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Why adopt pro-poor policies? Varieties of adjustment strategy during the global crisis (1997-2004)

Blessing Chiripanhura, Jean Grugel, Paul Mosley* and Ben Thirkell-White

Abstract. We seek to understand the political rationale for adopting pro-poor policies, with a focus on the countries affected by the global crisis of the late1990s and 2000s. The responses to crisis of these countries varied enormously in their poverty orientation and impact, and we seek to understand these variations. In our model, pro-poor orientation is driven by the motivation of elite groups to send ‘policy signals’ (such as universal primary education, broadening of health care, and social expenditure generally)  which provide evidence of practical support to low-income constituencies; such evidence, we argue will be a useful asset with which to buttress vulnerable elements when the elite is split. We construct and test a three-equation model in which initial conditions influence pro-poor signals, defined in this way, pro-poor signals influence poverty, and poverty reacts back on initial conditions. The basic research message is that where representatives of low-income groups have been able to present a credible threat to members of the elite, and where this threat has been responded to constructively through variations in the public expenditure mix, (macro-) policy has been a great deal more pro-poor.
1. Introduction

Immense and admirable labour has been put into the global poverty reduction effort. The OECD countries have made to developing countries what has been described as ‘the world’s biggest promise’
 to halve global poverty by 2015, and there has been a huge commitment of resources by aid donors, non-governmental organisations and governments of developing countries to help achieve this and the other Millennium Development Goals
. But there has been enormous inter-country variation in progress towards this objective. Some developing countries, notably in East and South-East Asia, have come within sight of eliminating poverty; others, notably in Africa, are still experiencing rapid increases in poverty and deprivation, even if in many cases their growth rates of income have become respectable in recent years. It is now well-established that, although there is a general tendency for growth in income to reduce poverty, large variations around that central tendency occur (eg World Bank 2006), and a good deal of effort has been put into explaining those variations, for example the recent World Bank study of Delivering on the Promise of Pro-poor Growth (Besley and Cord 2007), which identifies a number of potential causes, including the incentive framework, the structure of property rights, access to education and infrastructure,  and the underlying structure of the economy, in particular the extent of its emphasis on agriculture (Besley and Cord 2007: 13-17). But underlying the ability of an economy to deliver poverty reduction, as the authors themselves concede, is the motivation of its policy-makers to implement or not implement those policies, which the Bank do not examine. ‘Political economy considerations’, they argue (p21) ‘often affect the distributional outcomes of structural and investment policies, at times at the expense of poor households. Public policies to enhance the ability of the poor to participate in and influence government processes is another area for further exploration.’ It is that ‘further exploration’ which is attempted here: we seek to understand why some governments adopt pro-poor policies while others do not.  
The focus of the exploration is a short period around the millennium which took the world by surprise. Starting in 1997, a number of middle-income countries, most of them with impeccable macro-economic credentials (South Korea, Thailand, Indonesia, Argentina…), experienced sudden capital flight, decapitalisation, and in many cases a sharp increase in poverty
. The contagion extended from the original seat of the crisis in East Asia to Russia and Latin America, and eventually embraced a number of countries which had not previously been the object of speculative attacks.  The size and time-pattern of these shocks is illustrated in Table 1.

Table 1. Time-pattern of output before, during and after the late 
1990s crisis (average annual growth of GDP per capita)
	
	Per capita income 1999($)
	1980-90
	1991-96
	Crisis period average (with year of beginning and end in brackets)
	Post-crisis period (with year of beginning and end in brackets)

	(middle income)

Argentina
	7600
	2.3
	5.0
(1991-98)
	-5.9

(1999-2002)
	7.8

(2002-2006)

	Bolivia
	1010
	-1.9
	2.0
	0.5

(1999-2005)
	

	Indonesia
	580
	4.6
	6.2
	-3.6

(1997-1999)
	3.5
(2000-06)

	Malaysia
	3400
	3.4
	6.8
	-2.5
(1997-98)
	3.3
(1999-2006)

	Russian Federation
	2270
	..
	-4.3
(1992-99)
	0.9
(1998-99)
	7.1
(2000-06)

	(low income)

Kenya
	360
	0.8
	-0.9
(1991-98)
	-1.0
(1999-2002)
	2.2
(2003-2006)

	Zimbabwe
	520
	1.6
	0.2
(1991-99)
	-6.4
(2000-05)
	

	Uganda
	320
	
	
	NA
	

	Ghana
	390
	
	
	NA
	

	All low and middle income
	1240
	1.2
	1.9
	1.2
(1997-2000)
	4.2
(2000-2006)


Source: World Bank, World Development Indicators, various years.
The initial shock to income then resulted in a variety of experiences which are greatly differentiated in terms of their duration, their political consequences and their poverty impact. These variations are depicted in Figure 1: as will be seen there, some affected countries such as South Korea and Malaysia had a quick and, in terms of social costs, painless exit from the crisis, whereas others such as Russia and Bolivia remained trapped within a state of crisis, and suffered increased poverty levels, for several years. 


Figure 1 (poverty in relation to output    )  here

 
We shall argue below that these differences in poverty experience reflect contrasts in the policy packages used to deal with the crisis, and it is the political dynamics behind these alternative policy packages which constitute the main focus of the paper. The structure of the paper is as follows.  Section 2  compares the counter-measures which were used to combat the effects of the global crisis in a sample of countries affected by it, and evaluates these counter-measures in terms of poverty reduction effectiveness.  These counter-measures then become the dependent variable of Section 3, which constructs a model of policy choice to explain why some countries chose policy instruments which were pro-poor in their impact and other countries did not. Section 4 tests this model. Section 5 concludes and presents implications for policy.  
2. The pattern of response to crisis, 1997-2004
Initial conditions. As mentioned above the global crisis did not only hit those countries which, on objective criteria, were economically and financially weak; nor did it only hit those countries which were weak in their political and institutional structures. Unlike previous crises (such as that of the 1980s) which had inferred weakness of a victim country’s currency from weakness of its current account and of its associated fiscal balance, the crisis of 1997-2004 principally hit countries whose capital accounts were weak (Haldane et al 2002?). Thus it was not only poor countries with low incomes and a fragile trading position which were the main victims of the 1990s crisis; indeed the poorest countries, which had borne the brunt of the 1980s crisis, were mainly spared from this one, because having little capital which could go elsewhere, they offered no opportunities for capital flight
. But some crisis-affected countries, even if not economically poor by conventional criteria, were politically very vulnerable either because of the prevailing geo-political environment (as in Russia, which emerged from the break-up of the Soviet Union at the time of the crisis) or, as in Bolivia, because of an inheritance of severe inequality and associated institutional fragility. The ability to adapt to crisis also varied greatly between flexible, labour-intensive economies with a diversified asset base, such as those of the Far East, and inflexible, capital-intensive economies with most of their eggs in a rather unproductive basket, as such Bolivia, many parts of the Middle East and many parts of Russia. In short, there were many inter-country differences in initial conditions which constrained the ability of victim economies to respond. Some of these are summarised in Table 2.

Table 2 (initial conditions) about here.  
	     Initial 

     conditions

	Macroeconomic:
	Equity:
	Capital-intensity measure

	Countries
	Fiscal deficit (% GNP)
	Foreign exchange regime (from Duasa & Mosley 2006)
	Gini coefficient
	Share of top 20%
	

	(middle income)

Argentina
	
	
	
	
	

	Bolivia
	
	
	
	
	

	Indonesia
	
	
	
	
	

	Malaysia
	
	
	
	
	

	Russian Federation
	
	
	
	
	

	(low income)

Kenya
	
	
	
	
	

	Zimbabwe
	
	
	
	
	

	Uganda
	
	
	
	
	

	Ghana
	
	
	
	
	


    When crisis hit: the ‘menu’ of policy options


When a crisis occurs – in essence a sustained fall in output, accompanied 

     by an uncontrolled leakage of foreign exchange reserves – there exists a 

     range of alternative ways of tackling it.  Macro- economic adjustment – a 

     ‘reduction in absorption’, as the IMF puts it -  can be achieved either by

     compression of domestic demand, or by improving the value of the foreign 

     balance (exports less imports). Either of these can be pursued either by fiscal 

     means (variations in taxes and expenditure) or by varying the money supply,

     or by direct controls such as price and interest rate controls,  minimum wage

     policy and so on. 

