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Growth Rate (%)
Decades GDP Population Per capita income
1991-2000 5.05 245 2.50
2001-2004 2.87 2.12 0.71

Source: Bhusal, 2008
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Chapter One: INTRODUCTION

1.1 Background
Poverty is a common concern for all of us. Six decades of concentrated development work to alleviate poverty has not produced satisfactory results. Almost half of the world’s population still struggles with food, housing and other basic necessities of life. The Millennium Development Goals agreed upon by a majority of the World’s leaders during the United Nations Millennium Summit pledged to halve world poverty by 2015. It is highly unlikely that this target is going to be met. But why have we failed so miserably? With all the wealth, technology and knowledge in the world, why is survival a challenge for so many? Why has the rest of the world not been able to emulate almost two centuries of advancement and growth attained by the countries of the North? Is it a policy design problem? Are we following the wrong strategies for growth and poverty alleviation? 

The importance of a proper national strategy for poverty alleviation cannot be more necessary for a country than it is for Nepal. With over a third of its 28.5 million inhabitants living below the internationally defined poverty line, Nepal is one of the poorest countries in the world. The level of human development is extremely low and the country suffers from a literacy rate of 48.6%, infant mortality rate of 47.46 deaths per 1000 live births and life expectancy of 65.46 years
. Though significant achievements have been made during the last six decades of development, Nepal is the poorest country in South Asia and the quality of life of the average Nepali is much worse than for the average person living in the developing world (Ojha, 2004: 3). Public expectations for socio-economic change are high especially after the ending of the decade-long civil war and the establishment of the country as a Federal Republic. But what policies has the government implemented in the last quarter of a century to bring about socio-economic change? What impact did those policies have on improving the lives of the poor? Are the same policies being implemented today? What types of policies are required to dramatically reduce poverty levels?
1.2 Objective
After the establishment of multiparty democracy in Nepal in 1990, poverty alleviation became the top priority of the government. All of the national development documents highlighted the levels of backwardness and underdevelopment, and formulated public policy to reduce poverty. The objective of this Paper is to analyze these policies and also examine the impact they have had on the nation’s poverty reduction agenda. The mid-1980s was also the period when government policy shifted from a state-led ISI model to a market-oriented model of growth. This Paper attempts to investigate the nature of growth such a policy shift brought about and its impact on poverty. Further analysis is conducted based on a framework of pro-poor growth and questions are asked about if specific targeted policies are required for wholesale poverty reduction.

1.3 Research Question
To what extent has Nepal been successful in achieving pro-poor growth since the establishment of multiparty democracy in 1990? What has been the role of government policies in this regard?
1.4 Sub-Research Questions
1. What are the overarching goals of the government regarding poverty? What have been the development strategies and policies to achieve these goals? 

2. What are the poverty reduction trends in the last quarter of a century? Have the policies adopted by the government resulted in increased incomes for rural and poor sections of society or have they favored the urban elite?

3. What has been the performance of the economy with respect to generating employment opportunities of the rural poor? 

4. How has the government used Macro Economic Management tools to stimulate growth, and what impacts have they had on poverty reduction?
5. How have the implementation of the policies affected the agriculture sector? To what extent have they stimulated agricultural growth and poverty reduction? 
1.5 Methods and Methodology
This Paper is an investigation into the nature of the growth experienced in Nepal since 1990. It examines the impact growth has had on poverty reduction. The policies implemented by the government to generate growth and their impact on the lives of the poor are also analyzed. The Nepal Living Standards Surveys conducted in 1995/96 and 2003/04 are used as the main data source to establish changes in poverty levels to determine the impact of policies on poverty. The pro-market growth model adopted by the government is contrasted against the pro-poor growth model to evaluate the role of government policies in achieving pro-poor growth.

The analysis is based on comparative studies conducted by the World Bank, the International Monetary Fund, the Asian Development Bank and UNDP’s Human Development Report. Annual Reports of the Central Bank and the Ministry of Finance are also used. Government policies have been obtained through the Eighth Five-Year Plan (1992-1997), the Ninth Plan (1997-2002), the Tenth Plan (2002-2007), the 20-year Agricultural Perspective Plan and the on going Three-Year Interim Plan (2007-2010).

The analysis is based on a pro-poor growth framework. The pro-poor growth literature is vast, comprised of various definitions of pro-poor growth, ways to attain it, the issues involved, determinants of growth and important sectors for growth. Analyzing the policies of the government in all these aspects is however beyond the size and scope of this Paper. In an attempt to maintain the depth of analysis, only a few elements considered the most essential to a pro-poor growth framework have been handpicked and discussed.

In his paper, In Search of The Holy Grail: How to Achieve Pro-Poor Growth (2004), Klasen describes two ways of attaining pro-poor growth. The first is via growth that provides employment opportunities to the poor and increases their incomes. The second is through direct redistributive measures such as government spending, taxes and transfers. Klasen also makes the important distinction between the policies of pro-poor growth and the process of implementing the policies. Policies can consist of measures of macroeconomic stability, agriculture, trade and industrial policies, promotion of human capital of the poor, reduction of income and asset inequalities and population control. Distinctively, the process of implementation of policies involves notions of good governance, implementation capacities of the government, political stability and even the role of donor support. In an attempt to avoid spreading itself too thin and only providing a shallow analysis, this Paper will solely focus on economic growth leading to poverty reduction and the policies that lead to such a growth. It will not deal with anti-poverty redistributive transfers or the implementation processes of policies. Likewise, the definition of pro-poor growth is an important factor when analyzing to what extent growth was pro-poor. Though discussed in more detail in Chapter Two, the Paper defines pro-poor growth as growth that proportionally benefits the poor more than the non-poor. 

Handpicking and solely focusing on a few facets of a pro-poor growth framework is a delicate and tricky task. It is essential to choose policies and sectors that have the most impact on increasing the incomes of the poor. Given the context of Nepal, a country where 85% of the population lives in rural areas; where 70% are directly employed by the agriculture sector; where 47% of them are believed to be underemployed and where annually 300,000 new unskilled laborers enter the job market, the creation of employment opportunities for the rural unskilled poor will have the greatest impact on poverty reduction. It follows that growth in urban sectors employing skilled labor will have a minimal impact in poverty reduction.  Klasen aptly summarizes a framework favorable to the Nepali context by saying, “pro-poor growth must, in the first instance, focus on growth in agriculture and nonfarm rural growth, must be labor intensive and land intensive where the poor have access to land, and must be concentrated in geographic pockets of deep poverty” (2004: 71).

To this effect, this Paper will analyze three distinct facets of government policies. Given the massive underemployment problem of Nepal, creation of employment opportunities for the poor is vital. Therefore, to lift people out of poverty, growth needs to generate sufficient employment opportunities. Government policies and their effects on employment generation are analyzed in a separate sub-section to see if sufficient employment opportunities were created for the poor during the period of review. Likewise, Macro Economic Management is fundamental for pro-poor growth. Governments can promote growth of certain sectors and remove bottlenecks of others through the use of fiscal and monetary policies. Therefore fiscal and monetary policies are analyzed under a separate sub-heading to demonstrate policy objectives and impact on poverty.

Finally, policies pertaining to two important sectors of the economy – agriculture and trade – are discussed. The importance of the agriculture sector in Nepal cannot be overstated. It provides livelihoods for more than two-thirds of the population. Ample space is given to discuss the impacts of government policies in the agriculture sector. Similarly, the section on Trade primarily focuses on tariff reductions of foreign agricultural produce and its impact on the prices of homegrown products. Industrial policy, regrettably, is not discussed in this Paper. As mentioned above, it is not possible to discuss all the aspects of a pro-poor growth framework and given the limited size of this paper, this sector is omitted in favor of others mentioned above.  

