Latin America and the Caribbean.  The share of labor seems to have fallen in consequence.  The weakening of the redistributive role of the state and severe fiscal erosion, especially in low-income countries, has also contributed to the adverse trends in both distribution and growth.  Coming in the wake of trend rates of income growth lower than those projected by the proponents of liberal reforms (and lower than averages recorded for the Golden Age, 1946-1973), the general uptrend in inequalities has also slowed progress in poverty alleviation and raised serious concern.

The broadly convergent trends in inequality and the lack of progress against global poverty must be related, above all, to the common shift in both national policies and international regimes toward market liberalization, openness and globalization.  Regression analysis of national rates of $1-a-day poverty, after controlling for GDP per capita and the index of the net barter terms of trade, shows that globalization (indexed by the trade ratio) had a statistically insignificant (though negative) effect on poverty.  By contrast, a trade-based constructed index of openness has a considerably larger negative and statistically significant effect (Rao, 1999a).  While globalization here refers to ex post effects, openness is meant to capture the ex ante stance of policy.  However, the index of openness is not simply an indicator of border policies (such as tariffs and quotas) but also of domestic policies that influence a country’s success in international trade.  Thus, developing countries in particular can pursue the advantages of trade through domestic policies even if their border policies violate orthodox strictures of free trade and thereby reduce poverty.  Parallel analysis of the evidence on inequality yields similar results as those for poverty.  Analysis of trends rather than levels shows that the recent trend increase in openness in developing countries has been excessive in terms of its adverse impact on growth, poverty and inequality.

Apart from the rising international time-trend in inequality (plausibly linked to rising openness), traditional development theory holds that inequality is related to the transition from low to high levels of development, rising initially, peaking at middling levels of income and then declining (the Kuznets Hypothesis).  Early investigations using cross-country evidence produced skirmishes over the role of outliers.  Ahluwalia (1976) had found firm evidence in favor of the Hypothesis.  But Saith (1983) argued that when the outliers are dropped the Kuznets curve ceases to be statistically significant.  More recent tests of the Hypothesis employing quality time-series data for individual countries also reject the Kuznets Hypothesis for a majority (about 90 per cent) of the countries (Deininger Squire, 1996).  At any rate, these statistical analyses fail to distinguish the direction of causality, if any, between inequality and the growth transition.  Kuznets  implied causality going from rising income levels to inequality but many have taken the Hypothesis to imply that rising inequality causes growth.

Recent work has investigated the causal influence of inequality on growth and, if anything, seems to find a negative influence.  Several econometric investigations find a statistically significant negative relationship between initial inequality and growth (whatever the level of income).  But with the introduction of regional dummies in the equation, initial inequality ceases to be a significant influence on the growth rate (Deininger and Squire, 1998).  However, this may be a matter of the content of initial inequality: although the Gini coefficient for both income and land are significant in separate regressions, when they are combined, only the coefficient for land emerges statistically significant at low α-levels
.  While cross-country results in support of a basic complementarity between growth and equality have become somewhat mired in a statistical tangle, proponents of egalitarian growth draw support from the extraordinary experience of East Asian countries which combined high rates of growth with low and/or declining inequality.

Leaving aside the persistent influence of initial inequality on growth, what does the evidence tell us about the distribution of the gains from an ongoing growth process and, in particular, its impact on poverty?  Chen and Ravallion (2001) found that if the 1987 Lorenz curve of personal income distribution had remained unchanged through 1998, then, poverty in 1998 in the developing and transitional economies would have been about the same (24.4%) as the actual 23.4% calculated from the data.  They infer that there was no worsening in that part of the income distribution which matters for the incidence of poverty.

But these are statements about sample averages that conceal considerable variation within and across countries.  As Ravallion notes (2001), inequality increased about half the time during spells of growth.  So while the empirical record does show that on average, growth is distribution-neutral and correlated with a fall in the incidence of poverty, it also shows that in growth episodes that were accompanied by increasing inequality, the rate of decline in poverty was only a seventh as large as the rate of decline in countries with falling inequality.

For proponents of the idea of trickle-down growth, it is tempting to generalize from these survey-based results that growth is generally distribution-neutral and that poverty reduction is exclusively driven by growth rather than by changes - for better or for worse - in inequality.  Indeed, a recent paper purports to show that this generalization is just what the data support (Dollar and Kray, 2000).  Finding that the mean income of the poorest quintile changed virtually one-for-one with overall mean income, the authors conclude that growth is distribution-neutral and that “growth is good for the poor” (emphasis in the original).  Dollar and Kray do more than just paper over the variety of country experiences even for an era not notable for its egalitarian zeal.  They favor an interpretation that seems to call into question the very possibility of pro-poor growth.

But can we assert that “growth is good for the poor” just on the empirical ground that growth is distribution-neutral?  This is to ask: under what restriction can growth be empirically distribution-neutral and, at the same time, less-than-maximal growth be normatively bad for the poor?  The answer is evident: distribution-neutral growth implies “growth is good for the poor” only if there are no opportunities for reducing inequality without reducing growth or, indeed, for raising growth while reducing inequality.  But whether distribution-neutral growth itself includes this restriction cannot be determined from observed distribution-neutrality itself.

Evidently, then, the potential for a distinct PPGR depends on economy-wide distribution, growth and policy interactions.  These are apt to be as variable across countries as growth rates and levels of inequality clearly are.  They must also follow variations in the political process which cannot be assumed to be equally responsive to prevalent inequalities in all countries.  In recent years, it has been argued on political grounds alone (see Alesina and Perotti, 1994) that reduced inequality can be good for growth (which of course implies that poverty can be reduced on both counts).

3.3
Alternatives to Distribution-Neutral Growth
Decomposition of changes in poverty due to mean income changes and distributional changes may give an idea of the relative roles of these two sources of poverty reduction but cannot be used to buttress arguments for or against pro-poor growth.  The reason is that such accounting decompositions do not tell us anything about the causal relationships that may exist between growth and inequality changes especially as these might be mediated by changes in policy.  For example, Kakwani (2001) has computed an “inequality-growth tradeoff index” based on such an ex post decomposition.  It shows that in countries with high inequality (e.g., Thailand), “a strategy of inequality reduction will have greater payoff for poverty reduction than the strategy of promoting economic growth”.  Countries such as Korea or Lao PDR (with low initial inequality) will have to depend much more on raising growth rather than reducing inequality.  These exercises have the merit of drawing our attention to the scope for reducing poverty via reduced inequality.  But the critical issue - whether equality and growth complement each other or not - remains open.

Along the same lines, a recent paper by Dagdeviren, van der Hoeven and Weeks (2001; hereafter DHW) offers a useful framework for pursuing research on growth and equity and for providing practical advice to national policymakers.  DHW note that “empirical evidence ... consistently indicates that size distributions of income are quite stable, in the absence of radical changes in institutions and political power” [p. 8; emphasis added].  However, unlike Dollar and Kray who infer from this evidence that “growth is good for the poor” together with all that this entails, DHW allow that policy choices can still alter distribution.  This can be defended on the ground that a range of market and political failures leaves room for reducing inequality without reducing growth (or even while increasing growth).  On comparing the simulated outcomes of alternative mixes of growth and distributional changes using actual empirical data for fifty countries, assuming that (1) there are no endogenous interaction effects between redistribution and growth and that (2) policies that affect distribution alone or growth alone do not have an effect on the other, DHW report the following results:

· For forty-seven of the fifty countries, equal absolute distribution of growth gains (EDG or “Growth with Redistribution”) reduces poverty more in a given time period than distribution-neutral growth (DNG).

· EDG is more effective the higher a country’s per capita income and the higher its degree of initial inequality.  Hence, EDG has greater poverty-reducing advantage for Latin American and Middle Eastern or North African countries than for SSA countries.

· EDG is more effective in reducing the intensity of poverty than is DNG because its relative benefit rises the lower a person’s relative income (regardless of mean income or inequality).

· Pure redistributions are less effective in reducing poverty the lower is mean income but more effective the lower is inequality (since those below poverty are ‘packed’ close together).

DHW suggest the following broad guidelines for countries: (1) for thirty-four of the fifty countries, straight redistribution is more effective as a pro-poor strategy than is either DNG or EDG;  (2) for thirteen of the fifty countries, straight redistribution is not the best pro-poor strategy but EDG is more effective than DNG;  (3) three of the fifty qualify as “trickle-down countries” for which growth is the most effective vehicle for poverty reduction.  But as DHW note, whether redistribution decreases growth, increases it or leaves it unchanged is an empirical question that would vary with the country considered and its initial conditions.  This underlines the critical importance of developing detailed country-specific understandings of pro-poor possibilities.

Several regime types and examples can be cited to illustrate this general point
.  The clearest form of pro-poor growth occurs when increases in national income flow disproportionately and directly to poor households.  The best-known examples of such “bottom-up” growth - such as China in the early 1980s - are based on agricultural development.  In many developing countries, since the rural poor significantly out-number the urban poor, broad-based rural development is essential for poverty reduction.  Growth of agriculture does not detract from growth in the rest of the economy: the resources it uses - mainly land and surplus labor - are not diverted from more productive uses elsewhere.  In addition, rising farmer incomes directly stimulate the rural non-farm sector, which augments employment and thereby contributes to raising rural wages.  In China, for example, it was agricultural prosperity that propelled the dramatic growth of township and village enterprises, instead of the reverse.  But unlike many other countries, China gave favorable treatment to farmers. It divided land equitably among them, raised the prices of their output and allowed them to benefit directly from harder work.  Chinese farmers also benefited because the state had invested heavily in rural infrastructure and in basic health and education.  All of these factors contributed to an upsurge of “pro-poor” growth in the early 1980s, soon after economic reforms were introduced (and before China had a national anti-poverty program).  Vietnam followed a similar pattern of development, with similarly positive results.

Can other patterns of growth that are not based on agriculture be pro-poor?  Yes, but they are based mainly on ‘pull’ factors, drawing workers in large numbers out of agricultural employment - although the strategy often still relies on initial rural prosperity.  This is the “East Asian” model of development, most notable first in Japan, the Republic of Korea and Taiwan province and later in Indonesia and Malaysia.  All of these countries relied to some extent on agricultural development as the early engine of economic growth.  The early “Asian Tigers” are noteworthy for having instituted radical land reforms.  But exports ended up being the locomotive of growth.  In some cases, natural-resource-based exports made a big contribution (such as in Malaysia) but in all cases manufactured exports played a key role.  Since wages in these Asian countries had risen in rural areas because of agricultural prosperity, when workers migrated to jobs in urban manufacturing, they were recruited at decent wages (relative to the historical context).  But among the preconditions for success were the ability to migrate freely to better jobs and to have the basic education and skills needed to fill the jobs.

Since the export sector offered abundant employment, the poor were “pulled out” of agriculture and into the more dynamic industrial sector.  Thus, poverty reduction relied on the ‘pull’ factors provided by manufacturing as well as the original ‘push’ factors supplied by agriculture.  As the supply of labor from rural areas was soaked up, wages began to rise; and as labor productivity increased in the internationally competitive manufacturing sector, wages increased even further.  A virtuous circle of both rising employment and productivity was set in motion.  As wages rise, businesses invest more in capital and technology to maintain profits.  As a result, labor productivity rises, further pulling up wages.  If the state has invested heavily in basic health and education, the ‘human capital’ of the poor also contributes to rising productivity and wages.  Thus, not only has equity been enhanced but also efficiency.  Under such circumstances, there is no trade-off between the two.  This illustrates the “high road” to economic growth, including rising international competitiveness, rather than the “low road” based on the so-called comparative advantage of cheap labor, which has mostly proved to be a prescription for failure.

Another pro-poor regime type seeks to develop the capabilities of the poor through a bottom-up political process.  The experience of the Indian state of Kerala, larger in population than many countries of the world, is instructive in this regard.  While its growth rate has been relatively slow (until recently), its record of poverty reduction is impressive.  From 1974 to 1994, the proportion of the population that was income-poor dropped from about 60% to 25%.  The chief explanation is its policy of financing the development of basic human capabilities, especially education, and creating a favorable socio-political context.  Public action has been decisive - by removing social constraints on the poor and giving them a political voice (Kannan 2000).  This experience reminds us that more pro-poor economic policies are not likely unless politics is more pro-poor.

There are many examples of “anti-poor growth” or stagnation.  When China shifted gears in the late 1980s to a strategy oriented to exports and foreign direct investment (mostly based in the richer coastal region), growth became notably less pro-poor, inequality rose sharply and poverty reduction slowed, despite the launch of an extensive poverty reduction program.  As other Asian countries with large populations of poor people, such as Bangladesh and India, liberalized in the 1990s, poverty reduction slowed there too.  A UNDP-sponsored study of the connection between growth and poverty reduction in 38 countries (reported in UNDP, 1998), showed that neither moderate nor high growth was a guarantee of poverty reduction.  This suggests that some patterns of growth are more efficient than others in overcoming poverty - namely, those that decrease inequality between the poor and non-poor.
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Distribution and Growth Interactions
The relationship between growth and inequality is necessarily mediated by the sectoral structure of growth and the structure of factor and product markets.  Simple aggregative models (and aggregative evidence) often miss the really interesting interactions since they cannot capture the variety of market failures that developing countries actually confront.  Influential aggregative models have two major shortcomings.  First, by focusing on physical capital and neglecting human capital (and unequal access to credit), they have overemphasized the ‘function’ of inequality in promoting savings and growth.  Possibilities for PPG are forced into the dilemma between less poverty today versus less poverty tomorrow.  Second, these models neglect land and related sources of traditional inequalities.  Consequently, inherited forces of anti-poor growth are left out.  We begin with a short summary of the aggregative models to emphasize these points.  We then consider empirically informed theoretical arguments from a dis-aggregated perspective. These arguments point to major potentials of complementarity rather than conflict between growth and equality.  Growth can be pro-poor if policies are designed to tap these potentials.

4.1
Traditional Theory on Inequality in the Growth Transition
Though recent empirical work has flattened the Kuznets curve, this does not mean that the mechanisms adduced in its favor (by Kuznets and others) are absent.  Development economists viewed development as a transition from low capital-intensity traditional modes of production to high capital-intensity modern modes.  One aspect of the growth transition is a rise in the saving rate.  In the Lewis model, changes in the (functional) distribution of income depend on the range of “surplus labor” in which the model operates
. (1) With “unlimited labor supplies” (ensured by unlimited land supplies if agriculture dominates the non-capitalist segments), the wage in the capitalist sector remains constant.  Consequently, as capitalist development proceeds by drawing on labor from the non-capitalist sector, the aggregate income share of the capitalist sector steadily rises.  Hence, the profit share of aggregate income rises and so does the saving rate out of aggregate income.  Inequality - in the sense of the share of profits relative to share of the sum of wages within the capitalist sector and incomes within the non-capitalist sector - rises and the overall rate of growth accelerates.  (2) In a later stage, with limited land supplies, the wage in the capitalist sector rises.  Consequently, the profit share within the capitalist sector declines (so long as the elasticity of substitution is small enough).  However, the profit share in aggregate income will rise over an initial range since the aggregate income share of the capitalist sector keeps rising.

In sum, the Lewis model predicts: (i) the Kuznets U-curve relation between the level of income and (functional) income inequality; (ii) a direct relation between (functional) income inequality on the one hand and, on the other, the saving rate and the growth rate; and (ii) growth acceleration followed by growth deceleration as capitalist development proceeds.

The Lewis and similar models of development based on surplus labor give rise to a widely discussed policy conflict between present average well-being and future average well-being.  The rate of savings in these models is positively related to capital-intensity in the choice of techniques since higher labor-intensity raises aggregate employment and it is assumed that the high rate of consumption out of wage incomes cannot directly be controlled by policies.  An earlier generation of development economists held to the further idea that the saving rate can be controlled indirectly through policies influencing the choice of techniques.  Thus, more capital-intensive techniques can help faster growth although increased inequality, unemployment and poverty have to be tolerated before growth gains trickle down to the underemployed masses.  Promoting or subsidizing employment through the choice of labor-intensive techniques (what might, in present parlance, be called more pro-poor policies) end up reducing the investable surplus.  The politics of the whole argument turns on rather questionable assumptions about the policy-maker’s control areas.  The economics, to which we shall return, depends on  the implicit assumption that capital is fully utilized and efficiently allocated throughout the economy.

A second aspect of the growth transition is the fall in mortality and fertility rates.  Taking account of such demographic effects of income growth entails a model which has at least dynamic full employment even if there is underemployment.   On its own, the demographic transition will reduce the capital/labor ratio at first and subsequently raise it.  During the transition, the growth rate of per capita income in a Solow-type model (abstracting from technical progress) will therefore have a direct U-shaped relationship with per capita income levels.  That is, growth decelerates for a while and then accelerates to its steady-state level.

But economic factors behind mortality and fertility can be related not just to average income but also to income inequality.  Lacking adequate and effective instruments of saving to meet precautionary or old-age motives, the poor typically resort to larger family size.  The burden of inequality shows up as higher costs of reproduction, low nutrition and low productivity levels among the poor.  Hence, a higher degree of initial inequality will delay the demographic turning point which, in turn, will worsen inequality.  Thus, high initial inequality can be expected to have adverse effects on the speed of the growth transition and also worsen inequality until late in the transition.  In short, the demographic transition is another plausible mechanism for a Kuznets-type transition in income distribution.  However, unlike the saving transition, its policy implication is that a PPG regime focused on reducing initial inequality can speed up growth and endogenously reduce subsequent inequality: so poverty reduction will increase on all three counts.

A final aspect of the transition concerns the very initiation of sustained growth.  The starting point of the Kuznets curve seems to indicate that the break into sustained economic growth is caused by the break out of a low degree of inequality - that a rise in inequality is a precondition of growth.  But it seems far more plausible that modern economic growth gets initiated when the nature of inequality is transformed even if the degree of inequality is unchanged.  For example, if rents fall whilst profits are raised (through institutional changes freeing up labor, land and capital markets as in the European enclosure movement), conventional indices of inequality may not change but the conditions for growth would have been created.

The primary cause of high inequality in low-income countries has to do with high concentration of land ownership and control over mineral resources.  These are also associated with narrowly based political regimes that tend to stifle rather than promote growth let alone pro-poor development because land and political elites fear losing absolute income and relative status.  But traditional development theory (the Lewis model is an example) largely ignores this fundamental source of initial inequality and treats changes in the content of such inequality mechanistically rather than, as seems necessary, in historical terms.  Orthodox research on inequality and growth has tended to disregard the issue altogether or failed to accord it due importance.

To sum up, in neoclassical models the growth rate is exogenously fixed but there is nonetheless a tradeoff between income equality and the level of per capita income (the Solow model illustrates this).  Income or functional classes play no role since saving is tied to average income.  In classical models of dualism, a tradeoff between income equality and the income growth rate typically holds during the transition (the Lewis model is the archetype here).  The key to the tradeoff is the higher rate of saving out of profits compared to wages and subsistence incomes.  PPG must confront an inter-temporal dilemma between redistribution and growth.

Traditional development theory can be seen to have been both optimistic and pessimistic about PPG.  On the pessimistic side, its focus on physical capital accumulation and neglect of human capital and unequal access to credit has served to overemphasize the ‘function’ of inequality in promoting savings and growth.  Possibilities for PPG are forced into the dilemma between less poverty today versus less poverty tomorrow.  The optimistic side follows from the neglect of land and related sources of traditional inequalities.  By delaying the demographic transition, depressing workers’ capabilities and acquisition of human capital, reducing the pace of employment growth and supporting a “low road” to industrialization, inherited inequalities make the transition both slow and unequal, and above all painful for the poor.  Consequently, inherited forces of anti-poor growth remain outside traditional theory.

This brief survey of traditional theory indicates two areas of inspiration for PPG policies.  First, policies to counteract market failures in the utilization and allocation of capital (between physical and human capital, formal and informal sectors, capital-intensive and labor-intensive techniques, public and private capital) can diminish or even reverse the putative inter-temporal dilemma.  Second, policies to reduce initial inequalities can weaken or even nullify the forces of anti-poor growth.  Either way, the potentiality of a PPGR cannot be negligible.

4.2
Sources of Growth-Equality Complementarity
A variety of structural characteristics has been invoked to argue that if the poor are provided with land, education, public services and credit, then, there will be benefits in the form of higher income in the self-employed and informal sectors, higher wages in the formal sectors, a reduced burden of reproduction, faster accumulation of human capital and higher productivity growth all around.  In every such case, the structural constraints can be related to the inequality of asset and income distributions and associated failures in markets, particularly the markets for land, labor and capital.  Inequality-reducing or pro-poor redistributive programs relax structural constraints on the utilization of labor, on the accumulation of workers’ capacities and skills, and on the efficient allocation of capital.  In the long run, the incomes of both the poor and non-poor are likely to rise i.e., a process of trickle-up growth.  Some aspects of these sources of complementarity between growth and equality (equality-complementary growth or ECG) are addressed here.  Feasible policy options for realizing ECG are considered in subsequent sections.

Unequal Access to Capital  Traditional theory confined itself to real-side dualism with the capitalist sector having the higher saving rate and the subsistence sector being the repository of surplus labor.  Since developing countries lack state-guaranteed social security, the subsistence sector is the last resort for the property-less poor
.  The subsistence sector is assumed either not to use any reproducible capital at all or to have equal access to meet its meager requirements.  Since there can be or are no credit market failures in such a setting, the allocation of capital within and between the sectors is efficient.  In reality, such failures are the rule rather than the exception.  If lenders rely on collateral to enforce dues, then, depending on the margin on the collateral and associated transactions costs, borrowers will face a credit constraint.

But while capital requirements outside the formal-capitalist sectors may be absolutely small and small per unit of output or labor, they are often not small relative to the equity that those enterprises command.  Evidence of credit-constrained enterprises at the lower end of the formal-informal spectrum is ubiquitous in the developing world.  At one end of this spectrum, modern stock and bond markets together with formal banks (not to speak of international investors and lenders) service formal capitalist enterprises.  At the other extreme, an assortment of informal lending institutions, traders and moneylenders service informal enterprises, small-holder cultivators and ‘micro-enterprises’.  As a convenient approximation to this complex reality, one may speak of a financial ‘dualism’ which is isomorphic with classical real-side dualism (Rao, 1995).  At one pole are firms reliant on informal finance at high interest rates.  Within this sector, there is pervasive work and income sharing either explicitly (as in family enterprises or clan networks and self-employment) or implicitly (as in small and informal ‘capitalist’ firms, where piece-wage payments, a high rate of mortality of firms and unstable labor force participation rates - dictated by the demands of maintaining reproductive services at home - ensure that underemployment is spread throughout the workforce).  At the other pole, of course, are the formal firms enjoying access to lower cost formal finance.

The competition for capital between formal and informal enterprises is hardly on a level playing field.  Most savers (formal and informal enterprises included) accept much lower returns to their wealth when held in the form of formal financial assets than when invested in informal enterprises.  Conversely, lenders demand an interest premium from informal firms to cover real or perceived risks of willful default and higher transactions costs.  This premium which accounts for the large borrowing cost differential between the two production sectors arises (if not due to the prejudices of lenders) from institutional differences in the conditions for enforcing transactions and property.  Funds move between sectors to secure the required differential or premium in equilibrium.

The key difference as far as investment allocation goes is that even though the informal sector has to meet a high cost of capital, its savings typically exceeds its investment with the difference being absorbed by the formal sector.  The informal sector is not only constrained by its restricted access to finance but this is a consequence of its own making: it is production relations within the informal sector which give rise to greater risks of malfeasance and opportunism.  If only informal firms would cooperate to create the basis for more secure finance (e.g., through both pooling their savings and creating institutional devices for ‘self’-monitoring of opportunistic behavior better suited to their production relations), then, this constraint would weaken if not vanish.

The general presumption, then, is that at equal marginal returns to investment in the two sectors, scarce funds will be allocated to the formal sector.  Consequently, capital is mis-allocated.  But this is not all.  The informal sector, for reasons that should now be clear, tends to economize on capital more than the formal sector i.e., it tends to adopt labor-intensive techniques of production. For it to be able to compete with the formal sector (in product markets) at the same time, it is also necessary that output per unit of capital employed in the informal sector is greater than in the formal.  Given these conditions, a reallocation of capital from the formal to the informal sector will (1) increase the overall level of employment by reducing underemployment or surplus labor; (2) raise capital productivity and aggregate income; and (3) shift the distribution of income from the formal sector to the informal, and from profits to wages.  In short, the reallocation is both efficiency-enhancing and pro-poor.

It will also raise the growth rate provided only that any additional savings that accrue from the rise in total income is not less than any savings lost due to the reallocation of total income between the two sectors.  The precise differences (if any) between profits rates in the two sectors and between saving rates out of informal and formal profits need not concern us here.   Suffice it to note that, contrary to the classical argument, a higher rate of saving out of formal profits is no longer sufficient to create a conflict between poverty today and poverty tomorrow (or between employment and growth).  If the self-employed (or informal workers more generally) save only if they have the productive assets in which they can invest, that will only reinforce this conclusion.

Land Inequality   High concentration of land ownership and of control over other natural resources constitutes the greater part of initial inequality in low-income countries.  This has demonstrable consequences for productivity, growth and subsequent inequality.   First, it limits the share of agricultural output accruing to agricultural workers and peasant-owners and so directly contributes to high levels of poverty.  Second, it reduces the productive capabilities of workers and so total income.  Third, unequal distribution of land-holdings is known to reduce land yield and the demand for labor on large farms (with hired labor or tenancy) as compared to tenant and family farms.  These effects arise from problems of incentive and enforcement in tenancy and hired labor arrangements.  The market will not equalize yields because the land-poor face borrowing constraints in credit markets—a condition which is itself a consequence of land inequality.

In dynamic terms, land inequality is associated with both slow agricultural growth and labor-displacing technological change, both of which tend to raise poverty by raising the price of food and restricting employment growth.  The lowered intensity of land use also tends to make growth capital- and input-intensive, another source of resource misallocation.  In all, it is not merely asset distribution in terms of ownership that has consequences for income distribution, growth and poverty but also asset allocation across different modes of production.  Although the proximate causes of these consequences are “distorted factor markets”, the distortions are themselves traceable to the inequality in the distribution of ownership or control of assets.

The Productivity Effects of Cheap Labor  The adverse consequences of land inequality go well beyond agriculture.  Land concentration also lowers the supply price of labor to the rest of the economy and limits wider access to credit both by small-holder cultivators and by rural and urban informal non-agricultural firms.  By limiting workers’ capabilities and allowing employers the easy “low road” to profits based on cheap labor, traditional inequalities help produce a low-level equilibrium between the demand and supply of human capabilities.  The upshot is that concentrated resource control both depresses growth and renders it unequalizing, thus triply harming the pace of poverty reduction.

This accounts for the growing empirical consensus that high initial inequality is a major cause of lower growth.  As several cases from the East Asian experience show, early land reforms had favorable effects on the functioning of both labor and credit markets from the viewpoint of PPG. (1) By raising reservation wages, these reforms allowed wages to rise throughout the economy.  On the supply side, this enabled workers to accumulate human capital.  On the demand side, it compelled employers to seek both technological and organizational improvements to raise worker productivity.  Supply and demand therefore equilibrated to produce the “high road” based on high and rising wages and productivity advance.  (2)  By relieving credit constraints, these reforms allowed the simultaneous expansion of the large-formal and small-and-medium sectors in industry and services.  This secured a more efficient allocation and fuller utilization of physical capital and, of course, higher rates of employment.

Natural Resource Depletion  Concentrated resource control has also contributed to adverse environmental consequences - namely, degradation via over-exploitation of forests and water sources, land erosion, and overgrazing.  With slow growth of employment and with the land frontier running out, the poor are often driven to deplete resources rather than sustain them.  Moreover, in low-income countries, such environmental resources tend to have a large determining influence on agricultural productivity especially in regions not well-endowed with quality land and on poor farms.  Hence, the poor may be short-term beneficiaries but become longer-term victims of resource depredation.  But to blame them for their ‘myopia’ misses the point completely, which is that asset inequalities engender unequalizing and immiserizing economic outcomes which have feedback effects on the environment; these effects, in turn, exacerbate the initial inequalities.  Poverty and demographic pressure may be proximate causes of environmental degradation and subsistence crises but it is inequalities in the control over land and in access to capital that underlie the virulence of both of these supposed ‘causes’ of resource degradation.