The  debate between these options has often been represented as a 

     technical one – to be resolved, for example, by examining which of these 

     policy instruments is most effective at reducing inflation or the financial deficit. 

     However, every choice made has social implications, as each choice 

     impinges in a different way on different income groups. A big step towards

     assessing these social implications was taken in the early 1990s by an

     OECD team (Bourguignon and Morrisson, 1992). Bourguignon and Morrisson 

     estimated the comparative social costs (in terms of increase in the poverty 

     gap) associated with reducing the budget deficit by a fixed percentage for 

     seven, mostly middle-income, developing countries (  Indonesia, Malaysia,

     Ecuador, Chile, Morocco…) by various alternative policy instruments. In 

     particular, they estimated, from a macro-simulation model, that the relative 

     social cost of reducing the current account deficit by 10% would be as 

     portrayed in Figure 2. 
Figure 2. Social cost (% increase in poverty gap) caused by a 10% cut in the balance of payments deficit, six developing countries, 1991


[image: image1]
Source: Morrisson (1991), table V-3, p.142.

Notes: (1) For each policy instrument listed in the first column, the reduction  simulated is the amount required to bring down the current account deficit by DH 1 billion (approximately 10% of the budget deficit)

In particular, Bourguignon and Morrisson argued, stabilisation could be done  in a more ‘redistributive’ way through instruments of external policy (especially  the exchange rate) than through instruments of internal policy (in  (in particular tax increases).  Of course, policy impacts are likely to be
sensitive to local initial conditions, as described above, and to local technical 

capacities: but there is a certain logic underlying the internal-external 

distinction made by Bourguignon and Morrisson,  since there exists the hope 

of taking poor people working in export sectors out of poverty by policies of 

aggressive devaluation, as in the Far East
 . By contrast, strategies of 

adjustment based on instruments of domestic macro-policy, and in particular 

attempts to adjust by imposing tax increases, were ruinous for the poor – 

especially increases in indirect taxes, since these characteristically are 

imposed on ‘essential’ goods with low price elasticities which because of their 

essential nature are salient in poor people’s consumption.
The inference drawn by Bourguignon and Morrisson was that strategies of external-based adjustment to a budgetary deficit (especially flexibilisation of exchange rates) was a strategy which suited the poor relatively well, and that tax increases, especially indirect tax increases, were inequitable as an instrument of adjustment. These conclusions were established through simulation of a range of policy options in seven or eight countries, mostly in Asia and Latin America. 

The pattern of adjustment
Of course, the data in Figure 2 give only an incomplete picture of the comparative social costs of a limited range of adjustment instruments. Russia’s adjustment process, the most savage of all in the 1990s, was yet to come at the point when the OECD reported and was not studied by them. No low income countries are incorporated in the analysis, no heterodox policies, of the kind which grew in importance during the crisis, are considered as options and within the government expenditure category, only overall recurrent and development expenditure, rather than variations in the sector-mix, are considered. It is therefore urgent in considering what happened in the late 1990s crisis to examine a wider range of both instruments and countries, and this is done in Table 3.
Table 3. Variations in adjustment instruments during the ‘East Asian crisis’
	
	Initial conditions:
	Changes during crisis:
	Policy instruments:

	
	GDP

Level
	Pov.level
	Gini
	Fiscal deficit
(initial year of crisis, %GDP)
	Capital.intensity
	Poverty 
	GDP/cap
	External
	Internal
	Heterodox
	Summary measures:

	
	
	
	
	
	
	
	
	RER
	Public expenditure
	Tax/GDP:
	Ex-port

taxation
	Cap. controls
	Min.wages
	IMF role
	Cyclical stance
	Poverty stance

	
	
	
	
	
	
	1
	5
	1
	5
	
	Ed& health/

GNP
	Social/

GNP
	PPE
	I
	T
	
	
	
	
	
	

	Middle-income countries:

Indonesia(1997)
	580
	
	36.6
	+0.16
	
	
	
	
	
	
	
	
	
	
	
	no
	Yes
	no
	
	
	

	Malaysia(1997)
	3400
	
	49.2
	+3.9
	
	
	
	
	
	
	
	
	
	
	
	no
	Yes*
	No
	
	
	

	Bolivia(1999)
	1010
	
	57.8
	-2.29
	
	
	
	
	
	
	
	
	
	
	
	no
	no
	no
	
	
	

	Argentina(2002)
	7600
	
	52.5
	-5.7
	
	
	
	
	
	
	
	
	
	
	
	Yes
	Yes
	Yes?
	
	
	

	Russian Federation(1992/98)
	2270
	
	46.2
(’96)
	-6.2
	
	
	
	
	
	
	
	
	
	
	
	Yes
	Yes
	Yes
	
	
	

	Low-income countries
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Zimbabwe(2000)
	520
	
	50.1
(’95)
	-18.6
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Kenya(1999)
	360
	
	42.5
(’97)
	+1.9
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Ghana(1999)
	320
	
	40.8
(’98)
	..
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Uganda(1999)
	390
	
	43.1
(’99)
	-1.1
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	


Sources:

Thus, from this superficial overview, we observe a very large diversity of experiences between adjusting countries. In terms of results, the Far Eastern countries, Indonesia and Malaysia, were much more successful than other regions at achieving pro-poor adjustment, with Russia and the Latin American countries disappointing (Bolivia most of all, where poverty increased slightly long-term through the crisis years) and the African sample very widely scattered in terms of experience but beginning to show promise. In terms of instruments, (1) it is the middle income countries, Russia and Argentina, who are much the most willing to use heterodox, anti-Washington consensus methods of adjustment, whereas poor countries are not using them at all, (2) pro-poor ‘success’ appears, at this basic level, to be heavily associated, both in Africa and in Indonesia,  with use of a progressive allocation of expenditure and with aggressive use of the real exchange rate, (3)  there is evidence especially in Africa of a shift from fiscal to monetary means of adjustment, (4) the link between heterodoxy in adjustment and equity is not easy to pin down, but it appears to be instrument-specific: some elements in it, and especially the use of capital controls, appear to be progressive in impact (see further Duasa and Mosley 2006), whereas others, and in particular export taxation, are severely regressive, indeed much of the recent fall in poverty in parts of Africa appears to be due to the removal of taxation of this sort (see further Bowden and Mosley, 2008).


 The task of the remainder of this paper is to develop and test a model which explains these variations in pro-poor impact.
3. Understanding the process of exit from crisis
Crisis workout processes compared

We begin by asking  how governments select between adjustment packages, and what might motivate them to use pro-poor instruments within such a package.


The first requirement is survival in office, without which governments cannot do anything. Our point of departure, therefore, is that government policy instruments are deployed so as to maximize the probability of survival – the gap between support for the government and the critical level without which it cannot carry on. Policy reforms such as those listed in Table 3, as a totality, increase the probability of survival by reducing the risk that the government will be unable to meet its obligations, but they alienate some of the individuals and groups on whom the costs of adjustment fall. So the first element in the art of adjustment is to hit the balance (Figure 3) between financial gain and political loss – the point A in that diagram, which defines the ‘safest possible place to be’, as seen subjectively by the ministry of finance of the crisis-hit government.  

[image: image2]
Figure 3.  Government survival

In the context of government survival, two parameters of Figure 3 are particularly important, inasmuch as they constrain future redistributive possibilities. One of them is the shape of the government’s production function: if the prevailing mix of activities is centered on activities with great labour-absorptive potential, such as construction, smallholder agriculture, and many branches of services – as is the case in particular in Indonesia, see table 3 – then the number of beneficiaries per unit of growth and the political leverage of growth, increases; and if it is centred on activities with small labour-absorptive potential, such as defence, oil and gas production and capital-intensive industry (as in Russia, Argentina and to some extent Bolivia), the political leverage of growth shrinks in proportion. The second is institutional capacity; the weaker the state, the less secure the base enabling it to convert financial recovery into a power-base (examples: tax capacity, microfinance/financial markets?) 

Thus, hypothesis:  upper limit on political gains from growth = F ( labour-intensity, institutional capacity ) economic improvement                                                  (1)
Constraint on shape of F curve, as in diagram….