The analytical section is preceded by a chapter discussing the theoretical underpinnings of Neoliberalism, Poverty and Pro-poor Growth. Under the Neoliberal sub-heading, the values that form the market-based growth agenda are discussed. Policy recommendations of the Washington and Post-Washington Consensus are spelt out and the arguments supporting pro-growth policies as the best pro-poor policies are presented. A separate sub-heading of Pro-poor Growth begins by choosing the definition of pro-poor growth used in this Paper and conducting a literature review of three specific areas of the pro-poor growth framework used to conduct the analysis of this Paper. Employment, Macro Economic Management and policies on Agriculture and Trade are presented to illustrate the difference in objectives and policy recommendations between general growth and pro-poor growth theories.  The literature review establishes the variations in policies between the pro-market growth model based on Neoliberal policies and the pro-poor growth model. A debate on whether growth is sufficient for poverty alleviation, or if a specific type of growth is required to maximize poverty reduction is provided to demonstrate the divergence of views of these two schools of thought. 

After establishing the theoretical and policy differences between the two growth models, the Paper analyzes the role of government policies in generating pro-poor growth. The analytical section discusses the policies implemented in the three areas chosen by this Paper. The impact of policies on poverty and the extent to which they were able to generate pro-poor growth is analyzed. Using the pro-poor growth model as a framework, effort is made to differentiate the nature of growth witnessed and the nature of growth that needs to be witnessed for maximum poverty reduction. The differences in policy recommendations of the market-oriented growth model and the pro-poor growth model and their subsequent impacts on poverty are highlighted to demonstrate the nature of growth in Nepal and how successful or unsuccessful it was in alleviating poverty.  

1.6 Research Limitations
Analyzing the entire government policy over a period of a quarter century through a pro-poor growth framework is too large a task for the size and scope of this Paper. The analysis, therefore, is limited to three areas considered important for poverty reduction. Employment, Macro Economic Management and sectoral policies on Agriculture and Trade are deemed to be the most vital sectors that can bring about growth that benefits the poor. Other important themes such as Industrial Policy, direct anti-poverty measures, social exclusion, education and health care have been consciously omitted to maintain ample focus on the three subjects mentioned above and to maintain and in-depth and focused analysis. 

The ability of the government to implement policies is perhaps as important as the formulation of the policies. The ability of the Nepali bureaucracy to successfully implement its policies and not be held hostage to corruption, favoritism and nepotism needs to be questioned. Many in Nepal, including Nepal’s development partners would opine that the major problem of the government is its inability to implement policies rather than the nature of the policies themselves. Nonetheless, this Paper, though recognizing the importance of this issue, limits itself to the debate of policy design and does not delve into the capability of the government to implement them.  

Nepal has been marred by political instability since the dawn of multiparty democracy in 1990. The nation has had 19 different governments in the last 19 years. No single government fulfilled its tenure. The Maoist-led conflict exacerbated the situation. The then-insurgents held a significant portion of rural Nepal and the government was not able to implement a majority of its programs in these areas. Development expenditure, in addition, had to be decreased to make additional resources for military expenditure. The war resulted in a loss of economic growth and postponement of development activities. These disturbances caused by the political instability and the civilian conflict are also beyond the scope of this Paper. 

1.7 Organization of Chapters
This Paper is organized in five chapters. Chapter Two provides the literature review of the two models of growth used to analyze the policies of the government. After discussing the policy recommendations of Neoliberalism the Chapter provides pro-poor growth literature on Employment, Macro Economic Management, Agriculture and Trade policies. The Third Chapter presents background information on Nepal in terms of poverty and growth. It briefly describes the political and development history of the nation and using two surveys conducted by the Central Bureau of Statistics, presents changes in poverty levels in rural and urban Nepal. In addition, there is a sub-section describing official government policies and strategy. Chapter Four analyzes government policies and their outcomes. Policies on Employment generation, Macro Economic Management, Agriculture and Trade policies are analyzed with special emphasis given to the impacts these policies have had on growth and poverty alleviation. The final Chapter summaries the findings of the Paper and provides some policy recommendations.  

Chapter Two: THEORETICAL FRAMEWORK

2.1 Growth is Essential
The OECD countries have experienced sustained periods of economic growth during the last 150 years and as a result have effectively managed to alleviate poverty from within their national boundaries. Other success stories of the last half a century, namely those of East and South East Asia, have also managed to significantly reduce poverty in a remarkably short span of time. These Asian nations also experienced high levels of sustained growth for multiple numbers of years. In fact, all nations that have managed to reduce poverty have done so through long periods of high growth.  Economic growth, it thus can be said, is a necessary component for poverty reduction. Nations cannot reduce poverty without sustained growth over decades. Osmani goes further to claim, “[a] spate of recent empirical studies indeed demonstrates that persistent growth failures have invariably been accompanied by persistent failure to reduce poverty, and that, conversely, sustained and rapid economic growth has invariably been accompanied by reduction in poverty” (2003: 2). Growth is essential for poverty reduction.

It is, however, important to remember that though economic growth is a necessary element, growth in itself is not sufficient for poverty reduction. The extent to which those suffering from poverty are able to benefit from growth determines the impact growth has on poverty. “The pattern and sources of growth as well as the manner in which its benefits are redistributed are extremely important from the point of view of achieving the goal of poverty reduction” (Islam, 2004: 1). Neither is there an invariant relationship between growth and poverty reduction. Osmani argues, “faster growth is not always accompanied by faster rate of poverty reduction, just as slower growth does not always entail slower rates of poverty reduction” (2003: 2). The sectors benefiting from growth and the manner in which the generated growth is distributed and re-invested for future growth is equally as relevant as growth for poverty reduction.

This Theoretical Framework provides a literature review of two growth models. First, it seeks to explain Neoliberal values and how they have shaped the policies recommended by the Washington and Post-Washington Consensus. It also provides a discussion of the impacts of Neoliberal policies on poverty reduction. After discussing the various accepted standards of measuring poverty, it then seeks to explain the underpinnings of a pro-poor growth framework. Specifically, it focuses on how poverty reduction can be accelerated by targeted policies on Employment, Macro Economy Management and sectoral policies on Agriculture and Trade. Effort is made to highlight differences between pro-market and pro-poor growth policies. 

2.2 Growth via Neoliberalism

Many countries of the world embraced Neoliberalism in the last quarter of a century. It is based on the market as the main vehicle for economic growth. This section of the Paper focuses on the values Neoliberalism is derived from, the policies promoted by the Washington and the Post-Washington Consensus and a literature review on how policies that enhance growth are the best means of poverty reduction. 

Though there is no single definition of Neoliberalism, it is possible to identify a broad range of core values on which it is based. Ha-Joon Chang argues that it draws from the neo-classical axiom of human rationality as the guiding principle of utility maximization, while also drawing on notions of individual freedom, liberty and entrepreneurship from the Austrian Libertarian School (Burlamaqui, 2000: 4-5). For a neoliberal mind, human rationality and individual entrepreneurship are the best mechanisms to attain growth, maximize societal well-being and consequently reduce poverty. David Harvey, in his book A Brief History of Neoliberalism, argues that human well-being can be maximized “by liberating individual entrepreneurial freedoms and skills within an institutional framework characterized by strong private property rights, free markets and free trade” (2005: 2). 

In connection with the belief in individual entrepreneurship, the role and responsibility of the government is an issue of strong concern for Neoliberals. Thorsen & Lie define Neoliberalism as a set of beliefs distinguishing the role of the State and the role of the market. The movement believes in downsizing the role of the State and providing more space for private actors. Neoliberals are convinced that “the only legitimate purpose of the state is to safeguard individual, especially commercial, liberty, as well as strong private property rights” (cf. especially Mises 1962; Nozick 1974; Hayek 1979 cited in Thorsen & Lie, 2007: 14). 