Credit Constraints on Human Capital Accumulation  Credit constraints also impinge heavily on the ability of the poor to finance human capital accumulation.  Low wages limit their accumulated equity which, via collateral constraints, limits their borrowing also.  While informal lenders are often willing to finance the current consumption of the poor (because this enables them to secure the collateral of their captive labor or output), they are unwilling to finance human capital accumulation by their clients since (1) this can only reduce their repayment capacities in the near-term while (2) the longer-term rise in those capacities may no longer keep them captive.  Hence, in the absence of changes in the real side - in terms of asset distribution and levels of employment and wages - informal credit perpetuates low wages and low levels of human capital. Following earlier argument, inequality in land and capital distribution is a double constraint on human capital accumulation.  The greater is this source of initial inequality, the smaller will be human capital accumulation by the poor.  If the consequent mis-allocation of savings is large enough, then, redistributive policies will produce gains in the well-being of the poor which will also raise the rate of growth i.e., equality-complementary growth.

The costs of human capital investment include, of course, both actual outlays and opportunity costs (in the form of foregone earnings).  Low wages of adult workers coupled with credit constraints not only limits investment in adults themselves but also investment in the next generation.  Although the propensity to put children to work is not solely a matter of the economics of poverty, this influence should not be underestimated.  And there is a vicious circle here: low adult wages raise the incidence of child labor, which can pull down adult wages.  Hence, policies that raise adult wages and reduce the direct costs of human capital investment for the poor can provide a powerful fillip especially for investments in children.

The flip side of low human capital accumulation (or under-investment in the ‘quality’ of children) is a high fertility rate (or over-investment in the quantity of children).  Rather than reflecting the unconstrained expression of the demand for quality and quantity of children, the actual responses reflect the influence of credit market constraints and lack of alternatives both deriving from inequality-related poverty.  We have already noted the consequences of inequality-induced poverty for the demographic transition.  Suffice it to say that policies that reduce inequality hasten the transition while a faster transition can feed on itself: a virtuous circle exists between declining fertility rates and investment in children.

Note that human-capital arguments for ECG are only strengthened if the actual metric of policy success is not just the income growth impact but the human development impact (in which improvements in education and health appear as both instruments and goals of policy).  This added dimension is usually premised on the assumption that there are diminishing returns to income in terms of its ability to increase human capabilities (Griffin and Ickowitz, p. 233).  However, there can be threshold effects that can produce increasing returns at low levels of income before diminishing returns set in.  For the poor whose incomes fall below a threshold, human capital investment will be zero.  But for incomes above the threshold and up to an upper bound, there will be increasing returns to rising income.  Hence, policies to augment the income of the poor (and thus both lift them above the threshold and give them the income from which they can save and invest) can yield increasing returns in term of the capabilities of the poor.

Political Conflict  A final source of ECG has to do with political conflict as a determinant of policy outcomes.  One sort of argument that has gained popularity in recent years is that high initial inequality leads the median voter, via the electoral process, to seek fiscal redistributions which lower growth.  Thus, if the distribution of assets strongly constrains the political process to pursue redistributive policies, then, redistribution by other means (e.g., fiscal or price interventions) may prove too inefficient.  If - as in developing countries - politically feasible redistributions are in fact ineffective or inefficient “leaky buckets”, then little change in distribution may ensue but the loss in terms of efficiency and growth may be significant
.  Conversely, when appropriate instruments for redistribution are chosen (e.g., asset redistribution), then, no such tradeoff need arise between pro-poor redistribution and growth.

Another sort of argument is that high initial inequality leads to the capture of policies by elites seeking to protect or augment their rents.  Rent-conserving policies may often require growth-retarding policies to preserve monopoly positions.  Hence, initial inequality not only perpetuates itself but also reduces the growth rate i.e., produces anti-poor contraction.  The mechanisms of policy capture include authoritarianism, lobbying, bribes, and subversion of electoral democracy.

Both arguments deny that political and economic power are so completely fused that each contains the other.  It is this non-congruence that is the basis of the potential for ECG in both cases.  Indeed, it seems to supply the very basis for the political feasibility of PPG whatever its economic source may be.  Conversely, to argue for congruence between political and economic power would deny any potential for ECG and, ipso facto, for PPG.

In conclusion, we believe that there cannot be a neat separation of the causes of inequality into (1) those related to traditional sources that account for initial inequality; and (2) those associated with the nature of technological changes and accompanying globalization of the last two decades. The two sets of influences are not independent of each other nor independent of policy choices.  Politically, the vulnerability of many developing countries to the blandishment of the neo-liberal paradigm is directly traceable to past development failures (including policy failures to deal with inherited inequalities).  Economically, the demonstrable paucity of gains from adopting the new paradigm - succumbing, on the contrary, to new inequalities and instabilities - shows that traditional inequalities and past policy failures remain yet to be addressed.  This seems to suggest a political-economic impasse for PPG.  But the impasse is not because equality-complementary growth opportunities are lacking in the economy but because they have not been politically seized.

5
Macro Policies for Sustaining (Pro-Poor) Investment
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A pro-poor strategy must use macroeconomic policies for its own ends.  While stability is an ever-present concern, policy choices must be fully cognizant of distributional and growth consequences as well.  This section considers some feasible options.  Orthodox economics makes a neat division of problems between short-run stabilization and long-run growth (distribution is at best an after-thought), and a corresponding division of labor between macroeconomic policies and market liberalization policies.  This yields a unique set of macroeconomic policies for rich and poor countries alike that is fixated on a rigid definition of price stability.  But such policy packages have often run counter to generating long-term growth and human development.

Macroeconomic policies are not just about short-run stabilization of output and the price level and getting budgetary and trade balances in order through monetary, exchange rate and aggregate fiscal policies.  These policies also have enduring influence on the rates of utilization of capital and labor, on the inducement to private investment, on the allocation of resources between the public and private domains and between sectors with positive versus negative payoffs for the poor.  Each of these is an important conduit to long-run growth and distribution.  Conversely, long-term PPG policies in regard to asset distributions, institutions, factor markets and key sectors will also alter the feasible set of macroeconomic choices.

A recent empirical investigation of the impact of macroeconomic policies in sub-Saharan Africa illustrates the important ways in which orthodox assumptions are belied in developing countries (Weeks, 2001).  The key finding is that investment is the driving force of growth but growth itself is the principal driving force of investment.  While orthodoxy rests its case on ample responses of both investment and saving to real interest rates, this is not supported by the African evidence (nor by evidence elsewhere in the developing world).  Second, although exports stimulate growth, neither exports nor imports respond strongly to the real exchange rate.  On the contrary, by lowering essential imports, real devaluation tends to be contractionary.  Third, there is no net crowding out of private investment by the public deficit (even though the deficit does raise the real rate of interest) primarily because of the weak investment response to interest costs. Finally, foreign assistance (and, by extension, foreign capital inflow generally) depresses resource supply by lowering domestic savings and investment.  These findings support the heterodox position on macroeconomics, namely (1) that investment determines saving rather than the other way around; and (2) macroeconomic balances respond weakly, even perversely, to price instruments such as the interest rate or the exchange rate.  This position also implies that longer term opportunities for growth, both in the aggregate and across sectors, require non-price policy instruments.

Consider monetary and fiscal policies.  Orthodoxy prescribes fiscal austerity in order to lower real interest rates and thus promote private investment while, at the same time, favoring monetary restraint so as to raise real interest rates and thus promote savings.  The apparent inconsistency in these prescriptions may be resolved if (1) both prescriptions aim to raise investment for growth; (2) private investment is constrained by the supply of savings (through financial ‘repression’ oriented to supporting a fiscal deficit) so that a rise in the real interest rate will indeed relieve this constraint so long as savings respond positively to the interest rate; and (3) the deficit reduction will not harm public investment so much that the growth rate is reduced (this requires that the response of private investment is greater than any reduction in public investment and that returns to private investment are at least as great as returns to public investment).  Assumption (1) is satisfied since orthodoxy is wedded to the goal of growth.  Consequently, the real issues are whether saving determines investment; and whether there is a fiscal constraint on public investment, which is considered complementary to private investment.  As noted above, the weight of the evidence rests against assumptions (2) and (3).

Weeks points out that a key heterodox criticism of orthodox strictures is that excessive fiscal deficit reduction and monetary restraint causes growth to be policy-constrained i.e., growth is demand-constrained but demand is itself policy-constrained.  Thus, orthodox stabilization aims to promote growth with stability but ends up compressing investment
.  When structural adjustment follows in its wake, it must contend with low rates of investment.  Anaemic investment is a poor basis on which to mount a reallocation of resources because (a) the costs of adjustment (in terms of real wage reductions and/or employment losses) will be greater; or (b) the potential costs of adjustment become a barrier to effecting the adjustment itself.  In addition, of course, following through on the heterodox position can have an important effect on the prospects for poverty reduction by rendering deep recessions unnecessary (to wring excess demand and inflation out of the economy).  It is now conceded, even in some bastions of orthodoxy, that the poor invariably suffer more, at least in relative terms, from such downturns (Lustig 1999).

In sum, pro-poor choices must involve monetary restraint (controlling the money supply to contain inflation) but combined with more expansionary fiscal policies and controlled devaluation.  These policies can ensure that the inducement to invest remains high and that employment is not depressed (without, of course, producing destabilizing inflation).  More growth-oriented stabilization policies accord more latitude to inflation, as long as it is kept moderate.  Recent studies have demonstrated that inflation up to the range of 30-40 per cent does not necessarily have a dampening effect on growth, as had been previously believed (see Stiglitz 1998).  Obviously, a more flexible attitude toward fiscal deficits is implied as long as they can be financed in a sustainable fashion i.e., that the government’s debt can be paid off by the additional tax revenue generated by future growth.  But this depends on whether the borrowing to cover the fiscal deficits helps to finance public investment that can stimulate growth.  The opportunities for doing so, as discussed in previous sections, are plentiful.

But more needs to be said as regards policies for (1) achieving potential growth, (2) securing pro-poor distributional gains and (3) assuring fiscal sustainability, and the scope for complementarities across these areas.  The conclusions stated above do not mean that potential growth can be achieved if only deficit reduction and monetary restraint are sufficiently growth-oriented rather than adhering to orthodox tenets.  We must also ask: what determines potential growth itself?  Here, the orthodox perspective assumes that market responses to relative prices are both necessary and sufficient to secure potential growth.  But they are often neither.  Prices will be insufficient if there are growth forces that do not respond to prices or respond adversely.  For these, the remedy is appropriate non-price policy interventions of which the most important is public investment.  In developing countries, the massive deficits in infrastructure and human capital that the market will not fill must be met through a combination of increased public investment (such as building rural roads or constructing irrigation systems) and a suitably designed system of subsidies and deliveries of public services.  These are directly growth-enhancing but also stimulate private investment.  Indeed, public investment can lead growth.  What(s more, public expenditures and transfers can also be made pro-poor.

Price responses may not be necessary if potential growth can be secured without “getting prices right”.  This opens up additional pro-poor choices: if reliance on price adjustment leads to greater burdens for the poor, these should be avoided.  Indeed, one lesson of orthodox liberalization episodes is that while key relative price and real wage changes may be large and thus induce large changes in the income distribution, the corresponding quantity responses may be small or even supply-reducing.  Macroeconomic policies are not distributionally neutral.  Rising interest rates, for example, can shift the distribution of profits from firms to rentiers.  If the formal sector is able to pass on the cost of higher interest rates by raising their prices, workers and small businesses are likely to suffer.  Due to credit constraints, higher interest rates will reduce the competitiveness of the very sectors in which the poor are heavily concentrated.  Similarly, in an economy where some basic inputs are imported (such as oil), a real depreciation in the exchange rate has to lead to a smaller share in total output of either workers or businesses. Where businesses have the power to mark up prices, the share of workers’ wages in total income is likely to fall.

The question of course remains as to whether a heterodox route will produce sustainable fiscal deficits.  Sustainability, however, must be understood in terms not just of inflexible criteria of ‘low’ rates of inflation (which avoids crowding out).  We have already rejected these as unhelpful to both growth and to deficit reduction.  Nor is it always sufficient to rely on fiscal adjustment through growth.  In most cases, this question cannot be answered unless the feasible policy set is examined.  Frequently, however, orthodox predilections to shrink the state do not permit even a consideration of such options.  A PPG regime must cast aside such tacit self-imposed constraints.

A related point is that monetary restraint and fiscal expansion may conflict since underdeveloped markets for bonds limit both non-fiscal based monetary policy and also limits the possibility of sterilizing foreign flows of capital.  While over-reliance on internal finance raises domestic rates, external  finance can prove unsustainable especially if options for sterilizing inflows are lacking. The third option of money creation causes inflation.  Under these circumstances, a PPG regime must be prepared to jettison orthodox strictures against so-called financial ‘repression’.  If a fiscal deficit is desirable for both growth and poverty reduction, then, the fact that one or another source of public finance imposes costs is not a sufficient argument for reducing it.

6
Asset Distribution, Investment Allocation and Labor Utilization
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Although macroeconomic policies can be tilted so as to be pro-poor (by raising overall investment, reducing unemployment and improving asset returns), they are relatively blunt instruments in this regard.  In low-income countries, macroeconomic policies confront narrow limits of the possible and are often given to crisis management.  Hence, policies for tapping ECG must focus more directly on factors that govern the distribution and composition of growth gains: asset distributions, human capital accumulation, credit and labor market failures, and the employment-intensive sectors (such as agriculture and the informal sector).  This section focuses on domestic policy options; section 7 takes up external policies.

Asset Distribution  Efficiency- or growth-enhancing asset redistributions have the dual advantage that the benefits to the poor are both immediate and long-term.  By comparison, policies constrained by inefficient asset distributions must rely on slower growth and a trickle down of benefits that may take a generation or two to be realized.   Whereas asset redistributions often complement growth, income redistributions can sometimes detract from it.  In poor countries, this contrast is even sharper than in rich because income redistributions often produce large leakages, not just from incentive effects but because they are far too blunt to reach many among the poor.

Two general issues of implementation arise: the mechanisms and costs for arranging asset redistribution; and the structure of economic governance, namely the rules of ownership and control of assets, incentives for using them productively and the forms of competition that govern economic transactions.  Of course, even if one were to assume that an efficiency-enhancing asset redistribution would reduce investment and growth (perhaps by reducing saving or by causing social unrest), or impose administrative and resource costs in ensuring production viability, it can still benefit the poor.  That apart, interested opposition to reforms are apt to exaggerate the costs.

Land reforms constitute the most important case.  In most countries, redistribution of land to the poor will produce both efficiency gains and immediate benefits for the poor.  Apart from bestowing the rent of land on cultivators, a more equal land distribution will raise labor incomes by raising both land yield and the demand for labor.  Ownership may be individual or it may be cooperative - though land ‘titling’ is often automatically taken to mean individual ownership.  And even if cultivation proper is individual, many critical activities ranging from marketing to irrigation may be cooperative - as has been the East Asian experience and as was advocated by Chayanov.  Thus, while privatization may promote investment via increased land transactions and access to credit markets, cooperativization may also promote investment but by reduced land, labor and credit market transactions (by internalizing them).  On the other hand, even if formal credit is uncommon in some regions, greater security of property can promote investment if informal credit too requires detachable collateral.

In most cases where the reform can be expected to raise efficiency, there are also credit market failures.  More generally, the first best solution for a number of constraints on development - including nutrition, credit, marketing, tenure, security of property, and wealth-constrained risks - is land redistribution.  Yet, faced with this reality, economists who advocate the first best route in contexts where this would lead to liberal policies are surprisingly willing to entertain various n-th best solutions.  The current fashion of ‘market-based’ land reforms may be a case in point.

The idea seems to be that centralized administrative and participatory mechanisms in implementation are eschewed in favor of the decentralized market mechanism on the ground that this will be less costly (e.g., the attempts at land reform in South Africa).  But even with this so-called market-friendly reform, design and a significant part of implementation will still have to be political-administrative-participatory.  The very fact that the absence of decentralizing ‘institutions’ is a constraint shows that market-based land reforms are inherently incomplete.  But the constraint itself seems to reflect the lack of institutional preparation and political mobilization.  The experience of land reforms in East Asia contradicts the basic assumptions underlying ‘market-based’ land reforms.

Apart from alternatives in implementation, a lack of complementary, largely quasi-public, goods (including infrastructure, extension, public irrigation, training and alternative credit institutions) critical to ensure viability of the new owners has been held to render land reforms themselves unviable.  But in this area as in the case of implementation costs, there are large scale economies that can be reaped provided reforms are multi-pronged rather than uncoordinated, and cover wide terrain and population rather than being piece-meal.

The Governance of Commons  Similar issues arise in the governance of commons and the sustainable harvesting of natural resources.  Growing commercialization has tended to dissolve traditional institutions of governance while market failures produce environmental degradation that is not made good by private investment.  By itself, public regulation of private activity often proves ineffective (as when public officials and private entrepreneurs collude for private gain).  A pure private property solution has been advocated by orthodox theorists to help internalize the externalities involved.  But in important cases, privatization is not feasible (e.g., groundwater resources).  At any rate, such solutions raise their own problems: most obviously of equity but frequently also of myopic overexploitation.  Such situations call for hybrid solutions that create communities with an interest in sustainable management, and a public regulatory framework that sets the rules for sharing of the resource between subsistence and commercial uses.

Domestic Financial Reforms  A major area of opportunity for PPG (and of concern as well in light of the East Asian financial crisis) is the domestic capital market.  Effective financial intermediation - linking savings to investment - is an important factor to spur growth.  Equitable access to capital can promote self-employment and savings among the poor.  Providing labor-intensive small and medium enterprises with greater access to credit could also make an important contribution to reducing poverty, primarily through its effect on increasing wage employment.  The key point is that the capital market should be fundamentally restructured so as to create opportunities for the poor - whether through direct access of poorer households to credit or indirectly via increased access of the enterprise modes on which they primarily depend for employment.

We have noted that inequitable access to credit implies an opportunity for increasing output, employment, wages, and even growth.  Why does not the market avail itself of this free lunch?  The answer lies in institutional constraints - in the way lenders and borrowers relate and, more importantly, in the way borrowers are isolated from one another - which prevent reductions in risks and other costs which, in turn, limit the efficient allocation of capital between the formal and informal sectors
.  At the same time, these constraints are related to unequal wealth distribution.
For those who lack collateral assets, there is little or no access to credit of any sort.  As Griffin and Ickowitz (2001) argue, in such cases, “the investor and the saver must be the same individual and the decision to save becomes identical to the decision to invest... [A] more even distribution of assets could increase the overall savings rate by giving land or other productive assets to the currently assetless poor and thereby provide them with profitable outlets for their savings” (p. 242).  In effect, the recipient of an asset redistribution becomes her own financial intermediary.

But self-employment is not the only option and may not always be the best one.  Expanding the scope of self-finance (and self-employment) via redistribution of assets has limits because investment opportunities will not always coincide with the capacity for self-financing.  Hence, while asset redistribution is desirable in itself, it is not sufficient in all cases to improve credit allocation.  In such cases, reforms in lending institutions and production relations (including cooperatives of workers that can cut out assorted middlemen, lending intermediaries and fixers
) will be required to secure a much better match between investment opportunities and mediated finance.  Thus, the poor can benefit at least indirectly from such reforms.

There may also be network and local externalities among informal firms’ production and financing activities that can be internalized by formalizing them and/or by providing public subsidies.  An example of the latter is the development of bank credit for agriculture in India.  Lack of access to formal credit (and high interest rates on informal credit) had been a long-standing problem.  The scale of the problem has declined significantly over the past three decades because of concerted direction of credit through government policies (such as bank nationalization, credit allocation and interest subsidies).  A similar “big push” in respect of other employment-intensive but credit-starved sectors may be feasible.  Given the limited success of traditional approaches to expanding credit to the poor (including more recent micro-credit programs), a return to formal financial institutions but with new forms of institutional reach seems called for.

The Informal Sector  In low-income economies, since the formal sector has only a small share of the labor force (perhaps 10 or 20% at most), formal sector growth can make only a small immediate contribution towards poverty reduction (Weeks, 2001).  The trickle-down benefits from formal sector growth with financial business-as-usual will be too little too late to constitute pro-poor growth.  This does not mean that PPG will contribute to further marginalizing these countries in the global economy.  On the contrary, a successful modern growth transition involving a rising contribution from formal firms may actually have its best chance when the aforementioned financial reforms are combined with the other pro-poor reforms discussed in this paper.  One ground for such optimism has been discussed earlier under the rubric of the “high road”.  By raising employment, the above proposals for financial reforms will help raise wages in the formal sector and provide an incentive for firms to raise labor productivity while also giving workers the capacity to acquire human capital.

Another reason has to do with the possibility of creating complementary relations between formal and informal firms.  Many informal enterprises are constrained not only by credit but by lack of ready access to markets or marketing skills and budgets.  Creating supplier chains from large formal enterprises which do have these resources through small enterprises, which often have production cost advantages including flexibility, can produce mutual benefits
.  The East Asian experience suggests alternative possibilities in this regard: large-small complementarity (Japan), the preponderance of small and medium enterprises (Taiwan), state-governed finance and direction of large enterprises (South Korea), and enterprises with mixed ownership and control involving local government, managers and foreign capital (TVEs in China).

Privatization and Deregulation  Currently popular models of governance of formal enterprises are confined to privatization and to setting accountability standards for the enterprises and their financiers (banks and stock markets).  In regard to privatization, it is implicitly assumed that state monopolies are replaced by private competitive firms.  This assumption has proven largely untenable with respect to key infrastructural sectors and the jury is still out even in regard to many commodity-producing enterprises.  What is more, while the distributional consequences of privatization can be profound, they often are ignored.  The experience of the Russian Federation illustrates how privatization of public assets can contribute to an inequitable concentration of economic power.  Thus, it is important to explore other options that combine greater efficiency in the deployment of productive assets with an equitable distribution of the benefits.  For example, when the costs and effectiveness of regulation are taken into account, commercialization of state-owned enterprises might be preferable.  If an enterprise that is a natural monopoly is privatized, then regulating it becomes a crucial concern.  In general, privatization does not work well when competitive conditions in the private economy do not exist. And if privatization is necessary, then equity considerations should become an integral component of reforms. 

Human Capital Accumulation  If human poverty is the target of policy instead of merely income poverty, then pro-poor income growth alone is clearly not adequate.  Making human development more pro-poor implies that resources should be allocated disproportionately to address the major dimensions of deprivation, such as malnutrition, shortened life expectancy and illiteracy.  Increases in income can help combat these deprivations but are not adequate by themselves.  Reaching these goals will necessitate implementing more pro-poor social policies as well as more pro-poor economic polices.  Policies that direct the use of public resources (such as financing primary education) and influence the direction of private resources (such as tying benefits to keeping children in school) are also necessary.

Credit constraints can bind here as well.  If the poor have no access to credit at all, then, health and education subsidies by themselves may not decrease the corresponding deprivations.  This is because while public subsidies for education and health services (including free provision of these services) can reduce the out-of-pocket outlays of the poor, they do nothing to address the private opportunity costs that the poor must incur to take advantage of the subsidies and services. Thus, asset redistributions and financial reforms may be required to overcome this problem
.  If direct income transfers or asset redistributions prove infeasible or inefficient for fiscal, administrative or informational reasons, then, the problem reduces to one of raising the earnings of the poor.

Another aspect of capability formation is that skill development may be frustrated if it goes unmatched by increases in the demand for skilled labor (Griffin and Ickowitz, 2001).  While government educational policies may take account of the social rates of return for different levels of schooling (as defined within a pro-poor development strategy), so long as labor demand is controlled privately there is no reason to expect the demand mix to follow the supply mix.  Other policy means must be found to ensure that labor demand follows social returns.  Liberal policies in regard to domestic and external markets need not be the optimal policy solutions.

Labor Market Policies  The conventional argument for labor market ‘flexibility’ assumes that there exists a tradeoff between raising wage rates for relatively small groups of (formal sector) workers and raising labor demand.  In a partial equilibrium setting, the argument seems to hold some validity.  As wages of such workers are raised, formal firms will hire fewer workers, which can mean either cutbacks in investment or, more likely, moving up to even more capital-intensive techniques.  Surplus labor and low earnings are then exacerbated in non-formal sectors.

There are three difficulties with this argument.  First, as Berry (2001) points out, it has “not been possible to demonstrate convincingly that [labor market reforms toward flexibilization] have led to raised ‘productive mobility’ of labor, reduced firms’ reticence to hire or raised human capital accumulation.  If they have had an impact on distribution, it has almost certainly been negative” (p. 174).  Second, labor market institutions are not just free creations of governments.  Many such institutions - even those created by government fiat - are responses to real conditions in labor markets that the invisible hand will not resolve.  For example, in the absence of social security and unemployment insurance, those workers who can band together and negotiate job tenure rules and severance or retirement benefits will do so.  Third, the market does now always efficiently take account of externalities that may arise from the employment relationship.  For example, a fully flexible labor market may induce rates of turnover that make on-the-job training and skill development unprofitable to both employers and workers.  Job tenure will be governed less by the dynamic gains that can arise from long tenure than by short-term profit maximization. Hence, greater job tenure rather than labor market flexibility may well contribute to greater firm-level training.  While privately governed cooperative solutions would be first-best (e.g., the Japanese model of ‘life-time’ employment), if these are not reached, then, regulatory policies may raise efficiency and growth even if they are motivated by equity in the first instance.

From the viewpoint of equity and poverty alleviation, an alternative course would be for governments to release the credit constraints on smaller firms.  The result will be a rise in wages and employment in the informal sectors, which at the same time will raise overall national income.  Thus, rather than seek to equalize wages “from above” by breaking labor market institutions, the government might seek to equalize wages “from below”.

The Sectoral Composition of Growth  Policies designed to change the pattern of growth can also be used to channel more resources to the economic sectors and regions in which the poor work.  Such policies, by directly favoring some sectors over others (such as the export sector or garment exports in particular), can have a more pronounced effect than macroeconomic policies.

Apart from the informal sector, the single most important sectoral issue involving the poor concerns the prices received and paid by agriculture.  The argument, standard in neoclassical analysis and influential in World Bank prescription, is that in poor countries the depression of the domestic terms of trade against agriculture is a primary cause of (rural) poverty and that externally-oriented liberalization of markets and prices would reduce poverty (see Schiff and Valdez, 1992).  The classical argument rather is that the political struggle over the terms of trade is a conflict between rural rentiers and urban capitalists, between ‘unproductive’ current consumption and capital accumulation.

Assuming that developing countries are (in fact or potentially) net agricultural exporters, both arguments concur that shifting the terms of trade against agriculture through border policies squeezes agricultural income.  The difference is that while the classical position rests on “distribution-neutral” growth gains from taxing agriculture, the neoclassical diagnosis sees this as anti-poor “urban bias” that produces allocative inefficiency besides.  The classical argument is right if land rent is heavily concentrated and has a high initial share: then, removing “urban bias” will be a windfall gain to rentiers.  If agriculture is more labor-intensive, then, wages will rise as labor demand rises but this has to be weighed against the rise in agricultural prices: workers’ wages in terms of agricultural goods may go down.  Hence, with high land concentration, real wages may well go down.  Consider several examples from recent experience:

5. In Bangladesh, poverty increased after 1985-86 despite a significant rise in overall per capita income.  This is attributable to stagnant agriculture following from a drastic fall in public development expenditure in agriculture (Khan, 2001).  Price reforms reduced agricultural input subsidies without any counteracting growth-inducing public policy.

6. In both India and Indonesia, poverty in both rural and urban areas rises with increases in food prices (Khan, 2001).  Hence, domestic food price stabilization has been found to be an important instrument for reducing or containing poverty.

7. In the case of Nepal, a net importer of food, substantial devaluations together with trade liberalization resulted in a faster rise in food prices relative to other commodities.  This has adversely affected large numbers of the poor who are net buyers of food without any compensating rise in agricultural growth.  On the contrary, the rate of growth of food output fell steadily to its lowest level of 1.3 per cent per year in the early 1990s (Khan, 2001).

8. For Africa south of the Sahara, Weeks (2001) notes that (i) agricultural prices may not rise following liberalization (since agricultural products are only one part of tradables); (ii) the agricultural poor may well be net consumers of food; (iii) the agricultural poor may be producers of nontradable rather than tradable agricultural products.  Each of these factors makes it implausible that the agricultural poor benefit from liberalization.

The reasonable if tentative generalization follows that in both Asia and sub-Saharan Africa, home to most of the world’s poor, free trade can be expected to reduce rather than increase the rate of poverty reduction.  Exceptions can be cited of course: in Thailand, China and even Bangladesh (when public investment in agriculture was maintained), improved agricultural prices have helped reduce poverty.  Thailand and China had relatively egalitarian peasant ownership of land while the Bangladesh case shows that, when there are substantial inequalities, public investment and other non-price policies are much more of a pro-poor factor than are price policies.
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Openness Versus Pro-Poor Growth
Through both international negotiations and their own policies, developing countries should seek to engage the world economy on their own terms and, in the present instance, to pursue PPG.  Countries that have successfully developed in the post-war era have relied on a domestic investment strategy rather than greater openness to initiate a growth process.  While the benefits of trade cannot be doubted, their magnitude tends to be exaggerated.  The policy question is not whether trade is beneficial but whether free trade is optimal from a pro-poor standpoint.

The traditional regime of development policy consisted in concerted attempts by the state to promote capital accumulation and diversification away from colonial patterns of specialization.  The central tension in that paradigm was between the desire for rapid industrialization on the one hand (thus to raise the rate of saving and investment) and the need to raise effective employment of labor (thus to raise the rate of consumption).  Strong export pessimism, including a fear of terms of trade losses over time and concerns about domestic investment coordination and externalities, gave rise to regimes of widespread state controls and import-substituting industrialization.  These policy responses raised the average capital intensity of production.  Complementary measures were supposed to be undertaken to simultaneously raise labor utilization and land and capital productivity at least in order to limit the medium-run costs of the strategy in terms of employment, consumption and inequality.  It is here that many countries fell short.  When regimes succeeded (e.g., in East Asia), they did so by “walking on both legs”, raising people’s capabilities and overall productivity levels by reducing traditional inequalities while also building modern industry.  That is, internal integration was promoted by reducing the sharp edge of dualism and thus paving the way for formal sector growth.  This growth manifested itself as a rising industrial sector increasingly able to compete in world markets, thus international integration.  When regimes attempted to leap-frog to a full-fledged modern sector without confronting either poverty or dualism, they ended up slowing progress on both internal and international fronts (see Rao, 2001).  External vulnerability including the accumulation of foreign debt together with massive poverty were the symptoms.

The neo-liberal paradigm that has risen to prominence since the debt crisis modeled itself on a rather different understanding of international experience.  Development successes are attributed to liberal market-oriented policies on the home and external fronts just as development failures are blamed on insufficient openness and domestic market interventionism.  While underlining the failures of the old, the new paradigm rejects not just export pessimism but also widespread underemployment - seeing both as the endogenous consequences or self-fulfilling prophecies of the old paradigm.

But the realities underlying the concerns that inspired the old paradigm have not gone away particularly in low-income countries.  They have reappeared in different guise: in the form of rising inequality and slowed poverty reduction, insufficient investment, worsened fiscal constraints, poor agricultural response, de-industrialization, skewed flows of foreign portfolio and direct investments, financial instability and crises, and, overall, an era of slowed growth.  It is this last, above all, that points to the frustration of the new paradigm on the basis of its own rationale.

Apart from the old concerns, two major issues remain unaddressed in the new paradigm.  First, the inducement to domestic investment remains fundamentally a function of the domestic rate of income growth rather than of external opportunities.  But the new regime requires wage restraint in the interest of ensuring international competitiveness and so ends up limiting investment and output growth.  This could also adversely affect wage incomes, inequality and poverty.

Second, capital inflows can produce adverse financial effects.  An inflow, by raising domestic expenditure on non-tradeables, leads to an appreciation of the real exchange rate offsetting the effects of trade liberalization.  The trade deficit tends to widen as import demand rises as well.  If the exchange rate is free-floating, then, the nominal exchange rate appreciates.  If it is fixed, accumulating foreign assets will increase the money base.  While an ensuing credit expansion can stimulate domestic investment, it can also trigger a consumption boom or a speculative asset price bubble (Berg and Taylor, 2000).  The pursuit of a relatively stable nominal exchange rate is understandable since gyrating nominal rates can cause risk and disarray in real-side decisions.  But it also means that the money supply becomes difficult to control.  The central bank alternatively can choose to sterilize the inflow via a change in the mix of its assets (requiring the sale of bonds).  But this entails a high interest rate which will produce further foreign capital inflows and require even higher sterilization.  If a high interest rate/strong exchange rate spiral is avoided, there are also limits to sterilization.  Finally, high or rising interest rates can prove especially costly from the fiscal standpoint as the costs of servicing the public debt rise.

It is a policy of capital openness that invites this set of problems.  The fear of sudden reversal in capital flows produces an inordinate demand for foreign reserves as a cushion, which exacts a heavy price.  And the real-side benefits of inflows may not match these financial costs. The prodigious growth of international financial flows and the proliferation of sophisticated financial instruments have imposed costs (not just bestowed benefits) and risks (not just returns) in a heavily lopsided fashion.  Developing countries confront either the risk of being shut out from access to global finance (this is the actual experience of the vast majority of countries) or speculative exchange rate attacks and the risk of sudden reversals of capital flows.

Between 1990 and 1998, net capital flows into developing countries grew from $101 billion to $275 billion.  But the share of low-income countries has been a paltry 6.8% of total FDI flows and their share of private capital market flows (debt and portfolio equity) has been under 5% (Haug, 1999).  The FDI surge benefitted only a third of developing countries while just 10 countries accounted for 70% of all private market flows.  This severe imbalance, which is quite contrary to expectations held out by reform proponents, is mostly explained by uneven development.  The evidence suggests that it is not capital flows that lead development but development that leads capital flows.

The new capital mobility also raises the systemic risks flowing from high leverage, the speculative drive of market participants and the lack of international incentives to contain contagion and other forms of instability.  The private sector, especially financial capital, engrosses the benefits and leaves governments and communities to pick up the costs left in its wake.  Short of outright capital controls, developing countries must control short-term foreign debt through taxes and differential reserve requirements, engage in open market operations to control currency attacks and strengthen prudential regulations of exchange transactions.

Policies for protecting the poor and containing the social costs must also be strengthened.  Although maintaining budgetary expenditures for education and health, ensuring food supplies through direct transfers or price subsidies, and avoiding indirect taxes on essential items are all eminently sensible policies to pursue, the rub is that these are fiscally costly policies.  Yet, the same forces of global finance, and globalization more generally—whose excesses these expenditures are to counter, have served to weaken national public finances (to be considered below).

We now turn to some issues flowing from current account liberalization.  In simple two-factor, two-country trade models with full employment, trade liberalization is supposed to have a positive impact on labor demand and on income distribution in the labor-abundant region, and hence on reduced poverty in developing countries.  But in many countries, trade liberalization (especially in conjunction with real appreciation accompanying capital inflows) has pushed traded goods firms toward workplace reorganization and down-sizing especially of the unskilled. If aggregate demand conditions are unfavorable (a condition often required by a neo-liberal regime), then, unemployment of the unskilled rises together with a drop in earnings levels in informal sectors with flexible wages.  Increased inequality between skilled and unskilled groups of workers follows (Berg and Taylor, 2000).  Reality deviates from the model because there is more than one type of labor (skilled and unskilled), more than one mode of production (formal and informal) and a variable rate of unemployment or underemployment.

Even setting aside the ‘transitional’ costs to losers and unemployment (which can also slow or reverse adjustment), the reality of a multi-factor, multi-region global economy needs to be considered.  For example, in the presence of huge low-income countries in Asia with an abundance of unskilled labor, middle-income regions (e.g., Latin America) may not have a comparative advantage in low-skill manufactures.  For the Latin American region, Berry (2001) notes that the (static) effect of even a fairly large shift from import substituting to exporting sectors can produce only a quite modest total increase in the demand for labor.  In point of fact, exports from the region have for the most part not been particularly labor intensive.  Worse, when export-fueled growth does occur, it has frequently raised wage differentials substantially (e.g., in Chile and perhaps Argentina and Colombia).  Berry concludes that reforms in favor of open trade regimes, the dismantling of labor institutions (especially minimum wage laws) and the ‘socialization’ of debts, not just capital- or skill-biased technological change, have all had negative distributional impacts.  These factors, together with persistent inequalities in the distribution of human capital, explain the widespread deterioration in income distribution occurring along with the initiation of trade and related liberalizations.

Although proponents of trade liberalization have confidently proclaimed the growth-enhancing effect of free trade (e.g., Sachs and Warner, 1995), the claim remains part of the conventional wisdom rather than proven
.  In standard theory, all gains from trade come from greater allocative efficiency leaving no room for any growth-enhancing effect.  But according to Stiglitz (1998), “the main gains from trade seem to come intertemporally, from an outward shift in the production possibility frontier as a result of increased efficiency, with little sectoral shift” (p. 20). Although Stiglitz concedes that the mechanism by which free trade increases growth is not fully understood, he does not grant that protection might have favorable growth effects.  To the contrary, he asserts that the “adverse effects associated with protectionism may come more from its impact on competition and its inducement to rent-seeking behavior.  These forces are so strong that even when there might be seemingly strong arguments for trade interventions in particular cases, most economists view intervention in trade policy with considerable skepticism” (emphases mine).  

As noted earlier, successful late industrialization has involved internal integration prior to or alongside controlled opening to trade.  Hence, the relevant lesson for late industrializers is that it is domestic integration that leads trade integration (and capital inflows), not the other way around.  Internal integration involves just the issues discussed (in section 4) in connection with growth-inequality interactions.  Developing domestic capabilities, including human capital and infrastructure, is essential to successful external integration.  This is the hard problem in development.  Openness and globalization in poor countries cannot be forced to the levels found in rich countries without this having adverse consequences on growth, poverty and inequality.

One aspect is the old concern that overspecialization under openness can immiserize exporters.  It may be an important factor in the continuing marginalization of many poor countries.  Though agriculture may not be alone, it seems to be the sector most vulnerable to the damage potential of trade liberalization (“international integration”) and the need for non-price public policies and investments (“internal integration”).

During the decades of liberalization in sub-Saharan Africa, public support for agriculture was sharply curtailed partly to curb the size of government and partly in the hope that prices would turn the trick (Poulton, Kydd and Harvey, 1999).  But there is no evidence of stronger cash crop growth in response to liberalization.  Although there have been some gains in respect of particular crops or markets, these developments do not show up in aggregate growth performance.  The low level of development of technologies for sustainable intensification, poor development of transport infrastructure, the problem of credit, and continued marketing weaknesses are the main supply depressors.  Unsurprisingly, liberalization has done nothing to relax these constraints.  Most of these supply constraints require public action and investment but free trade policies have produced a fiscal squeeze so that supply capabilities may have been diminished rather than enhanced by “getting agricultural prices right”.  Poulton et al. warn that “more complete agricultural liberalization could depress, rather than stimulate, agricultural production” (p. 325).
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Public finance in developing countries is the focal point of many of the dilemmas and conflicts posed by development.  Revenue mobilization for the allocative, distributive and stabilization functions of the state is severely constrained by the narrowness and instability of the tax base.  The latter, in turn, is due to economic constraints arising from the structures of production and trade, administrative constraints reflecting a weakly developed state apparatus, and, of course, reasons of politics.  For much the same reasons - economic, administrative and political - social transfers through the budget must also rely on inefficient and “leaky buckets”.

Consequently, public infrastructure and human development expenditures, which are among the most effective vehicles available for reaching the poor and promoting growth at the same time, persistently fall short of levels appropriate to PPG.  Unfortunately, the severity of the fiscal problem is greater the less developed the country because both economic structure and administrative costs militate against effective and efficient modes of raising revenues or modes of spending to promote PPG.  However, economic-structural and administrative limitations should not be exaggerated.  While a PPGR must be fiscally sustainable, it should not accept inherited tax and expenditure structures as immutable constraints.  There is room for countries to learn from each other and to follow best practices.  There is also room for radical and innovative proposals. This is not the place to explore the possibilities.  Instead, we consider one example - we think it is an important one - where PPG fiscal alternatives are hobbled not by fundamental constraints of resources or structures but by policy choices that are not motivated by PPG in the first place
.

To this end, we begin by taking stock of fiscal trends that have accompanied the trend toward globalization.  Tax revenues as a proportion of GDP rise sharply with per capita income.  During the last two decades, the tax/GDP ratio in the low-income countries has declined by 14%.  What’s more, the share of direct taxes in total revenues fell by 10% and the share of trade taxes fell by 20%.  The latter is particularly significant because trade taxes accounted for two-fifths of all revenues in these countries at the start of the 1980s.  The decline and the consequent fiscal squeeze are directly related to trade liberalization.  In developing countries generally, but more so in the low-income countries, much of the slack created by the decline in trade taxes has been taken up (in relative, not absolute, terms) by rising domestic indirect taxation
.

Another source of the fiscal squeeze is due to financial liberalization.  Orthodox financial liberalization is inspired by the putative inefficiencies caused by financial ‘repression’.  But relaxing repression imposes a fiscal cost because repression implies an implicit fiscal gain.  For developing countries, this has been estimated at 2% of GDP on average (Giovannini and de Melo, 1993).  Similarly, reduced monetization of the fiscal deficit compelled by financial liberalization results in the loss of seignorage revenue as inflation declines.  The average estimated loss was 1% of GDP between the mid-1980s and the first half of the 1990s (IMF, 1996).

While externally-oriented liberalization has been promoted mainly with a view to the efficiency gains it is promised to deliver, its distributional effects may in fact be more important in both political and economic terms.  These effects can show up in the budget both on the revenue side and, especially when governments are responsive to losers from globalization, on the expenditure side.  International evidence shows that the degree of openness is strongly associated with the size of government (as measured by the expenditure ratio or the trade ratio).  But the causal mechanisms involved cannot be presumed to be the same in rich and poor countries
.  In developed countries, the revenue side is little affected by rising openness but governments are willing to spend more as openness increases expenditure-side demands.  The demand is matched by supply since they are met through elastic domestic tax bases including social security taxes.  As Tanzi (1998) points out, “The reason [why openness increases the size of government] is not that the [advanced industrial countries] need more government than the [poor countries] but because they can collect more taxes” (emphasis added).  In developing countries, given the dependence on trade taxation, a higher trade ratio increases the ability of the government to garner revenues from trade.  At the same time, however, increased openness (in the form of trade and financial liberalization) produces a revenue squeeze.  Yet, arguably it is the poorer countries that need fiscally stronger states to cope with adverse effects on distribution and poverty.

Raising the level of human development is principally a matter of raising investment, especially public investment, and of reaching large sections of the population that the market bypasses.  Both sources of gain originate from pronounced externalities in such areas as health, education, and training, and market failures in insurance, credit, and infrastructure creation.  On the face of it, the required investments and provision of opportunity should have nothing to do with a policy of globalization i.e., they have to be undertaken as part of any program of economic development quite independently of policies with respect to external integration.  This is also the assumption implicit in much of the literature on development.

But this is simply not so.  Globalization makes it more difficult for developing country governments to pursue PPG with the budget providing a crucial link.  Given the trends in revenues and the interest burden, it is unsurprising that government capital expenditure as well as gross domestic investment fell from the 1980s to the 1990s.  These declines are related to each other but, more importantly, to the fiscal squeeze from globalization.  Cross-country regression analysis supports a number of key observations.  First, public investment is inversely related to per capita income (reflecting a large “developmental life-cycle” component in infrastructure and human development requirements).  Second, countries that were fiscally squeezed by lowered trade tax revenues and/or increased interest expenditures tended to have a lower rate of public capital expenditure.  Third, gross investment is negatively affected by the fiscal constraint both directly (due to the fiscal constraint on public investment) and indirectly (because public investment has a crowding-in effect on private investment).  Finally, public expenditure on education has a large and positive impact on domestic capital formation.  That is, human capital and physical capital accumulation are strong complements.

While underlining the centrality of the fiscal constraint, these observations also show that a PPGR must not labor under policy constraints that are no part of its own ends.  Under the Washington Consensus, public expenditure (including social expenditure on health, education and social safety nets) is tacitly treated as a constraint to be managed so as not to undermine growth.  Growth itself is to be maximized through maximal openness.  However, the experience of developing countries shows that the very process of growth-motivated reforms favoring openness exacerbates the fiscal constraint on the potential for PPG.  This refutes any notion that maximal openness is good for pro-poor growth or even that human development is independent of policies of openness and globalization.  Rather, it indicates an important tradeoff between external integration and internal integration with the government budget providing the fulcrum of that tradeoff.
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�  Although a robust negative influence from inequality to growth does not seem to be sustained in alternative specifications, the controls introduced are also questionable.  Notably, these include the stock of human capital even though it is well understood that a principal way in which inequality affects growth is via lowering human capital investment (Ravallion, 2001).


�  The regime types and their illustrations here are drawn from McKinley (2001).


�  Surplus labor itself holds so long as the average product of labor in the capitalist sector exceeds its counterpart in the non-capitalist sector - a condition that defines the transition.


�  While the capitalist sector is based on excludable property, surplus labor may entail non-excludable forms of work and income sharing in the subsistence sector.


�  But such redistributions may still be pro-poor even if they serve to reduce growth.


�  Excessive focus on inflation control not only discourages the recovery of investment but also distracts attention from the financial sector as a major source of instability (Stiglitz, 1998).  Market liberalization only contributes to instability by weakening the financial sector.


�  It is well-known that agriculture (which we regard as part of the informal sector) is a source of saving for the rest of the economy.  In most LDCs, it is equally evident that the formal sector (including the government) absorbs savings from the rest of the economy.


�  The informal sector is itself far from being egalitarian but this is closely connected to the credit constraint.  Real institutional changes that relax the credit constraint are also likely to reduce exploitative conditions within this sector.


�While such relationships are known to produce one-sided gains for the large firm, financial reforms coupled with small enterprises networks can help create a more level field of bargaining.


�The evidence that developing countries with greater land inequality have lower average levels of human capital supports this conclusion.


�  See Harrison (1996) for a survey of the empirical literature.


�  The discussion here follows Rao (1999b).


�  But in many of these countries, even VAT taxes are collected disproportionately from tradables (particularly imports).  Hence, so far as efficiency effects go, a good deal of the changes are nominal.  Also, export taxes have fallen more steeply than import taxes.  This change has the potential to damage the terms of trade of primary exporters.


�  For the view that they are, see Rodrik (1998).