From the point of view of the poverty objective, the next step is the crucial one. Having decided how big the initial macro-economic adjustment needs to be, the next step is to determine through what mix of policy instruments it will be implemented – in other words, who will bear the cost of the adjustment, and in particular to what extent poor people will do so. On this point, we have observed the pessimistic conclusion of the OECD team that a pro-poor bias to policy may not be helpful because ‘the politically most active groups are not usually the poorest’ (Haggard et al 1995:120). However, there are reasons for arguing otherwise. One is forward-looking self-interest: it is wise to make concessions to the poor if that can protect the incumbent against being ousted, as many members of the Russian landowning and industrial elite attempted to do prior to the revolutions of 1905 and 1917
, and it may for this reason be appropriate to see poverty reduction as a public, rather than a private, good, on the grounds that those who pursue it achieve benefits  for people other than just themselves
. However, a second reason is protectional: a constituent group within the elite may have conflicts serious enough for them to need a measure of support from groups outside the elite – and to the extent that the membership of these outsider-groups is poor or vulnerable, the act of forming a coalition with them will bring them above the poverty line, and keep them there for as long as the coalition holds and its instruments are effective
. For example, since all urban groups have an interest in cheap food – an interest which will be resisted by rich landlords – they may side with workers, many of whom are poor, against those rich landlords. 

Against this background, we can now revisit the OECD team’s glum answer to the question ‘why pursue pro-poor policies?’, quoted above. We reason that, for the reasons given above, it may be in the political interest of a government to offer a policy signal to a low-income interest-group such as higher social expenditure, higher agricultural expenditure, or a faster devaluation of the real exchange rate. Such a signal is a pledge of good faith: it offers anti-poverty action now in return for a diminished threat of opposition and possible violence in the future. (The likelihood of pro-poor policy signals being sent by government is greater, we argue, the more vulnerable it feels in relation to prevailing expectations, and the greater the effective pressure which representatives of the poor are able to exert on it to respond in a pro-poor direction).  Such signals, of course, are not always trusted, and if trusted they do not always reduce poverty; but our thesis is that an effective pro-poor politics depends on the elite thinking it worth offering such signals. The ‘decision tree’ of possible actions, which we later model, is portrayed in Figure 4:

[image: image3]
Figure 4. To be or not to be (pro-poor): the decision tree
Pro-poor political action, as evident from Table 3, is indeed very variable in its incidence, and we now  illustrate and qualify our hypothesis by reference to some of the countries illustrated in that table.
Bolivia is the poorest country in South America, and since independence in 1825, one of the most politically unstable and also one of the most unequal (Gini = 58% in 1999?), with the inequality having not only an economic, but also