Consequently, the Washington Consensus policies were derived from Neoliberal values of entrepreneurial freedom to individuals, retrenchment of the role of the State and a market-based economy. It comprised of a set of 10 standard one-size-fits-all policy instruments that was expected to ‘set the house in order,’ generate growth and lead the world out of poverty (Williamson, 1990). It proposed the formula of stable macro-economic policies, outward-oriented economy and free market competition as the best avenue for growth, and advocated for a reduction of the role of the State in determining key economic factors such as exchange rate setting, interest rate setting, trade policies and regulations. Concerning the role of the government, it believed that public enterprises “had often been captured by narrow interest groups, and served as the source of endemic corruption. Addressing this problem required reducing state discretion, downsizing governments, and encouraging a much greater role for the private sector” (WB, 2005: 6). The WC effectively limited the ability of governments to provide additional support to the poor and marginalized. Inflation control was given priority over employment creation. Budget cuts meant various social spending programs had to be terminated. Curtailment of government expenditures limited the ability of the government to initiate employment generation programs and other measures aimed specifically to benefit the poor. In addition, WC policies had economic growth as its main priority and did not feel the need of having specific policies aimed for the poor. The free market and ‘getting the prices right’ were supposed to generate the best results for everyone. 

In line with WC thinking, many prominent economists have argued that growth is beneficial for the poor. In a hallmark study Growth is Good for the Poor, Dollar & Kraay use empirical data to argue that “growth on average does benefit the poor as much as anyone else in society, and so standard growth-enhancing policies should be at the center of any effective poverty reduction strategy” (2002: 219). They furthermore claim that WC policies are the best growth policies, stating that “a variety of pro-growth macroeconomic policies, such as low inflation, moderate size of government, sound financial development, respect for the rule of law, and openness to international trade, raise average incomes with little systematic effect on the distribution of income” (ibid: 218). Jagadish Bhagwati toes the same line, arguing that “growth was, and is, desired because it would reduce poverty … creates jobs that ‘pull up’ the poor into gainful employment … provides revenues with which we can build more schools and provide more health care facilities and also for the advancement of progressive social agendas” (2001: 844). Dollar & Kraay, in another article titled Spreading the Wealth, disagree with the claims of WC polices leading to more income inequality. In fact, they claim that “globalization has promoted economic equality and reduced poverty” (2002: 120). They further their argument by stating that world inequality has steadily risen for the last 200 years and it is only since 1975 that it has stopped and possibly decreased as a result of WC policies. This line of thinking firmly believes that the best pro-poor growth strategy is a pro-growth strategy. 

Contrary to the arguments of Dollar & Kraay and Bhagwati, the World Bank itself, in its 2005 report admitted growth performances in the world were not as high as expected despite following the WC policy recipe of controlling fiscal deficits, exchange rate liberalization and inflation control (2005: 17). “Not only has overall growth been lower, but the degree of inequality in the global economy appears to have increased during the era of neo-liberal restructuring” (Onis & Senses, 2003: 6). The apparent failure of the WC gave rise to a more nuanced set of 10 additional policy instruments popularly known as the PWC.  As a departure from WC, it recognized the importance of well functioning institutions for a market economy, called for a greater role of the government to create a conducive business environment, provisions of social safety nets and “emphasized the importance of additional policies to deal with key social problems such as pervasive unemployment, poverty and inequality” (ibid: 18). Though the PWC gave more significance to the needs of the poor, it still firmly maintains the Neoliberal core value of a growth model driven by market-oriented principles. 

2.3 Poverty
As a Paper dealing with the issue of poverty, it is important to understand what poverty is, to know who the poor are and to identify the principle reasons that cause poverty. Parameters defining poverty become essential in the quest of poverty reduction. There is, however, no one standard definition of poverty. It is a multi-dimensional multi-faceted phenomenon. 

Laderchi et al. (2003) identify four ways of approaching poverty. The “monetary and capability approaches are fundamentally concerned with absolute poverty” while the social exclusion and participatory approaches are more relativist in nature (ibid: 263). The monetary approach is measured on the basis of income capacity of people. The World Bank has determined two standard threshold levels of monetary poverty. People earning less than USD 1.25 per day in 2005 PPP terms are regarded as people living in extreme poverty and those earning less than USD 2 per day are considered to be living in moderate poverty
. The capability approach offers a more holistic framework. It measures poverty levels of a nation on the basis of the enlargement of people’s choices and capabilities by factoring in specific elements such as life expectancy, adult literacy, infant mortality, access to improved water, incidence of malnourishment, etc. in conjunction with income.
 

Likewise, poverty can also be a relative and societal concept. The social exclusion approach goes beyond the absoluteness of poverty and asserts that people feel poorer or richer in relation to other people they engage with. Peter Townsend argues that people “can be said to be in poverty when they lack resources to obtain the types of diets, participate in the activities and have the living conditions and amenities which are customary, or at least widely accepted and approved, in the societies to which they belong to” (Townsend 1979, pg. 31 in Allen & Thomas, 2000: 12). Similarly, the participatory approach is also a relative approach to poverty. The uniqueness of this approach is that it does not impose externally derived benchmarks on separating the poor from the non-poor. It allows the community in question to define and determine the meaning and measure of poverty for their particular community (Laderchi et al., 2003: 260).  

The definition of poverty is important because it influences how poverty is measured and has implications on policy design. While recognizing the importance of the value of the relative approaches, this Paper uses the two absolute methods of determining poverty. It measures poverty using the World Bank’s definition of income poverty of less than USD 1.25 per day and the Human Development Index as an indicator of poverty. 

2.4 Pro-Poor Growth:

There are three ways of defining pro-poor growth. The first one can simply be regarded as growth that decreases the number of people living in poverty. It neither considers the distributional aspect of growth nor does it pay heed to deteriorating inequalities. Its sole focus is on getting people out of poverty. The second type of inclusive growth takes into account the level of inequality within a country. It defines pro-poor growth as one that lifts people out of poverty in absolute terms while not increasing the income gap between the poor and the non poor. In this scenario the poor benefit from growth as much as the rich. The third brand of pro-poor growth not only promotes a decrease in the absolute number of people in poverty but more importantly argues that growth needs to prioritize the poor so that growth proportionally benefits the poor more than the non-poor. 

In line with the third brand of pro-poor growth, the Nepal Human Development Report 2004 defines pro-poor growth as growth that is heavily biased towards the poor. “Growth becomes pro-poor when it uses the assets the poor own, favors the sectors in which the poor work, and takes place in the areas in which the poor live” (UNDP, 2004: 2). This Paper agrees with this brand of pro-poor growth defines it as growth that creates employment opportunities and increases incomes of the poor. Such policies are deliberately biased towards the poor, and from these the poor benefit disproportionately more than the rich. 

Conversely, supporters of Neoliberalism claim that growth in itself is essentially pro-poor; that pro-growth policies are the best pro-poor policies. The theoretical debate no longer revolves around whether growth is necessary. Broad consensus has been reached that it is. The lingering debate is centered on if growth in itself is sufficient for poverty reduction, or a specific type of growth is required to substantially reduce the plight of the millions of poor; and if so, what policies can help attain this type of growth and how it is different than the Neoliberal growth agenda. The upcoming sections will focus on pro-poor growth literature of three specific ingredients that are essential for poverty reduction - Employment, Macro Economic Management, polices on Agriculture and Trade. The discussion is presented with the aim of illustrating the difference between growth and pro-poor growth, and identifying specific policies required to generate pro-poor growth. 

2.4.1 Employment
The quantity and quality of employment generated by growth plays a crucial role in poverty reduction. In Exploring the Employment Nexus: Topics in Employment and Poverty S.R. Osmani claims that people are poor because they either are underemployed or because they have low returns to labor (2003: 5). Therefore, to lift people out of poverty, growth needs to generate sufficient employment opportunities and also increase the productivity of labor so that returns to labor are higher. Square (1993) recognizes that “economic growth that fosters the productive use of labor, the main asset owned by the poor, can generate rapid reductions in poverty” (Square, 1993: 381 in Islam, 2004: 3). Islam, in addition, provides the ideal nexus between growth, employment and poverty reduction which he refers to as a virtuous cycle where in economic growth leads to “poverty reduction via growth of employment with rising productivity, and reduced poverty creating the possibility of further increases in productivity and high rates of economic growth” (ibid: 4). This cycle not only increases the number of employment opportunities for the poor but also increases wages via increases in labor productivity.

In his paper, Osmani provides a framework wherein he identifies three specific factors that significantly influence the ability of the poor to benefit from growth. The growth factor refers to the rate at which the “production potential of the economy expands,” the elasticity factor depends on how employment elastic growth is and finally, the “integrability” factor refers to the ability of the poor to integrate into the labor force and benefit from growth (2003: 7). Poverty reducing growth therefore needs to have a high elasticity of employment such that increase in economic activity is accompanied by a high rate of employment creation. Finally, growth is proportionally more beneficial to the poor if high growth and employment creation are in sectors that can employ the poor and do not require skilled labor. It is thus very important for the poor “to integrate into the process of economic growth and get access to the jobs that are created” for growth to be inclusive (Islam, 2004: 4). An employment-based poverty reduction strategy therefore requires specific policies to make growth more employment elastic and create the types of employment that uses the available assets of the poor. Policies need to encourage the creation and growth of industries that are best suited to employ the poor because, “[i]f the new opportunities are such that the capabilities they demand do not match the capabilities of the poor, then either non-poor workers will seize the opportunities or perhaps the opportunities will not be seized at all” (Osmani, 2004: 15). Therefore, distortionary policies that encourage and are biased towards capital-intensive industries in countries that have abundant pools of unskilled labor do not promote pro-poor growth (ibid: 13).

Growth is always desirable but the pattern of growth, especially if poverty reduction is the priority, is equally important. As mentioned above the type of growth and the sectors that experience growth are essential for growth to be inclusive. An alternative view is that modest growth can also rapidly decrease poverty if the afore-mentioned criteria are part of the growth process, i.e. “if the pattern of growth is sufficiently employment-intensive and the poor can readily integrate into the growth process and benefit from the income-earning opportunities that open up” (Islam, 2004: 11). Poverty reduction is possible with low levels of growth as long as growth occurs in specific pro-poor sectors and creates employment opportunities to the poor. In addition, a pro-poor growth strategy also needs to increase the physical infrastructure in geographically poor regions. The poor may live in geographically remote areas without adequate transportation and other infrastructure facilities required for the proper functioning of industries in that locality (ibid: 14). 

These policy directives are fundamentally different from the Neoliberal policy instruments because “[w]ithout investment in directly producing sectors, shear reliance on extending neoclassical wisdom to this sphere through emphasis on labor market flexibility is not likely to generate employment on a scale sufficient to alleviate the immense pressures on the supply side of labor markets and bring about a significant turnaround in the prospects of unskilled labor” (Onis & Senses, 2003: 22). If the reason for poverty is that the poor are underemployed and have low returns to labor, then targeted programs that employ the poor and make use of their unskilled labor are required. Growth of these labor-intensive sectors will accelerate poverty reduction, and concentrated programs are thus required to catalyze labor-intensive sectors of the economy and provide the poor with employment opportunities. 

2.4.2 Macro Economic Management 
Macro Economic Management consists of fiscal and monetary policies used by the government to manage and guide the economy towards macro stability and growth. People adhering to the Neoliberal ideology, as mentioned further above in this Chapter, are of the opinion that the free market is the best mechanism to achieve optimal efficiency and, therefore, the government should limit its role in the economy and solely focus on creating an environment of price stability, low inflation, economic liberalization and deregulation. Promoters of pro-poor growth, conversely, have a different point of view. Since poverty reduction is the main priority of developing countries, policies that induce pro-poor growth should be prioritized over low inflation and balance of payment issues. In a UNDP paper, authors Roy and Weeks argued that “[t]he economic function of government is not merely to maintain a stable macro environment; its primary responsibility to its citizens is to foster the general welfare.” (2005: 5). Filho, on the other hand, calls for a more proactive State because for him, “the State is a fundamental tool of collective action. The State is the only social institution that is at least potentially democratically accountable and that can influence the pattern of employment, the production and distribution of goods and services and the distribution of income and assets at the level of society as a whole” (2004: 46). 

Fiscal Policy is the main tool of the government to stimulate the economy and induce growth in the sectors it desires. By employing an expansionary fiscal policy, the government can increase aggregate demand, create new employment opportunities for its people and generate higher rates of growth (McKinley, 2004: 7). Roy & Weeks further stress the impacts of an expansionary policy if it leads to an increase in public investment in infrastructure projects in rural areas. They list four specific scenarios the poor can gain:
“1) public works projects that directly hire the poor,

2) increases in the wages of the poor engaged in other activities as a result of public sector projects leading to a tighter labor market,

3) creation of infrastructure assets that gives the poor access to markets and lowers their production costs, and

4) social sector assets such as schools and health clinics that increase the productiveness of the poor, as well as facilitating their participation and integration into the political system” (2005: 14).

Furthermore, Filho claims that public investment in physical infrastructure such as “roads, ports and airports, water, sewerage and irrigational systems, electricity generation capacity and transmission lines” etc. and labor productivity through “public education and training programs, public transportation or public health provision” are very effective in promoting pro-poor growth (2004: 21). Likewise, for rural development, “investments made in better seeds and fertilizers, improved crop selection, better irrigation, storage and transportation facilities” help the poor climb out of poverty (ibid: 21). All of these policies provide jobs for the poor, improves their standard of living and can lead to increased economic activities in rural areas. 
Regarding increased government spending, there has been a long standing fear among policy makers of increases in public investments crowding-out private investment. Authors promoting pro-poor growth have, however, refuted such claims arguing that public investment actually crowds-in (attracts) private investments because both human and physical infrastructure are underdeveloped in developing countries. Filho cites examples of two countries – China and Vietnam as countries with substantial levels of public investment which facilitated large amounts of private investments. In a study conducted among Asian countries, it was empirically proven that in countries such as Cambodia, Indonesia, Mongolia and Nepal, weak public investment has led to “inferior investment performance by the private sector” (ibid: 22). Therefore public investments that lead to better infrastructure can potentially stimulate the rate of growth, especially in rural areas suffering from lack of infrastructure. 
In terms of monetary policy, it is up to the government to determine the levels of inflation, investment and employment. Neoliberals believe inflation control and price stability to be the basis of a sound monetary policy. Supporters of pro-poor growth, however, do not believe inflation control should be the sole focus. Though hyperinflation needs to be avoided, they also prioritize the need for employment generating growth and are willing to allow some level of inflation to achieve that growth. McKinley claims that “[s]low growth and low employment hurt the poor more than anyone else” and “[w]ithout jobs and income, people cannot benefit from price stability” (2004: 8). Therefore it is important for a monetary policy to promote an investor-friendly environment by decreasing the cost of credit. The issue of inflation and how much is ‘acceptable’ has provided cause for debate. Filho believes that inflation should not be controlled at the cost of poverty reduction. He states, “[t]here is no question that contractionary fiscal and monetary policy can help reduce inflation, whatever its cause. However, this strategy is rarely compatible with sustained growth, macroeconomic stability or the achievement of pro-poor outcomes” (2004, 26). McKinley, on the other hand, agrees that inflation, in general, is undesirable. He, however, believes that one needs to look at the rate of inflation. High levels of inflation of 40% definitely hurt the poor but he also argues that inflation lower than 5% can also hurt the poor by “impeding growth and employment” (ibid: 9). Therefore a pro-poor monetary policy should aim for macroeconomic stability while at the same time allow for some inflation in order to promote investment and employment generation.
Another contentious issue concerns the objectives of the Central Bank. Neoliberals prefer mandating Central Banks to solely focusing on price stability and inflation control. Filho disagrees with such a policy recommendation arguing that Central Banks should have as their objectives, “not only inflation stabilization but also economic growth, employment generation, financial sector stability and macroeconomic equilibrium” (ibid: 35). He believes the Central Bank needs to take a more participatory approach in policy setting. Important stakeholders such as “labor unions, NGOs and other representatives of civil society” should be represented in the board of the Bank to make its policies more accountable to the people and not solely based on price stability and inflation control (ibid: 34).  

In sum, pro-poor macro policies are at times in contradiction with market-oriented ones. While Neoliberalism preaches fiscal discipline, balanced budgets, indirect taxation systems, inflation control and price stability, pro-poor policies call for balancing macroeconomic stability with targeted policies to help the poor. This can be achieved through a more proactive role of the government through increase in public investments to create jobs in rural areas, progressive taxation systems and prioritizing increase in access to credit and investments for employment generation. These policies not only generate growth but ensure that growth is broad based and shared proportionally more by the poor and marginalized.

2.4.3 Agriculture
The importance of agriculture for poverty reduction in Nepal cannot be overstated. Growth in this sector is a must to achieve pro-poor growth. Dorward et al. in A Policy Agenda for Pro-poor Agriculture Growth provide some relevant reasons for ongoing levels of poverty; among which, lack of infrastructure, worsening terms of trade and limited irrigation potential are specific reasons for rural poverty as well as low levels of agricultural growth (2001: 1). Many other authors and studies have written about the strong correlation between rural poverty and growth in the agriculture sector claiming that growth in the agriculture sector is essential for poverty reduction. According to Pasha, growth is pro-poor if it occurs in the following areas:

· “sectors in which the poor work (such as agriculture)

· areas in which they live (such as underdeveloped regions)

· factors of production which they possess (such as unskilled labor) 

· outputs which they consume (such as food)”
(2002: 5)

Growth in the agriculture sector is even more important in agrarian nations. Due to lack of alternative meaningful employment opportunities, the poor, a majority of whom are unskilled, rely on this sector for their livelihoods. Therefore growth in this sector, in most cases, can de facto be considered pro-poor growth. Doward et al. emphasize the importance of this sector in poverty reduction due to the large proportion of GDP and more importantly the proportion of labor force it employs in developing countries. Citing Mellor’s work, they claim, “there has been a tendency to generalize that economic growth reduces poverty, when in fact it is the direct and indirect effects of the agriculture growth that accounts for virtually all of poverty decline” (2001: 7). 

Growth in the agriculture sector provides a positive multiplier effect to the rural non-farm economy. Increase in agricultural production leads to increased commercial activities in rural areas providing alternate employment opportunities to underemployed farmers.  Dunham uses Mellor’s argument to state that growth in the agriculture sector directly causes the growth in the agro-related sectors such as agro-trade, transport and service, and in addition, can “even dictate the pace and pattern of industrial expansion” (1991: 2). Therefore, high levels of sustained growth in agriculture not only leads to an increase in rural household incomes but also stimulates growth of the rural non-farm sectors, increases agriculture productivity and helps in the transition of the economy from an agrarian one to a broader base of manufacturing, industries and services.  

An equitable land ownership structure plays an important role in determining the benefits of agriculture growth among the farming community and reduction in levels of poverty. Land is held unequally in a majority of the countries of the world. Though the degree of inequality differs from nation to nation, very few countries have managed to create equal land tenure systems. In fact some have argued that a “defective land tenure system is the main reason why there is rural poverty and not enough agricultural growth” (Griffin et al., 2002: 280). Some of the examples of countries that have significantly reduced poverty via agricultural growth such as South Korea, Taiwan, Japan and Vietnam successfully implemented equitable land distribution programs. Though other programs such as irrigation schemes, credit facilities, market access, etc. also need to be part and parcel of a holistic agricultural development strategy, an equitable land tenure system is to a large extent fundamental. 

Therefore pro-poor growth strategies require the direct involvement of the government to provide links and services to remote and rural agriculture-based communities. Rural areas often lack adequate infrastructure to facilitate and increase productivity and market accessibility. For example, “[s]mall irrigation projects contribute immediately to agricultural productivity bringing tangible benefits to local farmers. A rural feeder road improves mobility of local communities and reduces transportation costs which have impacts on economic activities” (Jahn & McCleery, 2005: 6). Government policies that provide such infrastructure along with modern agriculture inputs, access to credit and markets result in increased agricultural productivity, increased incomes of farmers and reduction in poverty.

As can be seen, these policy recommendations fundamentally differ from the Neoliberal ones. While the free market approach calls for limited government intervention in the market-based economy, a pro-poor strategy essentially involves direct involvement of the government in providing a far more equitable land distribution system, investments in specific areas to increase agricultural productivity and policies to aid the growth of this sector. 

2.4.4 Trade Policies
How has trade impacted poverty? The jury is still out. Bhagwati & Srinivasan provide a summary of the points of views of prominent authors in this field. They say Jeffrey D. Sachs and Andrew Warner (1995) and Jeffery Frankel and David Romer (1999) believe that trade has positively impacted growth and poverty; while Anne Harrison (1996) and Francisco Rodriguez and Rodrik (1999) believe otherwise (2002: 181). However, there seems to be consensus that though trade is required for growth and poverty reduction, it in itself is not sufficient. A UNDP report states, “liberalizing trade does not automatically ensure human development, and increasing trade does not always have a positive impact on human development” (2003: 1). Even Bhagwati & Srinivasan admit that trade and growth need to modeled in a way so that it changes the lives of the poor (2002: 181). Thus the question is not whether trade benefits growth but more specifically what policies are required for the benefits of trade to be inclusive. Rodrik (2001) supports this line of thinking and argues that trade liberalization should happen not for the sake of liberalizing trade but for development and poverty reduction (UNDP, 2003: 1). Therefore trade policy needs to be designed so that it benefits the poor and helps reduce poverty. 

Pro-poor trade policies need to be country specific and need to reflect the comparative advantages and disadvantages of the specific country. Though free trade is highly desirable, the poor can be aided by protecting certain industries that employ a large percentage of the population and by maintaining positive terms of trade in sectors the poor work in. Since a large portion of the population is dependent on the agriculture sector in a majority of the developing countries, trade policies need to enhance the ability of these farmers to produce more yields and limit price fluctuations. 

Though the pro-market model promotes free trade and removal of tariff barriers, pro-poor growth framework argues that nations need the space and ability to pick and choose the right set of trade policies that provide maximum benefits to its people. Trade policies need to prioritize the well being of the population, especially the marginalized. The poor and week need support and protection from the competitive forces of the market economy. They are not endowed with sufficient productive assets to compete and survive in a super-competitive globalized world. Therefore national governments need the space to “safeguard and protect people’s livelihoods and set their own course for growth, diversification and development … over trade liberalization, deregulation and privatization” (ibid: 1). 

Chapter Three: NEPAL BACKGROUND
3.1 Introduction
Chapter Three provides background information of Nepal in the context of poverty and poverty reduction. The first part of this Chapter briefly describes the political and developmental history of the country. The section on the political history pans out Nepal’s movement from the rise of the Shah Monarchy to the century-long Rana autocratic rule, Nepal’s experiment with democracy, and finally the Maoist civilian conflict that led to the downfall of the Shah Dynasty and turned Nepal to a Federal Republic. The section on Development History tries to explain the development path adopted by the country since the 1950s and the level of backwardness existent in Nepal back then. 

Using the results of the Nepal Living Standards Surveys (NLSS I and NLSS II) conducted by the Central Bureau of Statistics (CBS) in 1995/96 and 2003/04, the sections on Growth and Poverty describe growth and poverty trends of the past two decades. The figures indicate that though poverty is on a decreasing trend, the incidence of poverty is location specific and the rate of decrease in poverty in rural areas is significantly less than in urban areas. Given that 85% of the population lives in rural areas, this is a worrisome trend. Finally, the last portion of this Chapter describes the policies adopted by the government for poverty alleviation.
3.2 Political History
Nepal was unified by King Prithvi Narayan Shah of the Kingdom of Gorkha in 1768 (Library of Congress, 2005: 1). In 1846, a military commander, Jung Bahadur Kunwar, wielded power from the Royals and started an autocratic and hereditary system of rule. The Monarchy was reduced to a ceremonial role and the Rana Dynasty ruled the country till 1951 (ibid: 3). Nepal made little, if any, progress during the Rana period that was characterized by “[r]ampant nepotism and inefficient administration [handicapping] political development, and rural development suffered from the delegation of authority to local kings and landlords who acted as autonomous dictators” (ibid: 3). The country had its first experience in democracy from 1951 to 1960 after which the King dismissed the elected government and replaced it with a party-less Panchat system of government. A popular uprising in 1990 ended the Panchat era and the 1990 Constitution provided a system of multiparty democracy with a constitutional Monarchy.
 

The Maoists, officially known as the Communist Party of Nepal (Maoists), participated in the 1990 elections. Not being able to secure even 5% of the votes, they denounced the 1990 Constitution and decided to wage an armed revolt against the State in February of 1996 (Sharma, 2006: 1245). “They then demanded the abolition of the constitutional monarchy and replacement of the existing parliamentary system with one party communist rule” (ibid: 1245). A decade long violent civil war ensued and finally, a Comprehensive Peace accord was signed in November 2006 leading to an interim Constitution
 and Constituent Assembly elections on April 10, 2008.
 The Constituent Assembly overwhelmingly voted to abolish the Monarchy converting Nepal into “a secular, federal, democratic republic” on the 29th of May, 2009 (Ghimire, 2008). 

3.3 Development History
Nepal was a late starter in the ‘development’ process. While the rest of the world was industrializing and increasing trade with other nations, “Nepal remained in isolation and obscurity for more than 100 years of the Rana rule” (Congress, 2005: 9). Till 1952, the autocratic Rana rulers used the national revenues as private wealth and spent it at their discretion. When the first Five-Year Development Plan was implemented, Nepal literally lived in the dark ages. In the name of infrastructure, it only had 624 kilometers of roads, 335 telephone lines and 450 Kilowatts of electricity (ibid: 9). As little as five percent of the overall and one percent of the female population was literate. Society was highly patriarchic with ascription and the caste system defining status and prominence. “The land based economic activities protected feudalism and social exploitation. The position of women remained more vulnerable and exploitative as they remained deprived of property rights, education, health services and equal status in the family” (ibid: 9).

Khatiwada & Sharma argue the social, political and economic condition of Nepal was extremely unfavorable for development. They cite five primary reasons why, in the 1950s (and perhaps even at present), Nepal was not prepared for rapid growth and poverty reduction. Firstly, the infrastructure was very weak with no roads, no electricity and no forms of modern communication systems. Second, the entire population was illiterate and unskilled. Third, the nation did not possess sufficient capital stock to jump start industrialization. Fourth, social mobilization and labor mobility were constrained by notions of untouchablility and caste-based division of labor. Finally, the authors cite weak political leadership to change existing social values and institutions (2002: 10). 
Influenced by the politics of its socialist neighbors and after the advent of democracy in 1950, Nepal embarked on state-centered Five-Year Development Plans. The First Plan (1956-61) emphasized “the development of physical and social infrastructures, agriculture and establishment of import substituting industries” (ibid: 7). The adoption of the ISI model made the government guide the economy through industrial licensing, commercial, fiscal and financial and foreign exchange regulations. Nepal has had 10 subsequent Five-Year Development Plans and is currently in a Three-year Interim Plan. Though previous Plans were focused on state-led industrialization, starting from the Eight Plan in 1992, poverty alleviation has been the overarching goal of government policy. 
3.4 Growth
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The policies adopted by the government neither prompted high levels of sustained growth nor were they able to reduce existing inequalities. Growth rates since the 1990s were moderate at best and barely kept pace with population growth. Table 3.1 compares the growth of the economy to population growth. Though GDP growth rates appear healthy with a growth rate of 5.05% from 1991-2000, after accounting for population growth of 2.45% for the period, per capita income only grew at 2.5% during this period and at an even lesser rate of 0.71% from 2001 to 2004. Furthermore, the growth was not equal in all the sectors of the economy and not equally shared by the population. The already high incidence of income inequality got worse during the review period. The Gini coefficient increased from 0.38 in 1996 to 0.47 in 2003 (WDI, WB: 2008). According to a WB report, income growth was caused by increasing returns to human and physical assets. The poor lack both these vital assets, thus resulting in an increase in inequality across the nation. 

3.5 Poverty
There is a high incidence of poverty in Nepal. With Gross National per capita Income of USD 320 (2006), it is the poorest country in South Asia and the 13th poorest in the world.
 It “has the lowest per capita GNP, real GDP, life expectancy at birth, adult literacy, and high infant mortality which together culminates into the lowest Human Development Index of 0.48 compared to an overall average of 0.55 for South Asia and 0.65 for developing countries as a whole” (Ojha, 2004: 3). Social exclusion along gender, caste and ethnic lines magnify the situation for the marginalized. “Low economic growth rate, growing unemployment and intensifying poverty culminating in a vicious cycle of low income, low savings and low investment have led the country to a low level of equilibrium” (Khatiwada & Sharma, 2002: 7).

The following sections analyze the trends of changes in levels of poverty across regions. Using data collected by the NLSS surveys in 1995/96 and 2003/04, efforts are made to understand the impact of government policies in income poverty levels nationally and between urban and rural populations. The impact of these policies on the standard of living measured by the Human Development Index is also reviewed. All the findings indicate that though poverty levels are on the decline, urban areas have relatively benefited more than rural areas. Given that 85% of the population still live in rural areas, the benefit of such policies can be claimed to be biased and favoring a few at the expenses of the majority. 
3.5.1 Poverty Trends Across Regions
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Poverty Head Count Rate (%)
1995-96 2003-04 Change (%)
Nepal 41.76 30.85 -26
Urban 21.55 9.55 -56
Rural 43.27 34.62 -20

Source: WB, 2006




On a national level, poverty head count declined from 42% in 1995/96 to 31% in 2003/04 (Table 3.2). Almost a third of the Nepali population still lives below the official extreme poverty line. The surveys also calculated the number of people earning less than the international standard of USD 2 per day. An astounding 62.5% of the population was still living below this benchmark in 2003/04 (CBS, 2004). Therefore, though poverty rates have decreased in the given time period, prevalence is extremely high and more needs to be done to reduce poverty levels.
There is a vast difference in income poverty and the rate of poverty reduction between rural and urban areas. With 85% of the entire population and 95% of the poor living in rural areas, poverty is a predominantly a rural phenomenon (WB, 2006: 6). Government policies therefore should focus on promoting economic growth in rural areas so that poverty in rural areas decline at higher rates. Unfortunately the contrary was witnessed during the period of the NLSS surveys. The rate of poverty reduction was less in rural areas than in urban ones. Though both areas witnessed a decrease in poverty head count, poverty decreased by 56% in urban areas where as only 20% in rural areas (ibid: 6). Such a slow rate of reduction in poverty in areas where a majority of the poor live is a cause for grave concern and calls for implementation of more pro-poor policies in rural Nepal.
3.5.2 Human Development
As with income poverty, the level of human wellbeing is very low in Nepal. In 2006, it ranked 145th amongst 179 nations with a score of 0.530 (UNDP, 2009: 27). The situation is still dire with life expectancy at only 63 years and almost half of the population still illiterate. In fact, as portrayed in Table 3.3, Nepal in 2004 lagged behind in all basic human development indicators in comparison to South Asia and to the Developing Countries of the world. Annual population growth and infant mortality are higher than the South Asian and Developing Countries averages where-as life expectancy, GNP in absolute USD and Real GDP in PPP are much lower than the weighted average of the other nations. Nepalese, on average, are worse off than the average South Asian and the average citizen of the Developing World.
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Tndicators Nepal South Asia Developing
weightedaverage | Country
‘Annual population growth rate (%) 27 18 18
1995-2000
Life expectancy at birth (years) 1999 58 62.9 63
Adult literacy (%) 1999 40 54 73
Tnfant mortality rate (per 1000 live 75 70 63
births) 1999
GNP per capita (USS) 1999 220 438 1240
Real GDP per capita (PPPS) 1999 1237 1997 3530
HDI 1999 048 055 0.65

Source: Ojha, 2004




As again with income poverty, human poverty is higher in certain parts of the country than others. The standard of living in rural and remote districts is much worse than in urban centers.  According to the 2004 HDR, 42% of the rural population lived under human poverty when compared to only 25.2% of the urban population. In addition, people living in rural areas also suffer from the lack of infrastructure and access to essential services. The 1996 CBS survey calculated the mean time required for rural and urban households to access basic essential services. The disparities are quite alarming. For example, it takes 5.5 times longer for a student in a rural household to get to a primary school than for a student of an urban household (Table 3.4). Likewise, a market place (bazaar) is 15.5 times further away from an average rural household than an urban one, and a bus stop is 21 times further away. These figures epitomize the stark reality of the rural-urban divide. With as much as 85% of the population living in rural areas, a majority of the Nepali population is deprived of basic infrastructure and essential services. If poverty reduction is the main objective of Nepal, such drastic levels of inequalities of services need to be reduced.

[image: image4.png]Table 3.4: Mean time required to access basic public goods/facilities by urban and rural
households in Nepal, 1996

Facilities Urban (hours and minutes) | Rural (hours and minutes)
Primary school 0.12 025
Health post 021 117
Cooperative 027 238
Agriculture extension office 0.28 232
Commercial banks’ branch 0.19 258
Nearest market 0.19 3.08
Market place (bazaar) 029 151
Paved road 0.09 517
Bus stop 0.19 2,04

Source: Sharma, 2006




3.6. Government Policies
The Five-Year Development Plans are the country’s main development strategy documents. Since the establishment of multiparty democracy, Nepal has had three Five-Year Plans and is currently on a Three-Year Interim Plan. All of the Plans have emphasized poverty reduction as the main objective. The Eighth Plan, implemented between 1992 and 1997, “set the objective of attaining sustainable economic growth, alleviating poverty and reducing regional disparity” (NPC, 1997: 1); the Ninth made poverty alleviation its main objective, while the Tenth aimed to “achieve a remarkable and sustainable reduction in the poverty level” (NPC, 2003: 1). The Tenth was also developed as a PRSP and intended to achieve this goal via “high, sustainable and broad-based economic growth” (UNDP, 2008: 21).

The Three-Year Interim Plan (2007-2010) was developed in the context of the changed political situation in the country. The 10-year civil conflict had ended, bringing a sense of hope for dramatic socio-economic change in the population. The Plan’s primary objective is to establish peace in Nepal and reduce existing levels of unemployment, poverty and inequality (NPC, 2007: 26). It explicitly states that the Plan aims to raise “the living standard of the Nepali people living in poverty, deprivation and backwardness” (ibid: 1). All these national development strategies state that poverty reduction has been the primary agenda of the nation for the last two decades. Sustained economic growth was to be broad based and bring significant portions of the poor out of poverty.  

As mentioned above, Nepal has been following Five-year Plans as its primary development strategy document since the 1950s. These Plans were based on a government-led ISI development model. But the implementation of the Eight Plan in 1992 saw a major strategy shift. The nation, for the first time in its history, moved away from a State-led model to a market-oriented model of growth. This strategy was supported by the International Financial Institutions such as the WB, the ADB and the IMF. The WB’s Country Assistance Strategy for Nepal focused on “(i) promoting efficient private sector activity; (ii) gradual withdrawal of the public sector from commercial and industrial activity; (iii) prudent macroeconomic policy;” among others (WB, 1999: 1). This policy shift aimed to confine the role of the State to the creation of infrastructure and providing social services in rural areas and to have an open, market-oriented and liberalized economy driven by the private sector. Reforms were introduced to liberalize the highly regulated economy. Price controls of a majority of goods were removed, import and export quotas terminated, tariffs consolidated and reduced and interest rates were commercialized (ibid: 1). Macroeconomic stability became a national priority. Public spending was curtailed to reduce budget deficits. Inflation control and price stability were prioritized over high investment and employment generation.   

In light of the objectives of the government and reforms implemented to attain the objectives mentioned above, this Paper examines the nature of growth witnessed in Nepal after reforms were introduced and the impact government policies had on the nature of the growth. The next Chapter analyzes the policies of the government and the impact of the policies in areas of Employment generation, Macro Economic Management and sectoral policies in Agriculture and Trade. 

Chapter Four: ANALYSIS OF GOVERNMENT POLICIES ON PROVERTY REDUCTION
4.1 Introduction
Liberalization policies implemented by the government managed to bring about some changes in the economy. The impact is highly visible in certain sectors of the economy. Non-agriculture sectors such as trade, transport, tourism, manufacturing and services witnessed impressive growths of 7.5% during the first half of the nineties, helping to generate employment and income opportunities in urban areas (NPC, 2002: 9). The share of exports grew from 10% of GDP in 1990 to 22% of GDP in 1996 primarily based on the exponential growth of carpet and garment exports (WB, 1999: 2). The private sector blossomed. Credit to the private sector grew from 12% of GDP in 1990 to 25% in 1996 (ibid: 2). However, the market-oriented policies were not able to induce similar levels of growth in rural areas and agriculture sectors where a majority of the poor reside. Such levels of growth in urban areas lead to the steady rise of the Gini coefficient from 0.24 in 1985 to 0.38 in 1996 to 0.47 in 2003 (WB, 1999: 2 & WDI, WB: 2008). 
Though poverty reduction was repeatedly stated as the primary objective, the results of the past two decades seem to indicate that government policies helped stimulate growth in urban and non-agriculture sectors. Rhetoric aside, the government’s decision to opt for a fully market-oriented strategy limited its ability to provide special economic provisions and protection to subsidize the lives of the poor who are primarily illiterate, subsistence farmers and landless wage earners. For growth to be pro-poor, the poor need to proportionally benefit from growth more than the non-poor. Getting the ‘prices right’, allowing the market to determine the provision of goods and services and prioritizing inflation control over employment resulted in more than 30% of the population living in abject poverty in 2003/04 (CBS: 2006). If poverty alleviation is the national priority, then specific provisions must be made to protect the poor from price shocks and provide them with employment opportunities to improve their standard of their living.

This Chapter will hence analyze the outcomes of the policies of the government on key sectors of the economy that have maximum impact on the well-being of the poor. The government’s policies on Employment, Macro Economic Management and sectoral policies on Agriculture and Trade will be analyzed in detail. In summary, this Chapter aims to prove that the growth witnessed in Nepal has predominantly been urban-based and has not generated the employment required to have maximum impact on poverty alleviation. More targeted programs are required if poverty is to be rapidly reduced. The private sector and the market will limit themselves to ‘marketable’ sectors whereas government intervention is necessary in rural and backward areas, where a majority of the poor reside. 

4.2 Employment
The lack of employment opportunity is a major constraint to poverty reduction in Nepal. The poor suffer from underemployment. Economic growth, for it to be pro-poor, has to create jobs for the poor. It needs to use the assets the poor possess, which in Nepal’s case is primarily unskilled labor, and occur in the sectors where the poor work. As stated by Osmani, the elasticity of employment of growth and the ability to integrate the poor into growth sectors is equally as important for desired reduction in levels of poverty (2003: 7). Sustained growth in sectors that are capital intensive and require skilled labor will have limited impact on poverty alleviation in an overly populated and illiterate country like Nepal. Poverty reduction can only be maximized if growth occurs in labor-intensive and low-skilled sectors. 

The agriculture sector of Nepal employs 70.6% of the entire work force (NPC, 2007: 245). The country’s bleak record in poverty reduction is mainly an outcome of the sluggish growth in the agriculture sector. Since the sector has performed poorly, so have the people it employed. In 1995/96, 58.4% of the men and 79.4% of the women belonging to the poorest two quintiles of the population were self-employed farmers. This figure increased in 2003/04 to 63.5% of men and 83.4% of women suggesting a relative loss of income and increase in poverty for agriculture self-employed (WB, 2006: 44). Limited job opportunities in non-farm sectors made it difficult for farming households to seek employment in better paying non-farm jobs and forced them to remain underemployed in the agricultural sector.

Though private sectors such as trade, transport, tourism, manufacturing and services have witnessed better growth during the review period, and employment generation in these sectors have increased over time, these sectors have been able to absorb large portions of the underemployed surplus labor from the agriculture sector. In addition, the rural poor do not have technical skills required to gain employment in these sectors as well as the low-skilled non-agriculture sectors have not grown to the extent required to employ such vast numbers of unskilled labor. These sectors, including the public sector, only provided employment to 29.4% of the workforce in 2004 (ibid: 245). With the labor force predicted to grow annually at 2.6% adding 300,000 fresh laborers to the job market every year, the majority of whom are unskilled or low-skilled, poverty alleviation rates may not improve in the near future unless massive low-skilled employment schemes are implemented or surplus labor is ‘exported’ abroad as migrant workers (ibid: 245). 

The lack of non-farm employment alternatives to the poor resulted in high levels of underemployment. The agriculture sector was forced to absorb everyone that was unable to find jobs in the non-agriculture sector. Over-employment in the agriculture sector decreased labor productivity and limited the ability of farms to produce enough to feed the whole family and have a surplus to sell. The underemployment rate, defined as less than 20 hours of work per week, is estimated to be 47% of the entire workforce with most of the underemployed working as self-employed farmers or agricultural wage labor (NPC, 2002: 162). Significant reductions in poverty levels did not occur because the majority of the poor, who are either self-employed farmers or landless agriculture wage earners, did not earn enough from their agricultural produce and did not have insufficient work hours to earn a decent living. The vicious cycle of stagnation in agriculture, lack of low-skilled employment opportunities in the non-agriculture sectors and a high population growth rate limited the possibilities of the underemployed to become employed elsewhere thereby causing more people to be underemployed, further aggravating the poverty situation. 

The lack of meaningful employment opportunities for the poor resulted in fewer people escaping the income poverty benchmark and a worsening of incomes over the years. The demand-supply mismatch due to the abundance of labor decreased the real wages in the sector leading to further poverty and increase in inequality between the poor and non-poor. Though real wages rose between 1995/96 and 2003/04, they grew at a lesser rate for the farming sector. Agriculture wages were roughly half of unskilled non-agriculture wages (WB, 2006: 47). During this period, in real terms, farm income decreased by 4% and agriculture wages by 19%, whereas non-agriculture wages increased by 85% (ibid: 26). The only positive development of this period was that remittance income in rural areas increased by a whopping 290% bringing much needed consumption income to poor households and assisted in poverty reduction to some extent (ibid: 26).  

4.2.1 Government Strategy on Employment Generation
The government has repeatedly highlighted the problem of underemployment, over reliance on the agriculture sector and the lack of skills of the labor force in all of its development documents. It recognized the need to train a workforce capable of meeting the job requirements of both domestic and international jobs and also stressed the need to increase access to these opportunities for women and people from marginalized communities. To create jobs and reduce poverty in non-agriculture sectors, the government emphasized expanding tourism and labor-intensive manufacturing sectors such as garments and carpets. For the agriculture sector, it planned to increase productivity, crop intensity and commercialization of the sector (ADB, 2002: 24). 

However, the government did not follow the “employment-focused strategy of poverty reduction” promoted by Osmani (2003: 11). It followed more of a ‘private sector-focused’ strategy of poverty reduction. According to government policies, the private sector was to create sufficient employment in both the agriculture and the non-agriculture sectors. The PRSP document states, “[t]he private sector will be encouraged for injecting dynamism and imparting continuity to the development of the agriculture sector and, at the same time, developing and expanding agro-based industries” and “[t]he private sector will be attracted and mobilized for the development of the non-agriculture sector to resolve the unemployment and underemployment problems” (NPC, 2002: 164). Having recognized the lack of employment options and admitted to the lack of infrastructure in rural areas, growth limitations of the agriculture sector and the lack of skills of the workforce, the government adopted the Neoliberal approach to development by handing over all responsibilities of job creation to the market. Programs to increase the vocational abilities of a total of 122,000 people (a third of the annual new entrants to the labor force) were introduced during the Three-Year Interim Plan but such programs are cosmetic in nature and do little to remedy the grave human capital problems and the lack of employment opportunities (NPC, 2007: 246). Attempts to create low-skilled labor intensive jobs for the more than 5.5 million underemployed were not initiated. Pro-poor growth dictates that growth be employment intensive and occurs in the areas where the poor work. However, the liberalization of the economy and the strategy of the market as the primary source of growth have resulted in comparatively more growth in non-agriculture and non-poor sectors. The poor have thus been deprived of employment opportunities and as a result 47% of the workforce remained underemployed and 31% of the population still lived under the poverty bench mark. 

4.2.2 Foreign Employment as an Alternative Source of Employment
People seeking additional incomes to supplement their farm income have historically migrated to city centers within Nepal and crossed the border into India in search of seasonal employment. The problems of insufficient agricultural lands, low yields and underemployed have persisted throughout Nepal’s history. Male members of farming households went across the border to India in search of seasonal employment. India and Nepal share open borders making it easy for the poor to cross over for job opportunities. Newer markets have in recent times opened up for Nepali labor in foreign countries. Countries such as Malaysia, the Republic of Korea, