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Abstract 
In this paper, we analyze the potential and limitations of macroeconomic policy to affect pro-
poor growth in Bolivia.  After discussing the possibility to use macro policy to affect pro-poor 
growth in general, I then turn to the case of Bolivia, a highly dualistic small open economy 
that undertook significant macroeconomic and structural reforms in the 1990s.  We show that 
the growth these reforms generated was generally pro-poor in the 1990s but was not enough 
to achieve significant poverty reduction due to high levels of initial inequality.  It also made 
the country more vulnerable to external shocks which forced the economy into an anti-poor 
contraction after 1998.  Using a dynamic CGE model we demonstrate that there are only 
limited options for pro-poor macro policy which is particularly due to the low domestic 
savings rate and the high rate of dollarization of the economy.  Consequently, in order to 
increase the options for pro-poor macro policy, the large inequality, the high dualism, the low 
savings rate, and high dollarization of the economy need to be addressed.   
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1. Introduction 
 
With the Millenium Development Goals, poverty reduction has been placed at the center of 
the international policy debates on economic development.  The ability to achieve rapid 
poverty reduction critically depends on the amount of economic growth and the poverty 
impact of that growth.  This, in turn, depends on initial inequality and changes in inequality in 
the growth process (Klasen, 2005).  As can be shown analytically, the highest poverty impact 
will obtain in an environment of low initial inequality and pro-poor distributional change 
(World Bank, 2000; Bourguignon, 2003).  As a result of these findings, the term ‘pro-poor 
growth’ has been coined to describe growth that achieves high rates of poverty reduction 
(Klasen, 2004; AfD et al. 2005).   
 
The policy implications of aiming for ‘pro-poor growth’ have been discussed for some time 
(see Klasen, 2004) and were the subject of a recently concluded 14 country case study project 
coordinated by several by-lateral donors and the World Bank called ‘Operationalising Pro-
Poor Growth’ (OPPG, see AfD et al. 2005).  While many policy areas are likely to affect the 
ability of a country to achieve ‘pro-poor growth’, the focus of this paper is a narrower one.  It 
investigates the ability of macroeconomic policy to foster or hinder ‘pro-poor growth’.  After 
some general discussion, the paper will mainly focus on a country case study of Bolivia to 
illustrate in which ways macroeconomic policies have affected ‘pro-poor growth’ in Bolivia 
over the past 20 years.  In this sense, the study will reflect on selected findings from the case 
study of Bolivia for the OPPG project as they pertain to macroeconomic issues (see Klasen et 
al. 2004 for more details) but also places this in a larger context of the debates on ‘pro-poor 
growth’.   
 
The paper is organized as follows.  Section 2 discusses the concept of pro-poor growth (PPG) 
and the findings from recent policy discussions about the potential impact of macro policy.  
The third section then discusses the recent trends in growth and poverty reduction in Bolivia.  
The fourth and fifth sections discuss macro policies and link them to results from a CGE-
analysis on the impact of macroeconomic policies on PPG, both to understand the past record 
of the link as well as to analyze forward-looking policy options.  The sixth section 
summarizes the main results and suggests policy conclusions for the scope of macro policy to 
promote pro-poor growth in Bolivia and elsewhere.   
 
2. Pro-Poor Growth and Macro Policy: Concepts and Evidence 
 
Before discussing the role of macro policy in pro-poor growth, it is useful to briefly discuss 
the concept of pro-poor growth (PPG).  This is a large topic which will only be summarized 
briefly here.2  While some authors see pro-poor growth as growth that is accompanied with 
inequality reduction (e.g. Kakwani and Pernia, 2000), others already talk about pro-poor 
growth when growth yields positive benefits to the poor (independently of what happened to 
inequality, e.g. Ravallion and Chen, 2003).  While these are significant differences on a very 
serious issue, the two positions can be reconciled from a policy perspective if one considers 
‘pro-poor growth’ as a rate rather than as a state, i.e. if the aim is to maximize income growth 
of the poor (see Klasen, 2005; AfD et al., 2005).  If one takes this position, it is clear that high 
average growth as well as pro-poor distributional change could both contribute to raising 
income growth of the poor.   Also, this way of framing the issue clarifies that they can be 
trade-offs (or win-win situations) between growth and inequality change that will affect the 
income growth of the poor.  As is shown below, there can indeed be win-win situations as 
                                                 
2 Interested readers are referred to Ravallion and Chen, (2003), Klasen (2004, 2005), and AfD et al. (2005) for 
detailed discussions on this issue.   
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well as trade-offs when examining particular macro policies and their impact on pro-poor 
growth.   
 
There is a very large literature that has examined the impact of macro policy on growth or 
distributional change.  Much of this literature was generated in the debates about structural 
adjustment and its ability to foster growth and poverty reduction.  While some of the findings 
of this literature remain contentious, Klasen (2004) attempted to summarize what we have 
learned from these debates about macroeconomic policy and its effects on pro-poor growth.    
I argued that a core policy consensus has emerged on a number of macro issues, while there 
are also intense remaining debates and/or insufficient research on particular aspects.  Table 1 
presents the results of this consensus as well as the areas of debate as they pertain to 
macroeconomic policy.     
 
This general debate sets the stage for an analysis of macroeconomic policy issues in Bolivia, a 
subject to which I turn presently.  In particular, the aim should be to investigate, whether the 
country experience of Bolivia sheds light on some of the remaining debates about 
macroeconomic policies and their impact on pro-poor growth.  
 
3. Macroeconomic Developments, Structural Reforms, and Pro-Poor Growth in Bolivia 
Bolivia is a large land-locked country with a low population density, difficult terrain, and 
consequently poorly developed transport and communications infrastructure. It is 
characterized by great economic and social inequalities with deep historical roots. Apart from 
a Spanish-speaking population (consisting of people of Spanish and mixed descent) that has 
dominated political and social affairs since independence in the early 19th century, Bolivia 
also has a very large and heterogeneous indigenous population living in different parts of the 
country.  

 



  

T
ab

le
 1

: M
ac

ro
ec

on
om

ic
 p

ol
ic

ie
s t

o 
Pr

om
ot

e 
Pr

o-
Po

or
 G

ro
w

th
: R

es
ea

rc
h 

Fi
nd

in
gs

, C
on

se
ns

us
 P

ol
ic

ie
s, 

an
d 

R
em

ai
ni

ng
 D

eb
at

es
 

Po
lic

y 
Is

su
e 

R
es

ea
rc

h 
Fi

nd
in

g 
A

gr
ee

d 
Po

lic
y 

Im
pl

ic
at

io
n 

A
re

as
 o

f D
eb

at
e 

M
ac

ro
-

ec
on

om
ic

 
St

ab
ili

ty
  

M
ac

ro
ec

on
om

ic
 st

ab
ili

ty
 c

rit
ic

al
 

ne
ce

ss
ar

y 
(th

ou
gh

 n
ot

 su
ff

ic
ie

nt
) 

co
nd

iti
on

 fo
r p

ro
 p

oo
r g

ro
w

th
; p

oo
r 

hu
rt 

pa
rti

cu
la

rly
 h

ar
d 

by
 h

ig
h 

in
fla

tio
n 

an
d 

hi
gh

 m
ac

ro
ec

on
om

ic
 v

ol
at

ili
ty

. 

M
on

et
ar

y 
an

d 
ex

ch
an

ge
 ra

te
 p

ol
ic

y 
sh

ou
ld

 a
im

 fo
r 

lo
w

 in
fla

tio
n 

an
d 

co
m

pe
tit

iv
e 

ex
ch

an
ge

 ra
te

s;
 fi

sc
al

 
po

lic
y 

sh
ou

ld
 a

im
 fo

r l
ow

 b
ud

ge
t d

ef
ic

its
;  

 

Sh
ou

ld
 e

xc
ha

ng
e 

ra
te

 p
ol

ic
y 

pr
in

ci
pa

lly
 

be
 u

se
d 

to
 fi

gh
t i

nf
la

tio
n?

  H
ow

 
qu

ic
kl

y 
sh

ou
ld

 st
ab

ili
za

tio
n 

oc
cu

r i
n 

or
de

r t
o 

av
oi

d 
a 

re
ce

ss
io

n?
 

M
on

et
ar

y 
an

d 
Ex

ch
an

ge
 

R
at

e 
 

Po
lic

y 

O
ve

rv
al

ue
d 

ex
ch

an
ge

 ra
te

s a
nd

 h
ig

h 
bl

ac
k 

m
ar

ke
t p

re
m

ia
 h

ur
t e

co
no

m
ic

 
gr

ow
th

 a
nd

 te
nd

 to
 b

e 
an

ti-
po

or
. 

A
 c

om
pe

tit
iv

e 
an

d 
po

ss
ib

ly
 u

nd
er

va
lu

ed
 e

xc
ha

ng
e 

ra
te

 a
 c

rit
ic

al
 in

gr
ed

ie
nt

 to
 e

ns
ur

e 
m

ac
ro

 st
ab

ili
ty

; 
go

ve
rn

m
en

t i
nt

er
ve

nt
io

n 
ne

ce
ss

ar
y 

to
 m

an
ag

e 
ca

pi
ta

l i
nf

lo
w

s:
 

Fi
xe

d 
or

 fl
oa

tin
g 

ra
te

s?
  W

ha
t i

s t
he

 
ro

le
 o

f c
ap

ita
l c

on
tro

ls
 to

 m
an

ag
e 

in
flo

w
s a

nd
 o

ut
flo

w
s d

ur
in

g 
cr

is
es

? 
 

Sh
ou

ld
 u

nd
er

va
lu

at
io

n 
be

 a
 g

oa
l?

 
Fi

sc
al

 S
ta

nc
e 

La
rg

e 
bu

dg
et

 d
ef

ic
its

 h
ur

t g
ro

w
th

 a
nd

 
ar

e 
un

su
st

ai
na

bl
e.

  R
ap

id
 e

xp
en

di
tu

re
 

cu
ts

 c
an

 o
fte

n 
un

de
rm

in
e 

de
liv

er
y 

an
d 

qu
al

ity
 o

f c
rit

ic
al

 su
ch

 se
rv

ic
es

 a
s 

he
al

th
 a

nd
 e

du
ca

tio
n 

an
d 

th
us

 h
ur

t t
he

 
po

or
.  

 

G
ov

er
nm

en
ts

 sh
ou

ld
 a

im
 fo

r m
od

er
at

e 
bu

dg
et

 
de

fic
its

 th
ro

ug
h 

br
oa

de
ni

ng
 o

f t
he

 ta
x 

ba
se

 a
nd

, i
f 

ne
ce

ss
ar

y,
 a

 re
fo

cu
si

ng
 o

f e
xp

en
di

tu
re

s (
es

p.
 c

ut
s 

in
 su

bs
id

ie
s t

o 
st

at
e-

ow
ne

d 
en

te
rp

ris
es

 a
nd

 
un

pr
od

uc
tiv

e 
se

ct
or

s)
.  

D
ur

in
g 

cr
is

es
 c

ut
tin

g 
ex

pe
nd

itu
re

s r
ap

id
ly

 is
 n

ei
th

er
 fe

as
ib

le
 n

or
 

de
si

ra
bl

e.
 

M
ix

 o
f t

ax
 in

cr
ea

se
s, 

ta
x 

br
oa

de
ni

ng
, 

an
d 

ex
pe

nd
itu

re
 c

ut
s?

 

Fi
na

nc
ia

l 
Se

ct
or

 
Se

ve
re

 fi
na

nc
ia

l r
ep

re
ss

io
n 

hu
rts

 
sa

vi
ng

s a
nd

 p
ro

m
ot

es
 c

ap
ita

l f
lig

ht
.  

Po
or

ly
 se

qu
en

ce
d 

fin
an

ci
al

 se
ct

or
 

re
fo

rm
s c

an
 b

e 
co

un
te

r-
pr

od
uc

tiv
e 

an
d 

de
st

ab
ili

zi
ng

.  
 

C
ap

ita
l a

cc
ou

nt
 a

nd
 fi

na
nc

ia
l s

ec
to

r r
ef

or
m

 sh
ou

ld
 

be
 p

ha
se

d 
sl

ow
ly

, b
e 

im
pl

em
en

te
d 

on
ly

 if
 m

ac
ro

 
st

ab
ili

ty
 h

as
 b

ee
n 

ac
hi

ev
ed

, a
nd

 b
e 

ac
co

m
pa

ni
ed

 b
y 

tig
ht

 re
gu

la
tio

n,
 c

om
pe

tit
io

n 
po

lic
ie

s, 
an

d 
po

lic
ie

s 
to

 im
pr

ov
e 

ac
ce

ss
 o

f t
he

 p
oo

r. 
 

Sh
ou

ld
 th

e 
st

at
e 

al
lo

ca
te

 o
f c

re
di

t t
o 

pr
io

rit
y 

se
ct

or
s?

  S
ho

ul
d 

th
e 

sa
te

 b
e 

in
vo

lv
ed

 in
 p

ro
vi

di
ng

 c
re

di
t f

or
 th

e 
po

or
? 

 W
ha

t p
ol

ic
ie

s s
ho

ul
d 

be
 a

do
pt

ed
 

to
 m

ob
ili

ze
 d

om
es

tic
 sa

vi
ng

s?
   

Tr
ad

e 
Po

lic
y 

A
n 

an
ti-

ex
po

rt 
bi

as
 h

ur
ts

 g
ro

w
th

 a
nd

 
th

e 
po

or
; i

m
po

rt 
lib

er
al

iz
at

io
n 

ca
n 

be
 

an
ti-

po
or

 a
nd

 n
ot

 su
ff

ic
ie

nt
 to

 g
en

er
at

e 
su

pp
ly

 re
sp

on
se

.  
D

iv
er

si
fic

at
io

n 
is

 
es

se
nt

ia
l f

or
 lo

ng
-te

rm
 g

ro
w

th
.  

Fo
cu

s o
n 

re
m

ov
al

 o
f a

nt
i-e

xp
or

t b
ia

s (
co

m
pe

tit
iv

e 
ex

ch
an

ge
 ra

te
, d

ut
y 

dr
aw

-b
ac

k 
sc

he
m

es
, e

tc
); 

pr
ov

is
io

n 
of

 in
fr

as
tru

ct
ur

e 
to

 a
ss

is
t e

xp
or

ts
, e

sp
. f

or
 

ex
po

rt 
di

ve
rs

ifi
ca

tio
n.

 

Is
 m

or
e 

ac
tiv

is
t s

ta
te

 in
te

rv
en

tio
n 

(e
.g

. 
ex

po
rt 

su
bs

id
ie

s, 
su

bs
id

iz
ed

 c
re

di
t f

or
 

ex
po

rte
rs

) n
ee

de
d 

to
 b

oo
st

 n
on

-
tra

di
tio

na
l e

xp
or

ts
? 

So
ur

ce
: A

da
pt

ed
 fr

om
 K

la
se

n 
(2

00
4)

.  
 



 

 5

Until the revolutionary government of Victor Paz Estenzoro installed in 1952, most 
indigenous people lived in serf-like arrangements in rural areas. The agrarian reform in 1953 
freed the peasants in the highlands and gave them access to land. Since then, subdivisions of 
land and population pressure have led to increasingly smaller land-holdings and growing 
landlessness. In other parts of the country, particularly the lowlands, large estates dedicated to 
commercial farming predominate. As a result, the Gini coefficient for land inequality stood at 
0.768 in 1989, indicating overall high land concentration similar to other Latin American 
countries (Deininger and Squire 1998). The other main source of incomes in the highlands, tin 
and silver mining, became progressively less lucrative and was sharply curtailed in the 1980s.  
Instead, the production and exports of coca leaves became a major source of income in some 
highlands and valley areas and the ebb and flow of coca eradication efforts have played a 
significant role in the income sources of poor rural households in the highlands and valleys. 

In contrast, the previously largely unpopulated lowlands surrounding Santa Cruz have become 
the focus of settlement and growth in recent decades, fuelled by a large-scale farming sector 
as well as the discovery of natural resources (oil and gas).  

Politically, Bolivia oscillated between military dictatorships and civilian rule between the 
1950s and the early 1980s when the latest military government was replaced with a 
democratic one, and democracy has persisted ever since. But Bolivia’s democracy remains 
fragile with, until recently, little indigenous representation, and a significant extra-
parliamentary opposition which has successfully ousted two governments in the last 3 years.   

Regarding economic policies, Bolivia had pursued a state-led import-substitution regime until 
the 1980s, which was largely financed through the export of raw materials (tin and silver).  
The first democratic government under Siles-Zuazo (1982-85) faced a very difficult internal 
(drought, social unrest) and external environment (debt crisis, global recession and collapse of 
tin prices in 1985) and allowed a hyperinflation to develop which led to a collapse of the 
government in 1985. Victor Paz Estenssoro took over and first undertook a strict stabilization 
plan, which ended hyperinflation and brought back internal and external stability (for details 
see Sachs and Larrain 1998). 

In addition, the Paz Estenzoro government designed and began implementation of a Nueva 
Politica Economica, which included a wide range of World Bank and IMF-supported 
structural reforms. These reforms were continued by most of the successive governments so 
that Bolivia stands out as a country having undertaken more structural reforms in line with the 
so-called ‘Washington Consensus’ than most developing countries (Rodrik 2003; Lora 2001). 
They included product market deregulation, domestic and external capital market 
deregulation, fiscal reforms involving the simplification and broadening of the tax structure, 
expenditure cuts on the public service and parastatals while expanding social sector spending, 
trade liberalization, liberalization of the FDI regime and the restructuring, closing, and 
‘capitalization’ of the large state-owned companies.3 The one area where there were only few 
reforms was the labor market. Here, only government intervention in wage setting was 
reduced and there was some reduction in wages and benefits for public sector employees. 

 
 
 

                                                 
3 This refers to a scheme where public companies sold a 50% stake to strategic investors (where the proceeds 
remained with the companies to finance a pre-specified investment program).  The proceeds from the remaining 
shares are being used to finance an annual old age pension (the Bonosol) for all citizens over the age of 65.  This 
way, electricity, railway, telecommunications, mining, the national airline, and the national hydrocarbon 
company were transferred to (mostly foreign) strategic investors who took management control of these 
companies. 
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Table 2: Basic Economic and Human Development Indicators for Bolivia 
 1985-1989 1989-1994 1994-1999 1999-2002 
Economic Indicators     
Real GDP growth 1.62 4.08 3.93 2.18 

Agriculture excluding mining 0.33 4.10 2.08 2.38 
Mining -0.16 4.07 2.36 2.80 
Services excluding public administration 1.21 4.94 6.93 1.47 
Public Administration -0.98 1.88 3.93 2.44 
Industry - Manufacturing 2.02 4.40 3.80 1.94 

Export growth (goods and services) 15.56 4.08 1.54 0.02 
Export growth (merchandise) 5.04 5.89 -0.89 0.09 
Export growth (mineral and hydrocarbon) -0.81 -2.49 -2.81 0.18 
Ave. share of mineral and hydrocarbon exports to GDP 13.68 10.17 7.57 7.65 
Ave. share of agricultural exports to GDP 2.14 3.87 5.16 5.28 
Current Account Deficit -5.28 -3.53 -6.05 -4.38 
Budget Balance -0.38 -1.92 -2.33 -5.06 
Inflation 2414.35 13.41 7.43 3.10 
Savings Rate (domestic) 10.91 9.05 10.53 7.52 
Investment Rate 14.42 15.15 18.70 15.09 
Human Development Indicators     
Population Growth  2.18 2.41 2.33 2.16 
Child Mortality  146 122 97 80 
Secondary Enrollment (male) 42.16 41.69 60.28 81.34 
Secondary Enrollment (female) 35.92 35.74 54.54 77.87 
Note: Data on GDP growth and current account is taken from UDAPE (various issues) and INE (various issues). Data 
on exports is taken from UDAPE (various Issues) and WDI (2003). All other data are taken from WDI (World Bank 
2003a), covering the years up to 2001. 

Source: WDI 2003; UDAPE (various issues); INE (various issues). 

In several economic dimensions, Bolivia’s structural reforms produced positive outcomes.  
Macroeconomic stability was achieved and maintained throughout the period with low 
inflation, low fiscal deficits, and a relatively stable exchange rate. The fiscal reforms, 
combined with the reform of the state sector, ensured that the fiscal situation improved 
dramatically over the 1990s.  Exports improved, and there were significant improvements in 
human development indicators, particularly education and health (see Tables 2). Economic 
growth also improved and Bolivia grew at around 4% per year from 1990-1998, but only 
about 1.5% in per capita terms.  This relatively positive performance was aided by a favorable 
external environment, with high growth of Bolivia’s main trading partners, the expansion of 
natural resource exports, and a surge in foreign direct investment that accompanied the 
‘capitalization’ process.  The combination of strong memories of the 1985 hyperinflation, an 
open capital account, and high political and economic uncertainty of a small open economy 
led to high and increasing dollarization in the economy, which permeates the financial system 
and significantly limits the options for an active monetary and exchange rate policy. There 
were few attempts to combat dollarization, which is extremely high to this day, where 77% of 
deposits and 97% of loans are denominated in dollars (Schweickert et al. 2005).  In fact, 
Bolivia is probably the most dollarized economy among those countries that stopped short of 
adopting the US-$ as legal tender (IMF, 2003).    

In addition, a range of structural weaknesses remain, including a high reliance on primary 
product exports (particularly minerals, hydrocarbons, and agricultural cash crops), weak 
institutions (weak protection of property rights, high corruption, contraband economy, high 
regulatory burden for start-ups, high informality of the economy, e.g. Kaufman et al. 2003; 
World Bank 2004b), and a persistently very low domestic savings rate (see Tables 2) which 
makes Bolivia heavily dependent on capital inflows to finance investment.   
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Since 1998, economic growth has decelerated to an average of only about 1.5% per year and 
has become negative in per capita terms. The main causes for this slowdown are a series of 
external economic shocks that have affected the economy, including particularly the strong 
devaluations and recessions in Brazil and Argentina in 1999 and 2002, respectively, while the 
Boliviano appreciated significantly alongside the US$. This led to a sharply overvalued 
currency and the (independent) monetary authorities did little to combat this due to the risks 
of devaluations in a dollarized economy, but instead stuck to their policy of allowing only 
very small devaluations against the dollar (some 8% in 2001, falling to 4% in 2002). Instead, 
the economy slowed down considerably, credit contracted sharply as the financial sector 
experienced build-up of non-performing loans; as a result of the recession and costly 
amendments to a pension reform, budget deficits have soared to unsustainable levels, adding 
economic uncertainty to the already existing explosive political and social situation (World 
Bank 2004a).  The financing of the large budget deficit through domestic and international 
borrowing has placed Bolivia in an increasingly vulnerable situation where rising shares of 
government spending must be allocated to debt service payments, thereby partially wiping out 
some of the gains realized by the HIPC debt relief (World Bank, 2004a).4 

The most important results regarding poverty and inequality are summarized in Table 3 
below.5  We present our main estimates but also include (in brackets) the results of a 
sensitivity analysis of one of our key assumptions underlying the simulation which might lead 
to an overestimate in the decline of poverty in rural areas.   

There is a steep gradient in poverty levels between capital cities, towns, and rural areas, with 
poverty being much higher in the latter.  As far as the poverty rate is concerned, this 
differential between capital cities and rural areas gets larger over time (from about 25 
percentage points in 1989 to nearly 29 percentage points in 2002).  This is not true, however, 
when we consider the poverty gap, for which the differential gap has somewhat narrowed. 
This suggests that the very poor have been able to make some gains in the 1990s while rural 
dwellers close to the poverty line did not benefit as much. Third, there is a clear poverty trend 
in capital cities, which closely mirrors macroeconomic conditions. Thus poverty (using the 
headcount or the poverty gap measure) declines considerably between 1989 and 1999 and 
then increases again between 1999 and 2002.  In towns and rural areas, in contrast, the 
dynamics of poverty are not as closely aligned to macroeconomic developments. In particular, 
there is no poverty reduction at all in rural areas between 1989 and 1994, then considerable 
poverty reduction between 1994 and 1999, and stagnation (headcount) or slight further 
reductions (poverty gap) between 1999 and 2002.  Note also that the pace of poverty 
reduction in rural areas is smaller in our sensitivity analysis but does not change the general 
picture (see figures in brackets).   

 

                                                 
4 As the dollar has fallen recently against the currencies of Bolivia’s main trading partners and raw material 
prices have increased, the external environment has improved somewhat and growth is projected to at 3.8% and 
4.5% for 2004 and 2005, respectively.                                
5 Due to the absence of nationally representative and comparable household surveys prior to 1999, the results for 
the years before 1999 are based on a data-.matching exercise between urban household surveys and nationally 
representative Demographic and Health Surveys.  For details, refer to Klasen et al. (2004).   
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Table 3: Poverty and Inequality Trends using the Moderate Poverty Line* 

 1989 1994 1999 2002 

 Observed Simulated Observed Simulated Observed Simulated Observed
Headcount        

Capital Cities** 67.2 64.8 59.5 57.4 51.1 48.1 55.1 
Towns  81.1 

(80.7)+ 
 75.1 

(74.3) 
69.1 64.2 67.7 

Rural  89.7 
(87.8) 

 89.6 
(87.8) 

83.4 79.1 83.8 

Total  76.9 
(76.0) 

 72.4 
(71.6) 

65.2 60.3 67.2 

Poverty Gap        
Capital Cities** 32.9 32.9 25.7 25.3 21.0 21.3 24.4 
Towns  51.3 

(50.7) 
 44.7 

(44.0) 
34.7 33.6 32.9 

Rural  58.3 
(55.2) 

 60.9 
(58.2) 

47.7 43.1 44.9 

Total  45.5 
(44.1) 

 41.9 
(40.7) 

32.5 30.1 32.9 

Gini Coefficient        
Capital Cities** 0.505 0.497 0.481 0.455 0.480 0.488 0.540 
Towns  0.547  0.537 0.455 0.500 0.452 
Rural  0.475  0.497 0.423 0.443 0.421 
Total  0.555  0.555 0.525 0.531 0.551 

*The moderate poverty line is, in line with standard practice in Bolivia, applied to income in urban areas, and 
consumption in rural areas (as income data are considered not to be reliable there and consumption data are not 
available for the urban household surveys prior to 1997).  While the extreme poverty line in Bolivia is only 
based on ensuring adequate nutrition, the moderate poverty line also makes allowance for some non-food 
expenditures.  The moderate poverty line stood at about US$40 per capita and month, the extreme poverty line at 
about US$20.  For details on the poverty lines and the results for the extreme poverty line, refer to annex 1.     

**Capital cities refer to the 9 departmental capitals and El Alto (the city adjacent to La Paz). 
+ The figures in brackets refer to sensitivity analyses which changes one assumption in the data matching 
exercise.  See Klasen et al. (2004) for more details.    
 
Regarding inequality, the trends follow closely the poverty discussion, but with some 
additional features.  In particular, the sharp increase in inequality in capital cities between 
1999 and 2002 is noteworthy. In other areas, inequality seems to have fallen and thereby 
somewhat offsetting the dramatic worsening of inequality in capital cities. Overall, the Gini in 
2002 is similar to 1989.  It thus appears that the fate of the urban population, including the 
urban poor, has been closely linked to macro developments and has recently led to a 
significant deterioration in poverty and inequality.  In contrast, the much poorer rural poor 
have been more detached from improvements and deteriorations in the overall economic 
environment and their poverty trends have followed another logic.  

A way to examine the linkages between growth, inequality, and poverty is the Ravallion-Chen 
measure of Pro-poor Growth which calculates the average of growth rates of the quantiles of 
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the population that were poor in the initial period (see Ravallion and Chen 2003).6 The growth 
incidence curves underlying this analysis are shown below for the entire period (1989-2002); 
for sub-periods they are available in Klasen et al. (2004).  For the entire country and the entire 
period, they are above 0 for all groups, and moderately downward sloping from the 10th to the 
90th percentile suggesting that, on the whole, the poor gained proportionately more from 
growth than the rich.  This is not true below the 10th percentile and above the 90th percentile 
suggesting that the extremely poor were not benefiting as much and that the very rich were 
benefiting more from growth.7  Matters are different when one considers the different parts of 
the country.  In departmental capitals (and El Alto), growth over the period was anti-poor 
with the poor gaining less than the rich (particularly due to the influence of the period after 
1999), while it was strongly pro-poor in towns, and moderately pro poor in rural areas.    

The annual rate of pro poor growth, shown in Table 4, summarizes the information provided 
in the growth incidence curves.8 Overall, there was Pro Poor Growth between 1.9 and 2.2 per 
cent per year between 1989 and 2002, which was mostly due to high pro poor growth in 
towns and some pro poor growth in rural areas, while the rate of pro poor growth in capital 
cities was negligible.  It is useful to consider sub-periods.  Between 1989 and 1999, there was 
a considerable amount of pro-poor growth in total Bolivia, in capital cities, towns, and rural 
areas, regardless of the poverty line. Also, the rate of pro-poor growth exceeded the growth 
rate in the mean, suggesting that growth was accompanied by falling inequality. The 
particularly high growth rate in total Bolivia (2.2 per cent) is due to growth in the three areas 
plus a shift in the composition of the population from the poorer rural areas to the richer urban 
areas.  Between 1999 and 2002, we find that there was a strongly anti-poor contraction in 
capital cities, wiping out most of the gains the urban poor have made in the ten previous 
years. In other urban areas, the contraction was not particularly anti-poor so that the poor had 
roughly stagnant incomes. In rural areas, incomes continued to rise, although very slowly, and 
growth continued to be somewhat higher for the poor than for the non-poor.  Given that the 
rural poor predominate among the poor, overall growth was only slightly anti-poor between 
1999 and 2002, and this finding is sensitive to the choice of the poverty line.9                        

 

 

 

 

 

 

 

 

                                                 
6 There are various criticisms of this approach of measuring pro-poor growth some of which can be found in 
Klasen (2004).   
7 One should note that measurement error might have a considerable influence at the two tails of the distribution 
so that these results should be treated with some caution. 
8 We also show the results of our sensitivity analysis for towns and rural areas (and by implication, all Bolivia) in 
brackets.   
9 In the sensitivity analysis, growth and pro poor growth is somewhat smaller in total Bolivia and more 
significantly so in rural areas which hardly experienced any growth mean income growth between 1989 and 
2002; but the rates of pro- poor growth remain between 1.2 and 1.4 per cent suggesting that the poor were able to 
make some gains over the period. 

 



 

 10

Figure 1 — Growth Incidence Curve for Bolivia, 1989 to 2002 
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With the exception of the strongly anti-poor growth in capital cities in recent years, it appears 
that growth has been quite pro-poor throughout most of the last 15 years, and particularly so 
in towns and (moderately so) in rural areas. One may wonder how this squares with the 
results in Table 3 which showed only slowly falling poverty rates in rural areas in the 1990s.  
But these results are entirely consistent with each other when one notes that the depth of 
poverty in rural areas is so large that even considerable pro-poor growth does not lift many of 
the poor above the poverty line (but does reduce the poverty gap as indeed happened, 
particularly between 1994 and 1999).  Thus the problem of Bolivia’s poverty is not so much 
that growth in the 1990s has been biased against the poor, but that overall growth has not been 
very high throughout the period and that the initial inequality was so large that the poor 
remained poor despite some improvements in incomes. It would probably have taken another 
decade of such growth to make serious inroads into poverty, particularly in rural areas. 
Unfortunately, that did not happen.  With the type of growth experienced since 1999, rural 
poverty will not change much and urban poverty is on a sharply increasing trend. 
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Table 4: Annual Pro-poor Growth Rates (per Capita) 

 1989 – 2002 1989 – 1999 1999 - 2002 

 Total Bolivia 

Growth Rate in the Mean 1.41 
(1.25) 

2.23 
(2.02) 

-1.29 

Mean of Growth Rates for    
Extremely Poor 2.16 

(1.74) 
3.39 

(2.81) 
-0.88 

Moderately Poor 1.85 
(1.49) 

3.21 
(2.74) 

-2.22 

All 1.67 
(1.34) 

2.98 
(2.56) 

-2.56 

 Departmental Capitals 
Growth Rate in the Mean 1.19 2.01 -1.51 
Mean of Growth Rates for    

Extremely Poor 0.44 2.56 -6.30 
Moderately Poor 0.48 2.58 -6.44 
All 0.69 2.50 -5.01 

 Other Urban Areas 
Growth Rate in the Mean 1.76 

(1.58) 
2.89 

(2.64) 
-1.90 

Mean of Growth Rates for    
Extremely Poor 4.70 

(4.53) 
6.23 

(6.01) 
0.48 

Moderately Poor 4.22 
(4.03) 

5.80 
(5.55) 

-0.22 

All 3.75 
(3.56) 

5.25 
(5.00) 

-1.03 

 Rural Areas 
Growth Rate in the Mean 0.87 

(0.17) 
0.94 

(0.02) 
0.59 

Mean of Growth Rates for    
Extremely Poor 2.07 

(1.40) 
2.31 

(1.39) 
1.86 

Moderately Poor 1.86 
(1.18) 

2.18 
(1.28) 

0.99 

All 1.73 
(1.02) 

1.99 
(1.06) 

0.86 

Source: Own calculations. Growth rates use the actually observed levels of income/expenditure 
where available (in capital cities throughout and elsewhere from 1999 onwards).  Figures 
in brackets are based on sensitivity analysis.  For details, refer to Klasen et al. (2004).   

Before discussing the determinants of pro-poor growth, it is useful to briefly discuss the 
structure of GDP and the sources of overall growth in Bolivia in the past 15 years.  Regarding 
the sectoral composition of GDP in 2002, agriculture makes up about 14 per cent, half of 
which is subsistence agriculture where many of the rural poor live. About 10 per cent of GDP 
is generated by mines, oil, and gas and only about 16 per cent by manufacturing. Most of this 
manufacturing consists of food processing and the processing of raw materials (wood, oil, and 
minerals), with hardly any light or heavy industry present in the country.  The remainder of 
GDP consists of services of various kinds.  In contrast to its low contribution to GDP, 
agriculture employs 60 per cent of the workforce, sales employs another 10 per cent of the 
workforce, while manufacturing, oil and gas, and high-value services employ only a small 
fraction of the workforce. Thus Bolivia is a highly dualistic economy with a large 
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employment in low value agriculture and the small-scale service sector and very small 
employment in manufacturing and the modern resource-based economy.  

Overall GDP growth between 1989 and 1999 was driven largely by sharp growth in 
commercial agriculture, oil and gas production (and associated construction and production in 
the electricity, gas and water sector), some small-scale food processing industries, and some 
services.  In contrast, subsistence agriculture, mining, hotels and restaurants, and public 
administration grew less than proportionately.  Between 1999 and 2002, virtually all sectors 
grew slower, with the exception of oil and gas, which expanded production due to enhanced 
exports to Brazil.  One should also note that the oil, gas and mineral sectors only account for 
about 10 per cent of Bolivia’s GDP and less than 1 per cent of its employment, but more than 
40 per cent of Bolivia’s exports, so that the importance of these sectors for Bolivia’s external 
position is much larger than its GDP share.  Thus we find that Bolivia has a highly dualistic 
economy, with the most dynamic sectors being the oil and gas sector, industrial agriculture 
(concentrated in the lowlands) and some high-value service sectors, which are also highly 
capital-intensive with few linkages to the poor.   

Clearly, Bolivia’s economy suffers from considerable segmentation, with the poor being 
largely separated from the income-generating and growth processes that tend to favor urban 
areas as well as resource-based sectors and modernized agriculture.  These divides relate 
primarily to a significant urban-rural divide, an ethnic divide, and a segmentation of the 
economy into a subsistence agricultural sector in the highlands and a resource-based economy 
in the valleys and lowlands.  The urban-rural divide is largely due to large educational 
inequality, an uneven population distribution, poor infrastructure, a highly segmented urban 
formal labor market with few opportunities for outsiders of that market, and large inequalities 
in the education system.  The ethnic divide overlaps considerably with the urban-rural divide 
but places further burdens on the indigenous populations who have fewer opportunities in the 
education system and the labor market.   

These divides would be less important if it had been possible to ensure that productivity in 
highlands agriculture, the mainstay of incomes for many of the poor, had improved in past 
decades.  But here, success has proved elusive for the majority of producers.  Given the 
importance of highland agriculture for employment and incomes, the failure to improve 
productivity there is critical (e.g. Eastwood and Lipton 2001; Timmer 1997, Klasen 2004).10  

 
4. The Poverty Impact of Macro Policies 

Bolivia’s macro and public expenditure approach to poverty reduction can be seen as closely 
following the World Bank’s 1990 model for poverty reduction, which focused on developing 
a growth-oriented strategy and accompany it with investment in human resources and safety 
nets for the poor (World Bank 1990).  Consequently, the growth agenda was largely seen as 
separate from a poverty-reduction agenda in the belief that high growth would ensure 
sufficient poverty reduction.  This was to be aided by investment in human resources that 
could then allow for a participation of the poor in the growth process.  For those who were 
left behind, safety nets (such as the Bolivian Social Fund and public works programs) should 
try to address this problem.  While this approach worked as long as growth was satisfactory 
and there were increasing resources to be used for expanding social sector spending, it failed 
to sufficiently promote the productive activities of the poor and in addressing the large equity 
problems permeating Bolivia’s society. 
                                                 
10 Given these divides, the generally pro-poor nature of growth (including in rural areas) seems surprising and 
has probably to do with favorable weather conditions, the coca economy, and some migration and remittance 
linkages.  See Klasen et al. (2004) for more details.   
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The macro policy agenda was mainly one of stabilization and liberalization.  One particular 
focus of macro policy was to ensure low and stable inflation and this has been achieved for 
the past 20 years (see Table 2).  Given that inflation tends to hurt the poor disproportionately, 
this macro policy is likely to have supported poverty reduction.  In addition, the external 
capital account was liberalized and a friendly foreign investment regime was established.  
While this allowed a significant increase in foreign direct investments throughout the 1990s 
(Schweickert et al. 2002, World Bank 2004a) the liberalization of the external capital account 
contributed to a further increase in dollarization of the economy which severely limited the 
room to maneuver as far as exchange rate policies are concerned. While the policy of 
allowing dollarization per se is neither pro- nor anti-poor, it increases the vulnerability of the 
economy to exchange rate shocks (such as the appreciation of the US$, or the sharp 
devaluation of the Brazilian and Argentinian currencies as it occurred in the 1998-2001 
period) which can hit the poor more as they are unable to shield themselves against such 
shocks.  It also prevents Bolivia from using a strong devaluation to kick-start export-based 
growth as has been done in many other growth episodes in developing countries (Rodrik, 
2003).11  In addition, strong trade liberalization, while improving the allocative efficiency of 
Bolivia’s economy, further undermined the ability of Bolivia to manage its external 
environment in ways to support poor producers, particularly in an environment of sharply 
fluctuating currency movements with its trading partners. 

In the areas of fiscal and public expenditure policies, the pro-growth agenda initially 
dominated policy-making and fiscal policy aimed at low budget deficits, which was achieved 
through tax reforms, prudent expenditure policies, and divestiture from loss-making state-
owned enterprises.  Tax reforms largely focused on broadening the tax base through a value 
added tax and a transactions tax which together make up some 60% of tax revenues in 2002.  
A hydrocarbons tax is the only other significant tax generating about 18% of revenues 
(Servicio de Impuestos Internos 2003). As a result, there is no progressivity in the tax system, 
which could be achieved via an income tax on those employed in the formal sector, a serious 
tax on large land-holdings (also to facilitate the sale of underused land by large landowners) 
or other real estate, or significant surcharges for particular items mainly consumed by the 
non-poor.12 

As long as growth was relatively high in the 1990s, and tax revenues continued to rise, the 
government was able to maintain relatively low budget deficits while at the same time 
ensuring rising expenditures for priority social sectors, such as health and education.  Public 
expenditures as a share of GDP rose sharply in the 1990s, and also public capital expenditures 
were high by international standards (World Bank 2004a); excluding social security, Bolivia 
now devotes the second-highest share of its GDP to public social expenditures in all of Latin 
America (World Bank 2004c). This was also supported by generous aid flows and 
complemented by funds made available by HIPC I and II, with the latter being channeled 
entirely to the municipalities to fund priority investments, mostly in the social sectors and 
recently also in infrastructure.13   

                                                 
11 Similarly, it was not possible to use exchange rate policies to affect the distribution of income through the use 
of a real depreciation that would favor poor export and import-competing producers at the expense of wealthier 
import-consuming parts of the population (see Klasen 2004). 
12 Such taxes could, however, face compliance problems in an economy where contraband is widely available 
and tax evasion is considerable (Delgadillo 2000).  In 2003, a few taxes were changed to increase tax revenues 
but they did not seriously affect the progressivity of the tax system.  
13 The World Bank Public Expenditure Report notes that from 1996 to 2001, 75-80% of municipal investment 
was in the social sectors, while in 2002 infrastructure received 34% with social sectors falling to 58% (World 
Bank 2004a).  Investments in productive activities were always low and only amounted to 3-6% in the period.   
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Public expenditures in health, education, and infrastructure do reach the poor, although to 
varying degrees (World Bank 2004a, c).  In particular, it is proportional in health, slightly 
pro-poor in primary education, but anti-poor for higher levels of education, infrastructure 
spending, and strongly anti-poor as fare as the public pension system is concerned.  

The ability to combine fiscal discipline with rising social expenditures collapsed in the late 
1990s leading to ever-rising and now unsustainable budget deficits (reaching 9 percent of 
GDP in 2002).  Three factors largely account for this deterioration (World Bank 2004a).  
First, tax revenues plummeted in line with the economic slowdown that began in 1999, while 
expenditures continued to rise. Second, a mismanaged pension reform led to much higher 
than anticipated costs. It is now costing 5 percent of GDP while providing benefits to only 2 
percent of the population, most of them non-poor formal sector retirees in urban areas. Third, 
due to Bolivia’s decentralization program and the dedication of HIPC funds to the 
municipalities, there is little central control or even information over expenditures at sub-
national levels, thereby weakening the ability of the central government to maintain fiscal 
discipline.  

The bargain that maintained economic growth and social stability in the 1990s and involved 
the continuation of an economic model fashioned on the Washington Consensus, while 
ensuring social stability through significant transfers to the social sectors, thus became 
unstuck. It appears that in a situation where inequality, social and ethnic tension are high, 
such a bargain proves unsustainable and extremely fragile.  It has contributed to great 
opposition to the government, calls for populist reforms, and now has thrown the debate about 
the appropriate economic model wide open in the form of the constitutional assembly that will 
now address these issues.  

5. Simulation of Past and Future Macro Policy Changes using a Dynamic CGE Model 
To formally assess the impact of shocks and policies on pro-poor growth, we make use of a 
dynamic CGE model. The model has an overall neo-classical structure but with important 
structuralist features, particularly relating to a segmented labor market, credit rationing in the 
capital market, and the limited mobility of factors between sectors and household types.14  
While the general approach in this section is to simulate forward-looking policies and focuses 
on the impact of shocks and policies on the ability to reduce poverty and inequality, we will 
also comment on the extent to which they are able to explain past performance in growth, 
inequality, and poverty reduction.   

While assessing model results, two central characteristics of the model have to be kept in 
mind. First, economic growth is determined by changes in the endowments of the primary 
factors capital and labor as well as the efficiency with which these factors are used. As far as 
efficiency of using factors is concerned, the model assumes an exogenously given rate of TFP 
growth of 2 per cent per year.15  Thus all changes in the simulations will depend on changes 
in the primary factors capital and labor.  The major driving forces of labor dynamics are 
population change, migration, the rate of labor productivity growth, and the change in human 
capital. Of these, the model only takes account of population changes, which are kept constant 
over simulations, and migration. The driving forces for capital accumulation are domestic 
savings and foreign capital inflows as well as relative returns on financial (domestic and 
foreign) and physical assets. Since net capital inflows are exogenously given in most 

                                                 
14 See Wiebelt (2004) for a detailed discussion of the model.   
15 Two comments are in order.  First, while the assumption of TFP growth of 2% is relatively high (slightly 
higher than was found for the 1990s), for an optimistic baseline scenario it appears realistic.  Second, one may 
speculate that some of the policies proposed will have an impact on TFP growth.  This is possible but there is 
very sparse literature on this subject, both in an international as well as in a Bolivian context.  One might 
therefore speculate that the effects of some policies might be larger because of knock-on effects on TFP growth.   
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simulations16, differences in growth rates across simulations are the result of changes in total 
domestic savings.17  Second, the model assumes full employment for all types of labor and 
capital categories in each period of the simulation horizon. Hence, unlike other models for 
Bolivia that analyze short-run issues (e.g. Jemio 2001; Jemio and Wiebelt 2003; Thiele and 
Wiebelt 2004), this model neglects Keynesian multiplier effects that might result from 
changes in current and investment expenditures.18 Taken together, these two model 
characteristics imply that the model cannot be viewed as a short-run projections model and is 
not intended for that purpose. It is better suited to explain medium- to long-term trends and 
structural responses to changes in external conditions and development policy. But the 
problems facing pro-poor growth are inherently longer-run problems, and the model thus 
naturally reflects an emphasis on the long run rather than on the short run, on growth rather 
than stabilization, and on trends rather than cyclical variation.19  

A scenario that describes how the Bolivian economy might evolve in the absence of shocks 
and policy changes serves as a benchmark against which all alternative developments will be 
evaluated. In this scenario, the economy exhibits smooth economic growth of about 4.7 
percent on average over a ten-year period (Table 5)20, where economic growth is driven by 
capital accumulation, (exogenous) growth of the labor force, and (exogenous) technical 
progress (2 percent TFP growth). This not only describes an optimistic forward-looking 
scenario, but is also a good description of the record of Bolivia in the 1990s. The growth 
process is associated with roughly constant domestic savings and investment ratios, which 
implies that the large savings gap is not closed over time. The continuing savings gap 
corresponds to a persistent current account deficit, and both are reflected in a fairly stable real 
exchange rate. 

While total value added by sector barely changes over time, more pronounced shifts of 
resources are taking place within sectors. Within agriculture, for example, the more 
productive export-oriented segment gains at the expense of the traditional, subsistence-like 
segment. The same pattern prevails in the services sector, where higher productivity growth 
and a higher income elasticity of demand raise the provision of formal relative to informal 
services. 

From a distributional point of view, the baseline scenario suggests that without further policy 
reforms and without external shocks the rise in urban inequality observed over the 1990s will 
continue, and that the rural-urban gap in income levels will widen. In addition, inequality 
within rural areas will also increase. In both urban and rural areas inequality is already at very 
high levels, which is why aggregate growth in Bolivia barely translates into poverty 
                                                 
16 Exceptions are the simulations of declining capital inflows, where capital inflows are changed exogenously, 
and of a devaluation, which changes the domestic currency value of capital inflows. 
17 Domestic savings are the sum of savings by households, firms, and the government.  Households are assumed 
to have a constant marginal propensity to save out of income, for firms (including banks) savings are determined 
residually by considering their revenues (sales and interest income) and their costs (inputs, labor, and interest 
costs), and for the state, savings is also determined residually, with revenues depending on the tax base and 
expenditures being based on fixed real consumption expenditures and investment expenditures which is in 
relation to GDP growth.   
18 With the exception of some taxes and limited intersectoral mobility of certain factor categories, there is 
essentially no difference between the technologically feasible production possibility set and the resulting 
transformation set reflecting market behavior and institutional characteristics of the economy. All markets are 
cleared and overall output is almost fixed within individual periods. 
19 This feature of the model also explains the rather small effects that are identified as the model is not intended 
to capture short-run demand-related changes in productivity and capacity utilization as well as structural shifts of 
the economy, both of which would probably lead to larger effects. 
20 See Klasen et al. (2004) for other poverty measures and inequality measures.  It should be pointed out that the 
poverty gap often shows larger results than the poverty headcount, as has been the case in the past.   
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reduction. As the following figures indicate, this holds in particular for rural areas. In the 
course of the simulated 10-year period, the national headcount merely declines from 63.6 
percent to 55.3 percent. The moderate reduction in poverty is a consequence of a decrease in 
the urban headcount from 49.7 percent to 38.9 percent, and a reduction in rural poverty of 
only 4 percentage points from 86.9 percent to 82.8 percent. Even under this optimistic 
scenario, Bolivia would just manage to reach its revised (and rather moderate) national 
poverty reduction target.  Poverty reduction in rural areas falls short of the reduction projected 
in the PRSP, while urban poverty declines faster.   

The next scenarios consider, more realistically, the effect of recurrent shocks for output (via 
El Niño), terms of trade, and capital flows.  The model simulations show that El Niño lowers 
growth, increases poverty in rural areas directly and indirectly raises urban poverty.  It also 
leads to higher inequality in both areas.  Terms of Trade shocks, such as the 10-percent 
decrease in world market prices for agricultural and mineral products, differ from supply 
shocks, such as El Niño, in that they do not impair production capacities and thus do not lead 
to major output losses as long as the economy operates at or near full employment.  They 
nevertheless increase rural poverty (particularly in the modern agricultural sector), and 
indirectly also negatively affect urban poverty.  If foreign direct investment (FDI) falls by 
almost a third, as has been the case in Bolivia in the year 2000, this causes only about half the 
immediate output losses of El Niño, but the impact turns out to be much more persistent. Even 
after ten years, growth has not fully recovered and poverty increases substantially, particularly 
in urban areas.  

All in all, a realistic baseline scenario for Bolivia’s medium-run development prospects would 
have to acknowledge that under the current policy framework average growth rates are 
unlikely to lie markedly above 4 percent. Compared to the optimistic scenario, this implies 
worse prospects for poverty reduction.  These simulations also are able to explain Bolivia’s 
record in the 1990s where both favorable and unfavorable shocks of the type investigated here 
can well explain the growth and poverty experience then. 

We now turn to simulations involving macroeconomic policies, the main focus of this 
analysis.  One of Bolivia’s biggest achievements since the beginning of reforms in 1985 has 
been the containment of inflation by means of prudent monetary, fiscal and exchange rate 
policies.  It might be argued that now, with an internal equilibrium that is firmly established, 
the exchange rate could be used to improve the external competitiveness of the Bolivian 
economy and affect its income distribution, given that the Boliviano has always been quite 
strong (Schweickert et al. 2003).  

A higher yearly devaluation of the Boliviano within the crawling peg regime causes an almost 
complete exchange rate pass-through to domestic prices, which will rise by nearly the same 
amount as the Boliviano is devalued as Bolivia’s ability to respond to higher import prices 
with competitive import-substituting domestic production is quite limited.21 The resulting real 
devaluation is therefore too small to provide the incentives for a significant reallocation of 
resources, and the minor real adjustment that occurs has no discernible effect on aggregate 
economic performance. Real effects, however, originate from the financial side of the 
economy, which is strongly and directly affected by the devaluation. This is because in the 
highly dollarized Bolivian economy the value of most assets and liabilities is indexed to the 
Dollar exchange rate. As a consequence, the net wealth position of net creditors in the 
financial system improves, while that of net debtors worsens. Since the economy as a whole – 
in particular the government – is a strong net foreign debtor, the overall wealth effect of the 

                                                 
21 During recessions such as the current one, when capacities are underutilized, the pass-through will of course 
be lower, but the question here is whether the exchange rate can contribute to improve Bolivia’s competitiveness 
in the medium run. 
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devaluation is negative. The deterioration of the domestic wealth position leads to a drop in 
aggregate real investment and a fall in the growth rate, which accelerates over time due to a 
compound interest effect. Among the household groups, the two richest, employers and 
employees are the only major actors on financial markets. Both are net creditors and thus 
benefit from higher net wealth and interest income, i.e. the revaluation of assets caused by the 
devaluation tends to reinforce existing wealth disparities. All other household groups are 
adversely affected by the negative growth effect. Unskilled workers and urban informals are 
most severely hurt because many of them are employed in the construction sector where 
production growth is lower because of lower real investment demand. As a consequence, 
urban inequality increases and urban poverty rises somewhat more than rural poverty.  Thus 
such a policy would be counter-productive and poverty-increasing in the current environment 
of near complete pass-through to domestic prices, high dollarization, and large foreign debt.  
Conversely, tackling any of these three constraints successfully could change the assessment 
of such a policy considerably.  In fact, in follow-up work using the CGE model, the impact of 
a nominal devaluation in the absence of dollarization is analyzed (Schweickert et al. 2005).  
The simulations show that in the absence of dollarization, the ability to effect a real 
depreciation through a nominal devaluation is much enhanced, allowing Bolivia to more 
effectively combat the impact of external shocks and actually use devaluation as a policy to 
stimulate GDP growth, as has been done in many other developing countries to kick-start a 
growth spurt (see Rodrik, 2003).     

In the current dollarized environment, a real devaluation can be achieved only if the Central 
Bank conducts a restrictive monetary policy. By constraining the opportunities of private 
banks to supply credit, such a policy temporarily lowers aggregate real investment demand 
and thereby exerts downward pressure on the domestic price level. The drop in real 
investment, in turn, causes a temporary economic slowdown.22  While the investment 
slowdown makes non-agricultural workers, in particular construction workers, slightly less 
well off, the real depreciation entails minor losses for urban informals and minor gains for 
rural households. After the short-run adjustments, the economy soon shifts back to the old 
growth path, and household incomes evolve largely as in the base run. All in all, the negative 
impact on poor households often attributed to real devaluations is unlikely to occur in Bolivia, 
but clearly, such a policy does little to promote pro-poor growth, thereby highlighting the bind 
Bolivia is in regarding its ability to use monetary and exchange rate policies to further pro-
poor growth.    

By Latin American standards, Bolivia has also made remarkable progress in the area of 
structural reforms (see, e.g., Lora 2001). The main exception is labor market reform, where 
Bolivia lags behind most other Latin American countries. Among the labor market distortions 
that still prevail, the segmentation of the urban labor market into formal and informal parts 
stands out. The tax system is another area where further reforms may be warranted. In 
particular, the question arises of whether the income tax, which hitherto has been of only 
marginal importance, should become a major source of government revenues. 

If the government makes it easier for urban informals to be employed as unskilled workers in 
the formal labor market, e.g. by lowering the costs of dismissal or by granting more options 
for temporary work, the obvious direct effect is that average real wages fall for unskilled 
workers and go up for urban informals. Better earning opportunities in the urban informal 
sector, in turn, induce rural-urban migration on a significant scale, which moderately 
increases the incomes of those who stay in traditional agriculture. At the macro level, the 
                                                 
22 Specifically, it has a contractionary impact on capital-intensive sectors and on the sectors providing capital 
goods. This effect dominates the restructuring of production resulting from the real devaluation, which brings 
about an improvement of the current account. Household incomes are only moderately affected by these 
adjustments. 
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efficiency gains achieved by reducing labor market segmentation – the wage differential 
between informal labor and unskilled labor is roughly halved – translate into average 
economic growth rates which are more than 0.3 percentage points higher than in the base run.  

 

Table 5: The Impact of Shocks and Policies on Growth and Poverty 

 Average 
Growth 

(%) 

Nationala 
Headcount

Urbana 
Headcount 

Rurala 
Headcount

Baseline Scenario 4.7 55.3 38.9 82.8 

Terms-of-Trade Shock 4.7 55.6 39.1 83.3 
El Niño 4.4 56.3 39.7 84.1 
Declining Capital Inflows 4.4 56.3 40.3 83.3 
Nominal Devaluation 4.5 56.7 40.4 83.9 
Real Devaluation (restrictive monetary 
policy) 

4.7 54.8 38.1 82.9 

Labor Market Reform 5.0 54.4 37.4 82.8 
Tax Reform (revenue-neutral) 5.0 53.9 37.0 82.4 
aRatio at the end of the 10-year simulation period.  Please note that the initial poverty headcounts are: 63.6% 
national, 49.7% urban, and 86.9% rural. 

Source: Klasen et al. (2004).   

Urban poverty decreases because of higher growth, but it takes some periods for the positive 
growth effect to materialize. The rural income distribution changes somewhat in favor of 
poorer groups due to the gains experienced by smallholders. This change and a slight increase 
in rural growth do not show up in the poverty headcount, but the rural poverty gap falls 
moderately (see Klasen et al., 2004 for details). 

Next, we consider tax reform, particularly a switch to a more progressive tax regime based on 
income taxes.  If higher income taxes are combined with lower indirect taxes so as to arrive at 
a revenue-neutral tax reform, the economy-wide outcome is quite positive.  Lower indirect tax 
rates cause an expansion of capital-intensive industries (oil and gas, mining, intermediate 
goods), where the indirect tax burden is highest, and thus boost investment and growth. 
Overall, given the current tax structure, a revenue-neutral tax reform can be expected to 
improve Bolivia’s growth performance. As for household incomes, the decrease in indirect 
taxes raises private consumption expenditures, thereby offsetting the negative demand effect 
that higher income taxes have on smallholders and urban informals. The main beneficiaries of 
the reform are non-agricultural workers, many of whom work in the mining and the 
intermediate goods sector, as well as in construction, which benefits from higher investment 
demand. The expansion of the construction sector additionally favors urban informals so that 
on balance their incomes are also significantly higher than in the base run. The gains of these 
two groups reduce the urban headcount ratio by up to 2 percentage points, and even rural 
poverty falls a little due to the growth effect.  

To summarize the findings from the policy simulations, a few points are worth noting.  First, 
one can nicely see how the evolution of poverty and growth in urban areas has varied with 
external shocks in the 1990s. Rural development has been more dependent on climatic 
conditions, and the lack of private and public capital. The failure to implement labor market 
reforms appears to have held back growth and urban poverty reduction. A deregulation of the 
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urban labor market would also have had a positive if limited impact on rural incomes by 
providing an incentive for additional rural-urban migration.23 

Looking forward, one can draw conclusions about the policy options for pro-poor growth as 
well as the constraints of Bolivia’s economy that the model analysis has served to highlight.  
Turning to the former issue, the main conclusion to be drawn from the model analysis is that, 
currently, the opportunities for achieving pro-poor growth are much better in urban than in 
rural areas. Given the available policy choices, Bolivia could clearly exceed the targets for 
urban poverty reduction set in the revised PRSP. Rural poverty reduction, by contrast, risks 
falling short of the targets due to a combination of recurrent external shocks and limited 
policy options.24  

Turning to the issue of constraints, the analysis has clearly shown significant structural 
weaknesses of Bolivia’s economy that also need to be addressed in order to accelerate pro-
poor growth. A critical weakness is Bolivia’s low domestic savings rate, which is contributes 
to Bolivia’s reliance on foreign capital inflows, the high degree of dollarization, its high 
foreign debt, its vulnerability to external shocks, and its inability to manage its external trade 
and monetary environment to support pro-poor growth.  A related second weakness is 
Bolivia’s high dependence on natural resources which have few linkages to the poor, but can 
have significant anti-poor effects.  Third, Bolivia’ economy exhibits such a great degree of 
dualism that well-managed policies to generate higher growth do not reach the poor in rural 
areas or have little impact on their poverty.  Lastly, Bolivia’s high initial inequality militates 
against success in poverty reduction, particularly in rural areas.  While the policy packages 
discussed above can help with pro-poor growth, only success in tackling these four deep-
seated issues will enable Bolivia to enter a sustainable path towards higher growth and 
poverty reduction.     

5. Conclusion and Policy Implications 
After this rather detailed discussion of Bolivia’s record and options to use macroeconomic 
policies to further pro-poor growth, it is useful to briefly summarize what we have learned 
about the Bolivian case and what, if anything, it tells us about the ability of macro policy to 
further a pro-poor growth agenda more generally.   

I believe the following key lessons emerge from the Bolivia case, many of which are closely 
related to the issues discussed in Table 1 above about lessons of pro-poor macro policy-
making from elsewhere.  First, macro stability has been a pre-requisite for pro-poor growth.25  
The stabilization after the hyperinflation in 1985 and the structural macro reforms that 
ensured low inflation and low fiscal deficits since the late 1980s have been critical in setting 
the stage for the sustained growth experience of the 1990s.  Second, the much more thorough 
structural reforms in the trade and investment regime, in privatization and financial sector 
reform also helped to sustain growth in the 1990s.  At the same time, they did little to address 
Bolivia’s biggest structural weakness, its low domestic savings rate and the resulting high 
dependence on external capital.  Also, the structural reforms further increased the 
                                                 
23 There are indications that the model underestimates the response of migration to changes in wage differentials. 
Additional empirical research is needed to see whether the modeling of migration assumes the right amount of 
adjustment compared to actual migration patterns in Bolivia.   
24 In Klasen et al. (2004) the expansion of natural gas exports is also investigated as a potential means to higher 
growth and would indeed deliver higher growth, particularly if combined with labor market and tax reforms and 
if the proceeds were channeled into investment (rather than consumption).  But due to Dutch disease effects and 
their capital-intensive and enclave nature, such an expansion would bypass rural areas and significantly increase 
inequality.  Only a coordinated policy package combining higher gas exports with targeted transfer programs and 
other pro-poor interventions would allow Bolivia to achieve higher pro-poor growth and allow significant 
poverty reduction, also in rural areas.    
25 For an investigation of the impact of macro stability on pro-poor growth, see Lopez (2005).  
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vulnerability to external shocks which are the key driver of growth in the last 20 years.  In 
particular, the very open trade regime, the dollarization, and the openness of the capital 
account were critical elements in increasing the external vulnerability of the economy.  While 
a favorable external environment boosted growth and FDI in the 1990s (and again in the last 
year), the growth slowdown in the late 1990s was also largely driven by external events.  
Third, this approach to policy making has severely circumscribed the options for active macro 
management, particularly in the area of exchange rate and monetary policy.  In particular, 
dollarization and the open capital account prevents a monetary policy that could either be 
used to counteract external shocks or to kick-start an export-led growth process.    

Fourth, the growth associated with the structural reforms did little to address the large 
inequalities in Bolivia and the recent slowdown has hurt the poor (particularly the urban poor) 
considerably.  Thus this approach to macro policy-making proved to be insufficient for 
achieving sustained pro-poor growth.  Fifth, the approach policy-making which combined 
Washington Consensus policies in the macro arena with strong expansion in social sector 
investments is only a viable option for pro-poor growth if the macro policies deliver sustained 
growth over the longer term.  Due to the external vulnerability of that growth, this was not 
possible in Bolivia and thus the approach to address poverty and inequality through social 
spending is no longer a viable option.  This also calls into question the type of policy package 
that was proposed by the World Bank in its 1990 WDR which promoted such a policy 
package, not only in Bolivia but all over the developing world.   

While it is fairly easy to arrive at these conclusions about the short-comings of this macro 
policy approach, it is considerably harder to come up with a policy package that would avoid 
these short-comings.  In particular, many of the constraints to developing a pro-poor growth 
agenda cannot be addressed by macro policy.  This is so for several reasons.  First, the deep-
seated inequalities in the economic, political, and social sphere cannot wait for positive 
distributional consequences of better macro policies that would materialize in the medium to 
long-term.  In fact, in the current political environment, it is very hard to have a frank 
discussion about medium- to long-term pro poor growth strategies at all.  Addressing these 
inequalities in the economic, social, and political dimension now must enjoy high priority.  As 
discussed in Klasen et al. (2004), among the issues to consider are land reform, tax reform, 
and (conditional?) transfer programs.  Similarly, further political, constitutional, and 
governance reform might be necessary.  Secondly, many of the constraints for pro-poor 
growth are less related to policies, but to their insufficient and distorted implementation.  As 
discussion in detail in Klasen et al. (2004) as well as Kaufman et al. (2003), severe 
governance problems have undermined otherwise well-intentioned pro-poor policy 
approaches such as decentralization, the national dialogue and PRSP process, and the 
implementation of agrarian reform.  Third, Bolivia’s unfavorable initial conditions reduce its 
options for pro-poor policy-making.  Particularly being a small land-locked economy with 
poor infrastructure and a highly uneven population distribution is likely to reduce the returns 
to any pro-poor growth agenda considerably.   

Nevertheless, it would be useful to point out a few macro policy issues that ought to be 
considered as part of a pro-poor policy agenda.  In order to address the domestic savings and 
external vulnerability constraint, a combination of policy measures ought to be considered.  
First, at the international level the question should be re-opened whether debt relief in the case 
of Bolivia was deep enough.  After several years of low growth, the foreign debt burden is 
high, putting pressure on the fiscal side and sharply curtailing any room for devaluations to 
improve the competitiveness of Bolivia’s economy.  Fortunately, Bolivia looks set to be a 
beneficiary of the new round of debt relief agreed to by G8 leaders recently. 

Second, measures to raise the domestic savings should be strengthened.  They should include 
both institutional strengthening of the financial sector, particularly the availability of reliable 
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savings institutions also in small towns and rural areas, policies to expand the coverage of the 
new fully-funded pension system (which currently covers only about 10% of workers, see 
World Bank 2004c), policies to shield savings from the risks of inflation (through index-
linked products and possibly a complete indexation of the economy), and policies to promote 
public savings (through limiting obligations on the pension system, savings proceeds from the 
gas project, and further debt relief or an increasing share of grant aid).  Third, measures to 
reduce dollarization should be pursued more vigorously to increase the ability of the monetary 
authorities to engage in pro-poor monetary policies.26  The results here as well as those of 
Schweickert et al (2005) show that such a policy could enable to government to manage its 
exchange rate in support of a pro-poor growth agenda.  Given the by now long record of low 
inflation, it should be in the interest of the government to begin pushing back the dollarization 
of its economy. This could be done via a set of incentives such as the recently passed financial 
transactions tax which is only levied on $-denominated transactions, differential reserve 
requirements for $ versus Boliviano denominated assets, and a push to popularize inflation-
indexed securities as the main form of issuing government debt.  

Once dollarization and the associated external vulnerability have been reduced, a much more 
active management of the exchange rate would become possible to promote international 
competitiveness and also address distributional issues.  In fact, a once-off devaluation to 
promote international competitiveness and boost outward-oriented growth ought to be 
seriously considered.  To maintain this flexibility, controls on capital inflows might be needed 
to ensure that they do not destabilize the currency and financial markets.  Should Bolivia 
increase its exports of natural gas as envisaged, management of the exchange rate through 
sterilization policies would be critical to limit Dutch disease effects. 

Lastly, Bolivia will need to work on diversifying its export base considerably to achieve 
sustained pro poor growth.  In order to do this, a much more active export promotion strategy 
would be needed to particularly develop high-value niche export articles.  The currently 
considered cadenas productivas (see Klasen et al. 2004) initiative is a good start but should be 
strengthened by more and more strategic incentives to promote non-traditional exports.   

Such a policy package might be in a better position to support pro-poor growth in Bolivia.  
But as stated above, macro policy alone will not be able to deliver pro-poor growth on its 
own. 
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