 ethnic and a regional dimension (between the lighter-skinned minority, principally located in the east and south of the country, where the country’s oil and gas reserves are mainly to be found, and the darker-skinned Quechua/Aymara ethnic majority). Prevailing levels of poverty,political instability and, in a small way, also income inequality diminished somewhat during a period of liberalizing economic reform between 1985 and 1999 – that is, until the onset of the global crisis analysed in this paper.
During the global crisis, by contrast with all the other affected countries except Russia, macro-economic discipline was lost, and the fiscal deficit rose to a peak of 8.5 per cent in 2003; unemployment and inequality grew also (see Table 3). One of the dimensions of this growing inequality is particularly significant, which is the increasing tendency of utilities and oil and gas industries privatized during the economic reform period to be corruptly excused payment of corporation tax
. Other symptoms of institutional weakening also occurred at this time, including a weakening rule of law, rising rates of default in the financial system and also deteriorating standards of justice
.
At the turn of the millennium, the white governmental oligarchy (the ADM/FRN/? ) encountered for the first time an effective parliamentary challenge from two indigenous political parties (MIP and MAS), which by 2002 had 25 per cent of the national vote between them. Thus not only was the government highly vulnerable in relation to prevailing expectations, equity having plummeted, but the effective demands of the poor had risen. Confronted by this first fork in the decision tree, the government of the FRN party under its veteran President, Gonzalo Sanchez de Losada,  a mining millionaire who had also been the leader of a reformist government from 1989 to 1997,emitted mixed signals. Macro-policies continued to be progressive in their thrust:  real health and education expenditures, explicitly in Aymara/Quechua areas, continued to rise during this crisis period
, and the exchange rate – one of the Bourguignon/Morrison test cases – remained flexible.  But at three crucial points in 2003, the government’s process was confrontational rather than conciliatory: it shot thirteen coca growers in January who were refusing to accept production quotas, the following month it fired on police who were on strike in protest against an extension of the income tax net, recommended as part of an IMF (ESAF) package to deal with the country’s fiscal dilemma
; and in October 2003, it attempted to break by force a general strike called ostensibly in protest against the routing of a gas pipeline through Chile (in practice against privatization and job losses in the industry as a whole), resulting in some 60 deaths among the Aymara/Quechua population, and in the fall of the government a few days later
. The balance of these actions was to wreck all possibility of a revival of investment and, over the period 2003-2005, to cause an increase in the trend poverty level, even in the middle of an oil boom
.  After eighteen months of interim government, the MAS achieved a decisive breakthrough in the elections of December 2005, which in effect saw the installation of a pro-poor coalition: Evo Morales, the Aymara leader of the coca growers’ union, was elected President with the support of a high proportion of the western middle class, representing professional as distinct from industrial (oil/gas) and agribusiness interests. In spite of the somewhat bloodthirstily anti-capitalistic rhetoric of the MAS government,  Bolivian macro-policies have continued to respect the Washington consensus line of exchange rate flexibility and achievement of redistribution through the expenditure mix, and in particular have avoided heterodox measures such as price and capital controls. The three main additional redistributive planks of the Morales government have been an anti-corruption drive, a partial renationalization of the oil and gas industry and a constitutional reform (Asemblea Constituyente) designed to correct the ethnic bias of the legislative and judicial system. Since 2005 there has been tentative evidence of a fall in poverty, but the Morales government’s ability to carry through a pro-poor programme continues to be fragile, menaced not only by separatist threats in the east and south but also fragmentation of the Aymara/Quechua dominant coalition, with some 30 people having been killed since the beginning of 2008 in internecine riots within this group (more detail….) 
Like Bolivia, Argentina, the other Latin American case in Table 3, experienced its financial crisis later than East Asia and Russia, in 1999; and in Argentina, like Bolivia but quite unlike East Asia, the budgetary deficit continued to get worse after 1999. When this deficit exploded into a political crisis in early 2002 – involving the collapse of the peso/dollar parity, the dismissal of the central bank governor, a temporary freeze on savings accounts, widespread rioting in Buenos Aires and three(?) new governments in the course of 2002/3 – the Argentinian state was indeed very vulnerable, but the cause of, and the nature of the challenges to, that vulnerability were quite different from the case of Bolivia. Argentina, unlike Bolivia, was a semi-industrialised economy with a globally competitive commercial agriculture and historically strong trade unions, damaged but not broken by the structural adjustments of the late 1980s and 1990s. As a consequence of this, prevailing economic inequalities were a good deal lower in Argentina than in Bolivia and most of Latin America
, and the inter-ethnic inequality which provided the mainspring of Bolivian politics in the early 2000s was absent. As in Russia (to be examined below) and as in many industrialized countries, the anger of the poor consisted not of a revolt of the socially excluded who had never had a secure place in the system, but was caused by job losses among (mainly low-skill) urban workers who had had such a place for up to fifty years. Indeed, even more than in Russia at this time, the dynamics of pro-poor politics were a mainly in-house affair: there were no significant aid donors or external NGOs to placate.
Positioned at the same fork in the road as Bolivia in the early 2000s, what pro-poor signals did the Argentinian government offer? [change in party alignments] . One of the responses of the Kirchner government in 2003 was very reminiscent of the approach of the Morales government, namely to offer to tackle inequity, not only through the standard apparatus of tax, expenditure and exchange rate policies, but by constitutional and process reforms seeking to remove the basis for political and juridical inequity, including inequities in the constitution. However, there was a sharp divide between the two countries in terms of macro-economic policies. Argentinian policies since 2003 have featured heavy use of capital controls, export taxes, and price controls, policy instruments not used in Bolivia since the dictatorships of the 1980s and, indeed, completely anathema to the ‘Washington Consensus’ (recall that the Bank and Fund’s money was by the mid-2000s not needed in Argentina, whereas it still is in Bolivia) but reminiscent rather of the import-substitution policies used through much of the developing world between the 1950s and the 1970s. The adjective desarollista (‘developmentalist’) applied to Latin American policies at that time was now taken off the shelf and converted by the Kirchner government into the consensus-building instrument, neodesarrollismo (Grugel and Riggirozzi 2007), a combination of a new and attractive democratic revival with totally atavistic economic policies. Since 2003, poverty-reduction performance in Argentina has been good (table 3), although it is not clear how resilient it will be when the oil boom fades, as it is already beginning to do.
Indonesia, one of the most successful economies in the world in terms of its achievement in overcoming poverty in the last quarter of the twentieth century
, is comparable with Bolivia in terms of several of its vulnerabilities, including its per capita income level,  its exposure to fluctuations in the price of oil and gas  and in terms of the secessionist pressures to which it was subject, in East Timor and elsewhere. But some of its initial conditions were more favourable. In particular, in common with the rest of East Asia, Indonesia had no budget deficit, but rather a surplus.  Secondly, levels of inequality were still low by world standards (see Table 3), a circumstance  heavily related to state support for smallholder agriculture
, but by were the 1990s on an upward trend
 : any previous perception that authoritarianism might be a necessary 'firm hand' to deliver national unity and consistent economic policy was rapidly being replaced by a vision of the New Order as a centre of authoritarian patronage, governing for the few. Finally, institutions were much stronger than in Bolivia, in particular the local government institutions which in the 1970s were used to transfer inputs and credit to smallholders, and which over the course of the reforms became converted into financially self-sustaining regional development banks (BKKs, branches of BRI/KUPEDES). Thus, whereas institutional discipline crumbled during the 1990s crisis in Bolivia, in Indonesia it did not on anything like the same scale
.
Nonetheless, when the crisis hit Indonesia at the end of 1997, the government was taken by surprise, because of its good fiscal record. The authorities responded with an immediate devaluation (avoiding the mistakes of the Thai and Korean authorities, who had used up reserves in a futile attempt to defend their currencies). As pressures continued to grow during the autumn, the IMF was called in and it appears that Suharto simply expected a 'seal of approval' on existing policy to resolve the crisis, as it had in previous episodes in Indonesia. However, the Fund, and some of Suharto's long-standing technical advisors used the opportunity to press for action on 17 Indonesian banks with weak balance sheets and also suggested scaling back on infrastructure projects that would benefit well-connected conglomerates.
The bank closures were doubly mismanaged. The technical advice Suharto was given paid insufficient attention to deposit insurance, so bank closures started to create runs across the Indonesian banking system. Equally, Suharto vacillated over the infrastructure projects and allowed two of the banks with particularly strong political connections to re-open. That undermined market confidence in his willingness to take tough measures to resolve the crisis, playing in to a growing perception that 'crony capitalism' was key to the crisis across the region. It also sent a message to ordinary Indonesians that Suharto put his elite allies above the popular interest. In the second round of negotiations in early 1998, the IMF pushed for a much fuller list of reforms, notably withdrawal of subsidies on agricultural inputs, hoping that the result would be enhanced market confidence in reform momentum and a return of capital. Thus, as in Bolivia in early 2003, a mixed and inadequate signal of support to the poor was being sent by an old guard (both Suharto and Sanchez de Losada were over 75 at their moments of crisis), unable to see that pro-poor gestures which had worked in the past were unable to do so now, and through its failure leading to the disintegration of the existing pro-poor coalition
: the reform programme agreed with the Fund did ring-fence social expenditure but did little else to enhance Suharto's political popularity. Reforms cut to the heart of Indonesian patronage but did little, directly, to address the corporate debt issue. Suharto complained about the Fund programme and tried to scapegoat the Chinese traders, seeking to persuade the increasingly restive urban poor that increases in the price of rice were due to their speculative activity, rather than exchange rate depreciation
. Meanwhile, political tensions rose across the country. Finally, in [May 1998], Suharto removed fuel and food subsidies in one swift burst (when the IMF programme had suggested phased reductions). That triggered riots in Jakarta and the downfall of his regime. Why Suharto decided to do something so provocative in a tense political climate remains something of a mystery. One possibility is that he was genuinely trying to convince the markets he was prepared to take ‘painful’ measures in the interests of reform. His mistake, like Sanchez de Losada’s in Bolivia five years later, was to see hurting the masses as more politically expedient than hurting his elite support. Another, more Machiavellian, explanation is that he hoped violent responses to price rises would separate middle class support from working class animosity, renewing political support for the military enforced status quo. Support here comes from the evidence that radical Muslim elements in the Indonesian military were responsible for fanning the flames of the riots
 (Hefner, 2000). A key and widely relevant question is what workable alternatives were perceived: how wide the field of vision was. Some have suggested that a more interventionist approach to debt reorganisation, earlier in the crisis, would have resolved matters without the need for drastic governance reform. However, the international political climate would have been extremely unfavourable to such a course, which would have had to be attempted very early in the crisis as the debt situation, particularly in the corporate sector, rapidly became extremely complex and difficult to resolve. Large debt write-downs would probably not have been acceptable, particularly when they would inevitably have protected corrupt business and an autocratic regime. Another possibility is that greater attention to safety nets earlier in the programme would have headed off popular unrest. Certainly fuel price subsidies were eventually removed in [2005] without any political unrest, in conjunction with a compensation programme for those worst affected. However, that was done in more stable economic circumstances and after a transition to democracy. Additionally, the administrative machinery for compensatory social policy in Indonesia was barely present: considerable improvisation was needed to implement the new social programmes that eventually emerged from crisis and there were significant concerns that funds would be diverted to local-level patronage. 
Following a transition to democracy, massive exchange rate devaluation helped to cushion the impact on the poorest, fuel and rice price policies were reversed, and the mix of public expenditures was reconfigured so as to strengthen the social safety net (Table 3). The protective thicket of capital controls was also strengthened, although not as powerfully as in Malaysia where in September 1997, as a pre-emptive measure against capital flight, a ban on capital exports had been introduced which was highly successful in stabilizing the rate of investment and growth , in reducing inequality in the late 1990s and early 2000s
, and in general in achieving a softer landing than Indonesia achieved from its crisis
.  The political transition itself also diverted political attention from economic woes and focussed it on creating a new political settlement. The establishment of relative political stability coincided with a gradual turnaround in the economy. However, such a dramatic political change inevitably also creates further political uncertainty and instability. There were distinct economic jitters in the run up to the first elections, in 1999?. Although the electoral process has worked quite smoothly, communal violence and institutional weaknesses, particularly in the judicial system, have helped to keep investment well below pre-crisis levels. In Indonesia, then, it is easier to see how our model accounts for crisis than it is to see how the ill-effects could have been avoided. Political systems are not simply places in which technocratic decisions are made. They are also power structures that provide incentives to behave in particular ways and that has a tendency to create path-dependence, or a vicious circle of poverty, so that regimes play into their political weaknesses, rather than compensating for them. That is one reason why Rodrik (1999), amongst others, has argued that democracies may be better in a crisis as they provide for much smoother changes in government, facilitating both a symbolic break with the past and a change in the political constituencies represented by government:

(The) sense of shared sacrifice and compromise (evident in South Korea 
and Thailand)  has been conspicuous in Indonesia by its absence. The 
financial difficulties spawned by the economic crisis were exacerbated by 
President Suharto’s unwillingness to relinquish power, the lack of voice 
mechanisms (such as independent parties and free trade unions) and a 
generalized sense that the crisis would be passed on to the workers and 
the poor… To divert blame from the government, some officials apparently 
incited ethnic tensions. According to one human rights group, some 
‘senior 
officials.. have tried to deflect blame for the economic crisis
 on to 
prominent members of the ethnic Chinese community’…The 
conventional 
view among economists and many political scientists is 
that… democracy, 
even when not hostile to reform, complicates it. The 
systematic evidence 
from the 1970s and 1980s, as well as the more 
recent Asian experience, 
suggests that the opposite is closer to the 
truth.’ (Rodrik 1999: 93-94). 
That point of view certainly has some merit in 
Indonesia. However, as we will see, it assumes that democratic 
procedures can deliver sufficiently radical political change to satisfy highly 
volatile political populations. As our Latin American cases illustrated, this 
need not necessarily be the case.
Russia, in 1998, was exposed to a larger shock than any other country within our sample (figure 1), because its capital-account crisis of that year was grafted on to a structural adjustment process which, by contrast with other adjusting countries, had involved the liberalization not of a mixed economy but of a structure of universal state ownership, in which all private enterprise except household subsistence plots, from 1924 to 1992, was illegal.  Having moved further than any other country in insulating government from the market through most of the twentieth century, Russia, in common with the rest of the former Soviet Union and other centrally planned economies, had much further to fall than most countries when, in the early 1990s, the insulation was removed and the economy suddenly exposed to the pressures of globalization. Its initial conditions, purely in terms of income inequality, were thus different from any other adjusting economy outside of the former communist bloc: the Gini coefficient of inequality went from one of the lowest levels in the world to being worse than that of the United States (Brainerd 1998:      ), much of this associated with the conversion of old communist governance structures into new capitalist oligarchies. However, its vulnerabilities were not only economic, and not confined to the states on the Muslim periphery. During the 1990s, not only Chechnya but sixteen (check) of the other 85 ‘federal subjects’ (oblasts,  took advantage of the weakness of the new Russian federation to refuse to comply with federal instructions, ranging from payment of taxes to provision of data and…  In early to mid 90s Russia ‘on the precipice of state collapse’ (Giuliano 2006) and, in its attempts to provide employment, was also constrained by deindustrialisation  (which later oil and gas boom was to intensify).
 Hence the  pro-poor signals which the federal Russian government was able to send were highly selective, both geographically and in terms of instruments of adjustment.  The Communist party, in its new competitive environment, briefly mounted a serious challenge to restore the old order…Response (central government); Argentina not a bad place to start, as Russia like Argentina was trying to propitiate the anger and despair of a fairly unionized (and even more educated) working class.  Like Argentina (indeed in mid 90s took advice from its finance minister, Domingo Cavallo…), expanded role of state and employed heterodox instruments (subsidies, min wages, export taxes …)
. Political business cycle measures used to squash this, including min. wages, heating subsidies (Gimpelson. Also improvisations, such as wage arrears
 Russia’s Choice aimed at co-opting those able to do political damage  and thereby capturing communist vote…and at the same time providing a focus for the aspirations of the middle-class. (federal level) (subsidies, min wages, export taxes at oblast as well as national level;  our regressions suggest impacts of local anti-inflation measures particularly popular. Effectiveness: in terms of income, recovery began in 99 but in terms of mortality, only in 02 or even 04 ; and statewise, some regions are still declining (Mussurov and Mosley 2008; Chapter 12 below).
Uganda began its adjustment from a prolonged crisis in the early 1990s with catastrophic initial conditions ( the initiating shock was a fall in income of 40% between the early 1970s and the late 1980s, heavily associated with the political chaos and conflict inflicted by presidents Idi Amin and Milton Obote). The one asset emerging from this was that the costs of disunity emerged more clearly than would have been the case without this hideous reminder –ie pro-poor signals aimed at sealing coalitions had greater impact.  In addition, the winner of the savage guerrilla war which followed this chaos, Yoweri Museveni, was a leader who needed to make coalitions with low-income groups, and in particular with the coffee-growers of Buganda and the cotton-growers of the east, in order to survive.  He also invited the Asians expelled from Uganda by Amin, and thereby was able to repatriate a good part of the capital destroyed …
Infrastructure and UPE commitment
As in much of Africa (compare also Bolivia) large inflows, both of official aid and NGO contributions, entered the country, and donors took advantage of the opportunity to exchange additional money for a pro-poor reallocation of parts of the expenditure budget. The Permanent Secretary to the Uganda Treasury explained in this way how this was achieved:


‘We were being asked to implement cuts in the civil service 

establishment [in order to meet government expenditure ceilings 

agreed with the IMF] and at the same time I was being asked for

ideas about how to make the expenditure programme more pro-poor. It 

immediately occurred to me that the way to do this was to offer to

exempt from the process of retrenchment [i.e. civil service cuts] the 

expenditure sectors that we saw as having most benefit to poor people-

that is, primary health and education, agricultural research and 

extension, and rural water and sanitation. Primary health and education 

we saw as particularly important because of the HIV/AIDS situation, 

and also because we were working towards the objective of universal

primary education by the millennium.’

In this way the Uganda government’s field of vision was broadened (recall discussion of Indonesia and Bolivia above), and thus was created, for the first time since the 1920s, a political coalition in support of pro-poor action in Africa – in this case between aid donors, large and small farmers,
trading interests willing to take a bet on benefiting from the liberalisation of smallholder grain production. The incentives to collaboration in support of such coalitions were much greater because the costs of the coalitions coming unstuck, in the form of an renewal of war atrocities from whose effects many Ugandans were still recovering, are obvious. A similar argument applies in the peasant export economies of Ethiopia, Rwanda and Mozambique, each of which came to the end of savage guerrilla wars in the 1990s
.
Main signal transmitted through pro-poor expenditure, and achieved thus:
threat of conflict; signal (use Hickey) as per Sue paper. (can we say comparative things about Zimbabwe?)
In other words (gradually convert into model, as per Ch 4), we see the instruments of policy as exercising not only the narrowly economic function of influencing resource allocations, but also a political signalling function – sending messages about the way government is operating and the interests it serves. Dani Rodrik (1999) has already shown
 that divided societies with weak institutions found it far more difficult to adjust to the debt crisis. He showed that terms for degree of 'latent social conflict' and quality of 'institutions of conflict management' did a better job of accounting for the differential growth performance of Latin America and Asia during the 1980s and early 1990s than the difference between import-substituting and export-oriented models of development. Rodrik explained these results on the basis of a model in which poor institutions of conflict resolution provided sharply differentiated groups with incentives to engage in (ultimately self-defeating) struggles to displace costs of adjustment onto each other, rather than agreeing on a coherent policy and sticking with it. In Latin America especially, different groups competed to displace the costs of adjustment onto one another,  thereby delaying the onset of adjustment (Alesina and Drazen, 1991) and increasing the magnitude of eventual crisis. In Asia, by contrast, less divided societies and greater trust in government produced quicker adjustment and therefore more sustained growth. Rodrik's model implies that the probability of swift crisis resolution depends on pre-existing political vulnerabilities in terms of social cleavages and a limited trust in governments' ability or willingness to impose a fair solution to crisis. We extend this work by arguing that different ways of dealing with crisis may then either exacerbate or ameliorate these problems. In the worst cases, such as Bolivia in February 2003,  the government’s choice, abetted by the aid donors, of distributionally regressive measures in the depths of crisis, (extension of the income tax net, at a time when the distribution of income was becoming more unequal as a consequence of sharply rising urban unemployment and widespread tax evasion by oil and gas oligarchs)  confirmed pre-existing distrust of government, prompting political unrest and resistance to reforms, delaying adjustment. Implementation failures or political unrest then undermine confidence in the adjustment process, preventing investment and making adjustment more difficult leaving governments with even more difficult choices than before. In more inspiring cases, eg Uganda 1994 (see further Mosley and White (2003) ch 13) government’s selection of a new pro-poor expenditure pattern was able to signal to the population at large that it was seeking to lower income inequalities.  The policy implication is that, within the constraints imposed by pre-existing political vulnerabilities, it may still be possible to head off dissent and political instability by pursuing policies that signal government concern for the politically disgruntled and avoiding  those that are politically contentious. ALSO if dissent is as much political as economic, political reforms may ease the transition process.....hence claims about democracies adjusting better.....but won't apply to elite democracies where change doesn't really happen.....

Second, more open capital markets have increased the leverage of these mechanisms, by comparison with the 1980s. In middle-income countries suffering capital account problems, the importance of market confidence means that perceived political stability will be especially important. The Mexican and Asian crises (and to some extent the Argentinian crisis) were driven by problems with investor confidence. Political unrest and instability therefore had a clear independent effect on the magnitude of the economic shock countries faced as perceptions of possible political unrest triggered additional capital withdrawal or delayed re-investment. In poorer countries where donor funds make up a large part of available capital, and in an environment of pro-poor conditionality and donor preference, more distributionally progressive policies may also help to unlock additional donor funding (Mosley, Hudson and Verschoor 2004). Finally, structural reforms during the 1980s had changed the political-economy that underpinned existing governments in ways that altered the political significance of crisis in target countries from the previous era – as we will see in more detail when we come to the case studies.
When will crisis exit processes be pro-poor? – an explanatory model

We now put these ideas to the test by operationalising the model of Figure 4. That model can be seen as a game with three ‘moves’, or consecutive steps: depending on its initial conditions, as summarized in Figure 1, the government does or does not send pro-poor policy signals to its putative partners; if it does, those signals do or do not find a collaborative response; and if they do, the resulting pro-poor action does or does not reduce poverty levels – which of course feeds back into the next period’s initial conditions and learning processes. 
 The notation of the model is in Table 4.

Table 4. Notation

	Symbol
	Meaning
	Specification in this analysis
	Data source

	X
	Investible surplus
	Proxied by aggregate demand, Y
	World Bank World Development Indicators

	I 
	Institutional quality
	(TI corruption index)
	Transparency International

	V
	Government ‘field of vision’
	Rule of law index
	World Bank governance indicators dataset

	H
	Human capital
	
	

	R
	(Risk of) political instability
	ICRG index of political instability
	ICRG data base

	S
	Policy signals
	(1) Exchange rate, RER
(2) Pro-poor expenditure, PPE
	IMF, International Finance Statistics
Compiled from IMF, Government Finance Statistics Yearbook

	α
	Opposition’s trust in government
	
	

	V
	Government ‘field of vision’
	Currently:
	

	D
	Democracy index
	Polity IV democracy indicator
	Polity IV database

	P
	Previous negotiating experience 
	Levels of conflict in previous periods
	PRIO conflict database

	X
	Investible surplus
	Real GDP (Y)
	

	Y
	Income measure of GDP
	
	World Bank, World Development Indicators

	σ(G)
	Instability of government expenditure
	Coefficient of variation of government expenditure
	IMF, Government Expenditure Statistics Yearbook

	σ
	Index of income inequality
	(1) Gini coefficient of inequality
(2) Income share of bottom 20%
	World Bank, World Development Indicators


The first mover is the government, which we see as being preoccupied above all with staying in power. To achieve this it maximizes, as in Figure 1, a utility function consisting of the difference between the size of the investible surplus, the resources available to it to satisfy all the different interest-groups which have claims on it (X) and the risks to its political stability (R) .  As we have seen, the shape of the trade-off between these two objectives, and thus the government’s vulnerability to shock, is determined by pre-existing inequalities of income and assets (σ) and by its institutional capacity (I) - weak governments with a history of resentments arising from previous inequalities have less room for manoeuvre. However, governments do have open to them the strategy of sending signals (S), such as subsidies, tax concessions, exchange rate variations etc. to potential partners in a pro-poor coalition, whom we shall describe as its target group, committing additional resources in the hope of receiving political support in return. Thus we may write the government’s payoff function as:
X= f(σ, I ; S)  R                                                                                    (1)
Its problem is to set its policy signals  so as to maximize its room for manoeuvre:

Set S s.a.t. maximize (X –R)                                                               (2)  

knowing that any signal it sends may, in the next move of the game, be accepted or rejected. Our particular interest is of course in poverty reduction and thus in whether government pro-poor signals (Sp) are accepted by its target group, or rejected as they were in Indonesia (1998) and Bolivia (2003). If the probability of acceptance is α,  and the government’s expectation of that probability is E(α) then the government’s problem becomes:
Set S(p) s.a.t. maximize f(σ, I ; E [αS])  R                                           (3)    
The outcome of the game between government and target group will, in this model, determine the poverty outcome and depend on the value of the response-parameter α, as the following example illustrates.

The players in this game are government  and the ‘target group’ whose support they are trying to win. The payoffs in the game are the utilities derived by both parties from giving or withholding trust. The parameter α, the target group’s trust in the government, defines the outcome of the game between the two parties.  In figure 5a, the government’s pro-poor overtures are rejected, and the target group refuses the government the support it was expecting: the perceived payoffs to capitalists and to opposition result in the conventional prisoner’s dilemma equilibrium in the bottom right-hand corner of the table. In the absence of collaboration, conflict is possible (Chapter – a possibility examined in Chapter 5 below) and, if it occurs, it takes government further away from a pro-poor adjustment path. 
Figure 5a. Allocation of Fiscal Resources: Prisoner’s Dilemma (Conflict) Outcome

	
	Player 1 (“government”) behaviours

	Player 2

(“target group”) responses


	
	Trusting (e.g. more pro-poor expenditure mix)
	Untrusting(eg less pro-poor expenditure mix, increased corruption)

	
	Trustworthy

(e.g. removal of blockades)
	1,1 
	2,-2

	
	Untrustworthy

(e.g. blockade and general strike)
	-2,2
	0,0



Now we amend the payoffs of the game, in a manner calculated to produce a collaborative outcome. We consider a range of trust-inducing behaviours which may be able to increase the ‘opposition trust’ parameter α (the second figure in the top left-hand cell of the table) . On the evidence of our case studies, these may include the following: 
 broadening of the government’s ‘field of vision’ :  this may enable the government to assemble a compromise policy package which the opposition has no chance of construing as provocative. We suggested above that, in Bolivia in 2003, the government’s attempted increase in income tax could be interpreted as a provocative signal, and that if only it had explored the alternatives of non-sensitive expenditure cuts or increases in corporation tax, conflict might have been avoided
.   Both Suharto in 1998 and Sanchez de Losada in 2003 rejected pro-poor options because they had type-cast the pro-poor opposition as terrorists to whom it would be dangerous to surrender and had no advisers who could tell them otherwise. What is interesting is that although both governments were large-scale aid recipients,  the aid community was in neither country able to remove the government’s blinkers in its moment of danger. It is relevant to contrast the wrong turning taken in these countries with the quite different path taken by Uganda when, in the early 1990s, it was stumbling around in the fog, flirting with controlled exchange rates and export taxes, and eventually was led to salvation in collusion with a group of sympathetic donors (see page 20 above).  It was a case of being willing to listen to the right people at the right time.   
past experience of protagonists :  if the government has a history of treating the target group with contempt, as in the case of relations between Sanchez de Losada and Morales in Bolivia (page 13 above), this may entrench attitudes and increase the likelihood of a vicious circle.
democratic environment: a democratic climate may, as per Rodrik’s hypothesis on Indonesia versus other South-East Asian countries (page 18-19 above) increase the incentive of the target group to collaborate in a coalition, since by hypothesis they will be happier to do this if they can make choices without duress.
Predictability and stability of government expenditure: we have suggested (Hudson and Mosley 2008) that unexpected shocks (especially negative shocks) to well-being and thus to the elements in it which are controllable, such as taxes and government expenditure may adversely affect the target group’s willingness to collaborate, because they increase the risk of decapitalisation and dependence. Reductions in the volatility of policy instruments may therefore increase the likelihood of a favourable target group response to government overtures.
These changes in the context of bargaining potentially improve the social capital, or relational climate, between government and opposition, and alter the structure of payoffs to that described in the ‘trust game’ of Figure 5b: the dominant strategy equilibrium now moves to the top left-hand corner, in which riot- type conflict is much less likely. 

Figure 5b. Allocation of Fiscal and Institutional Resources, : Trust Made Rational
	
	Player 1 (“government”) behaviours

	Player 2

(“opposition”) responses
	
	Trusting (e.g. more pro-poor expenditure mix)
	Untrusting(eg less pro-poor expenditure mix, increased corruption)

	
	Trustworthy

(e.g. removal of blockades)
	3,3
	2,-2

	
	Untrustworthy

(e.g. blockades)
	-2, 2
	0,0



Thus changes in any of the four variables V (the government’s ‘field of vision’, P (the opposition’s previous negotiating experience with the government), D (democracy) and σ(G) (the instability of government expenditure) may cause the outcome of the game to go from bottom-right hand corner (breakdown) to top right-hand corner (collaborative equilibrium), with the consequence of an improvement in the pro-poor content of policy.
Thus our explanatory hypothesis for the crucial parameter α, opposition response to overtures, which determines this outcome, is α = α (V, P, D, σ(G)  )          (4)                                                               
Thus we have, as an expression for  politically optimum pro-poor  instruments, S(p)* :

S*(p) = f(σ, I ; α (V, P, D, σ(g))  R                                                                 (5)           
 In the final stage of the game 3, depending on how effective these instruments are, poverty either falls or does not fall:

pov = f (S*(p))                                                                                              (6)
This experience, positive or negative, then feeds into the next stage of the game and conditions the learning processes of both protagonists in the game.
X = f (pov  )-1                                                                                               (7)
 4. Tests and results
The central idea which we wish to test is, therefore, a triangle of simultaneous reduced-form relationships derived from this model: the nature of the ‘policy signal’ sent by government ( equation (5  )) , in which the expected opposition response is embedded,   the poverty outcome (equation (6)), and the feedback from this outcome into the model’s initial conditions (equation (7)).
                                            initial conditions (+ consequential vulnerability)


      Poverty and                                                             pro-poor signals                              

     other det’s of                                                            (instruments)

     well-being


When we estimate the relationships (5) (6) and (7) as a simultaneous model, we derive the results reproduced in Table 5:
Table 5. Results of regression analysis: pro-poor commitment, inequality and well-being
	         Sample
	All LDCs

	          Dependent 

            variable

Regression 

coefficients on

independent

variables:
	 (Equation 5)

Signals of pro-poor commitment:
	(Equation 7)

Inequality
	(Equation 6)

Well-being indicators:



	
	Real exchange rate
	Pro-poor expenditure
	(share of lowest 20%)
	(Gini coefficient)
	Poverty headcount
	Infant (under-1) mortality

	Constant
	7.02

(3.54)
	1.39        -1.68

(0.65)     (0.49)
	2.98**

(7.74)
	3.34
(28.6)
	-0.50

(0.08)
	179.5**
(2.91)

	Macro variables:

GDP per capita(at 1990 PPP)
	-.0002**

(2.63)
	
	
	
	
	

	Labour intensity (labour-capital ratio)
	
	
	
	-274.4**

(4.92)
	
	

	Terms of trade
	-0.034*

(1.86)
	
	
	
	
	

	Current account balance
	0.018

(0.32)
	
	
	
	
	

	Net FDI inflows
	-0.039

(0.41)
	
	
	
	
	

	Exports/GDP
	0.012

(0.94)
	
	
	
	
	

	Real exchange rate
	
	             -0.40**

             (3.95)
	
	
	
	

	Instability (c of v) of public expenditure (σ(G))
	
	
	
	0.009*
(1.79)
	
	2.24**
(4.49)

	Real exchange rate(RER)
	
	-0.015**

(4.15)
	
	
	
	

	Deprivation measures:

Gini coefficient of inequality (σ)
	
	-0.012     0.67

(0.24)     (0.80)
	
	
	3.13*

(1.96)
	-34.0*

(2.00)

	Poverty headcount (POV)
	
	
	
	
	
	

	Infant mortality
	
	
	
	0.01**

(3.17)
	
	

	Governance measures:

ICRG ‘quality of government’ index
	
	3.86**   3.38**

(4.60)    (3.31)
	
	
	
	

	Previous negotiating experience/conflict risk (P)
	
	
	
	
	
	

	World Bank rule of law indicator (V)
	
	
	
	
	
	

	Polity 2 Democracy index (D)
	
	             0.17**

            (2.64)

            
	-0.13*          0.008
	0.008         (0.81)
	
	

	Expenditure measures:

Pro-poor expenditure index
	
	
	0.11  

(0.70)           


	-0.003 (0.08)
	-1.33**

(3.07)
	-15.0**

(6.91)

	Share of social protection expenditure in GNP(check bssw)
	
	
	
	
	
	

	R2
	0.03
	0.34        0.03
	0.09
	0.39
	0.07
	0.15

	Number of observations
	111
	62           111
	62
	111
	62
	111


Source: as specified in Table 4. (? Blessing to add commentary)

The results may be interpreted as follows: 

 Pro-poor signals sent by government (equation 5):  First, we note that the two main pro-poor instruments in the analysis - the real exchange rate  and the pro-poor content of government expenditure - are complementary and inversely related: when the real exchange rate is competitive, that makes it easier for the government to send pro-poor expenditure signals. Second, pro-poor expenditure is inversely associated with the level of inequality, and positively and significantly associated with the level of the quality-of-government index. The first of these results is as expected: pro-poor adjustment behaviour is commoner when the government feels vulnerable and realizes that it needs to act (although, as we can see from the cases of Indonesia and Bolivia, this is just a necessary and not a sufficient condition, and the right decision may only be reached after many painful wrong turnings), and a democratic environment increases the pressure on government to share, rather than dump on scapegoats who cannot answer back, the blame for crises. The positive coefficient of pro-poor behaviour on corruption looks perverse; our interpretation is that both corruption and poverty-reducing policies are positively associated with the influence of aid flows. Aid flows increase the government’s room for manoeuvre, which increases the scope to seal corrupt contracts (Knack and Keefer    ? – see Brautigam and Knack  ), but they also provide governments with both the material incentives and, as we saw from the Ugandan case above, the ideas which would enable them to steer the allocation of expenditure in a pro-poor way. 
Poverty impact of pro-poor signals (equation 7): the real exchange rate (RER) and the level of pro-poor expenditure(PPE) reduce the level of poverty ; our findings (and Bourguignon’s from the early 1990s) concerning the pro-poor impact of ‘progressive’ policies still hold good. NB not yet formally demonstrated, although we have a significant impact from reer into ppe which ought to do the trick. The Polity2 index of democracy has a positive impact on the pro-poor expenditure index and thus on the poverty rate.
Feedbacks from poverty into vulnerability (equation 6): lower levels of the infant mortality measure of poverty (via higher levels of pro-poor expenditure), and a higher labour-to-capital ratio, reduce inequality and consequently the government’s vulnerability to threats, whereas  instability of expenditure is a negative influence on the level of inequality (see also Hudson and Mosley 2008)
5. Conclusions
              This triangle of forces defines a ‘modal’ response-pattern which illustrates the average, or statistically likeliest, response function of pro-poor behaviour to the predictive forces which we have identified. In many ways this ‘likeliest’ response-function is encouraging: it does indicate that pro-poor management of policy instruments, at least at the level of expenditure, is on the increase (confirm this by examination of descriptives), that democratic governance is complementary with pro-poor behaviour, and not least that pro-poor instruments do, on average, appear to have their intended effect of reducing poverty.  If we confine our investigation to central tendencies, things look good for pro-poor adjustment, and in particular, the OECD’s iron law of political exclusion of the poorest no longer appears to fit the data.
              However, as was already apparent from Table 3, the central tendency is not the whole story; there is a good deal of variance across even the country experiences studied in that table (?? Scatterplot to illustrate these variations). There are three areas in which deviations from the mean are especially interesting:
(i) Initial institutional conditions, and their responsiveness to ‘pro-poor action’. Certainly initial institutional weakness is unfavourable to pro-poor action, but the evidence is mixed on when and whether it is an insuperable barrier. One of the most interesting causes of inter-country variation in pro-poor signals is whether the pressures of crisis reinforce institutional weaknesses, so that the country descends into a vicious circle, Bolivia being a case in point, or whether they elicit, with the help of external agencies or endogenously, processes of institutional resilience and change which reinforce pro-poor action, and Uganda, indeed to a considerable extent Ghana and Rwanda also, are illustrations of this. ( Chapter - explored in more detail in the next section, indeed in Chapter 6 also).
(ii) The role of conflict – past experience of conflict is definitely bad for the probability of adopting pro-poor instruments, and acts as a delaying process pushing the regression line down. However, if the trend can be broken, we can see (table 4.  /social efficiency wage paper) that this can enable the corner to be turned: a shift of expenditure sends a signal to reduce conflict, a lower level of conflict increases income, and higher income reduces the likelihood of conflict (Uganda/Rwanda examples). Thus a spontaneous shift in expenditure mix may provide the catalyst which converts a downward income/conflict spiral into an upward spiral. (Chapter – explored in more detail in Chapter 5)
(iii) Trust-inducing mechanisms . Thus the dynamics by which policy becomes pro-poor may be crucial: it may be true that more democracy and a vulnerable government are favourable for pro-poor adjustment, but on their own they may not be achievable, and if achieved not be able to lift up a government where such mechanisms are weak and set it on a pro-poor trajectory. In our model (tables 5a and 5b) we have proposed a variety of mechanisms which, potentially, can jerk a government from an anti-poor to a pro-poor trajectory, not only cessation of conflict (case: Uganda and Rwanda?) but also broadening of the government’s field of vision, measures which reduce the instability of the environment (especially actions which reduce downside instability) and actions which increase local democracy.
The mechanisms represented in (iii) are all elements in intra-coalition trust – which, as represented in that table, may cause a shift from an anti-poor to a pro-poor trajectory, or vice versa, depending on the chemistry between the different elements. This is an area where we are still at the beginning of our knowledge; however, the propositions that pro-poor expenditure ‘signals’ and a reduction of the level of conflict are favourable for the establishment of pro-poor coalitions would appear, on the evidence presented here, reasonably securely established. 
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Cuts in capital expendi-ture:+4.1








Import duty increases
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Risks to political stability
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 ‘Point A’: at this point, the probability of  government survival is maximised





Function F rises and falls with level of labour-intensity and institutional security, see (1)
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Pro-poor signals (pro-poor expenditure, devaluation etc)








Repression of poor groups





Signal acknowledged: pro-poor coalitions form eg Argentina 2003, Bolivia 2006





Signal resisted (no coalition, possible violence) eg Indonesia 1998, Bolivia 2003





 Effective policies: Poverty reduces
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� David Hulme, Brooks World Poverty Institute Working Paper, 2008.


� Listing of the other Goals (WDR 2000, etc)


� For data, see World Development  Oct.1997, etc. Also supplementary refs on poverty eg Booth….





� Exception = poor countries hit by contagion with a crisis-affected one (eg Kyrgystan and Tadjikistan in E. Europe, also in some ways Bolivia)


� For evidence that devaluations can be progressive, with particular reference to Indonesia in the 1970s,  see Timmer ( in Besley and Cord 2007, p. 36)





� As argued by Bell,  ‘The elite may fear that the revolutionary potential of the poor will be realised’ [as it was, of course, in Russia in 1905 and 1917] ‘unless the burden of their poverty is eased. The rich who subscribe to this view may be prepared to give up something so as not to lose all in a total revolution’ (Bell 1974:54). More positively, Bell showed that investments in the poor by the rich, such as health and education, might play an important part in raising productivity, and reducing the likelihood of rebellion.


� See the World Bank’s 2000 World Development Report (World Bank 2000: 109)


� For example, ‘In nineteenth-century Britain, landed interests supported the reformers over the issue of industrial working conditions, and the capitalists fought successfully to have the Corn Laws repealed’ (footnote taken from Bell 1974: 54) 


� Quote from Pulso, see Mosley 2007.


� Defensora del Pueblo etc:


� Quote from Pulso, see Mosley 2007.


� It was insisted by the IMF at the time (and maintained also by those donors to whom the Bolivian government went for advice) that no alternative to these income tax increases existed as a response to the Bolivian government’s fiscal predicament ( a fiscal deficit of 8.5%, as shown in table 3). We argue, however, in Mosley (2007) that with more imagination a whole range of fiscally equivalent and politically less disastrous options could have been explored, including a broadening of small business taxation, a freeze on new hiring and the creation of new ministries in the civil service, and the reform of the pensions scheme which was largely responsible for the fiscal deficit. ( Chapter: See further Chapter 10 below). The theme of the breadth of the government’s field of vision is further explored in our discussion of Indonesia below, and also in the model of the next section.


� All of these events are described in more detail in Mosley (2007) and in Chapter 10 below.


� Discuss role of aid donors in expenditure and in tax policy…


� The Gini coefficient of inequality did deteriorate somewhat in the 1990s; but never to a level approaching that in Bolivia, or even to the Latin American average…


� World Bank, World Development Report 1990 p. suggests poverty fell from c60% to c15% between 1970 and 1990 ( chapter: see further discussion in Ch2 above).


� BIMAS programmes in 1970s…  


� Economic liberalisation during the 1980s, and particularly privatisation of public infrastructure and liberalisation of the financial system, also contributed to the rise of a group of politically well-connected domestic conglomerates mostly operating in the domestic sector. During the 1990s, poverty reduction slowed (check) and state resources were increasingly diverted into these large conglomerates, leading to growing political opposition and widespread popular perceptions of elite corruption, particularly as economic success had led to  a growing concentration of better educated and potentially more politically active Indonesians in the cities.


� On the microfinance aspect of this, see essay by Patten, Rosengard and Snodgrass(1991)


� Both in Indonesia in 1998 and in Bolivia in 2003, the phrase ‘coalition’ should be seen not as an explicit agreement, but rather as an implicit contract, in which the government offered broad-based growth in return for a continuance of dictatorship and patronage.


� See Rodrik 1999, p. Attempts to pass the blame for falling rice prices onto Chinese distributors during this period were supposed to redirect popular animosity and send signals to more radical elements of Indonesian political Islam, particularly within the military, that support for him would deliver a more muslim-friendly form of politics


� Overall, both the Indonesian and the Bolivian crises demonstrate very clearly the ways in which policies that play into pre-existing political grievances produce political instability, with dramatic consequences for investment flows. Can one accuse either leader of irrationality?  Yes, in the sense that they both threw away a lifebelt; but the cases differ somewhat, since competition between elites in Indonesia was an established fact , whereas in Bolivia it was a contested fact concerning which the President was in denial, insisting that Evo Morales, whom he always styled as a narcotraficante (drug-dealer) was not a figure with whom he could negotiate or treat as an equal. 





� The inspiration behind these controls, imposed in September 1997, was that they would allow reflationary macroeconomic policy without triggering further capital flight. The controls clearly did work in that they suffered less from evasion than many had expected. Economic recovery also began around the time they were imposed; however, other countries in the region also recovered at around the same time. Whether or not they can be judged a success depends on counterfactual judgements about whether or not Malaysia would have followed the regional pattern without the controls. However, Kaplan & Rodrik (1999) have argued that the Anwar affair and looser macroeconomic policy were showing signs of creating speculative pressure as severe as that seen in the region a year earlier. With performance in the midst of crisis elsewhere as a counterfactual, they find strong positive effects for the controls. It also helped that the ringgit was re-pegged quite low when the controls were introduced. Certainly, the overall result in Malaysia was a far less severe crisis with a much less significant impact on both poverty, unemployment, and inequality. However, it should be acknowledged that Malaysian banking regulation was better prior to the crisis and it may be that Malaysian financial imbalances were just less severe than those elsewhere in the region.


The politics of the capital controls are also important, though. Although some were keen to interpret them as a cynical attempt to protect 'crony' conglomerates, their implementation suggests a more complex picture in which they provided more of a compromise between big business and broader social interests. Although the balance had shifted during the 1990s, Malaysian industrial policy always contained more genuine business promotion and less patronage than in Indonesia. The capital controls were not simply a shield for struggling corporate groups, they also allowed a broader reflation of the Malaysian economy. The controls were accompanied by significant corporate sector restructuring, revisions to prudential and corporate governance regulation and a high profile (if not terribly effective) campaign against corruption.. IMF econometric work shows that market expectations of favouritism for politically connected business following the crisis turned out to be inaccurate. Finally, the capital controls and earlier public attacks on 'speculation', whatever their economic merit, sent positive signals to the population that their government was doing something to protect them. On this, see Duasa thesis (2005); for a general review of capital controls, see Duasa and Mosley(2006).


� This is not only due to the foresight of the Malaysian government in introducing capital controls. 


 Although Malaysia's institutions are only partially democratic, they are well designed, certainly better than Indonesia’s or Bolivia’s, for dealing with inter-ethnic grievance. They also allow public debate over economic policy and a sanctioned outlet for the expression of disapproval, together with a history of at least moderate responsiveness to popular demands.


� Although its politics and federal form of governance are far away from Argentina’s, its economic policy is not a million miles from neodesarrollismo…





� See Mussurov(2007) – Chicago paper.


� Emmanuel Tumusime-Mutabile, permanent secretary, Uganda Ministry of Finance and Economic Planning, interview with author, 9 November 1994. The universal primary education objective was achieved in 2002.


� In Uganda, the fact that the President had won a guerrilla war and had a rural power-base amongst smallholders in the southwestern region was crucial  (a similar argument applies to Tigre in Ethiopia)





� Nb Ghana a slightly different case, because no war shock - 


� Put into Ch 2, if not already there.


� The role of donors, consultants and independent research groups may potentially be important in broadening the vision and flexibility of government in this way.





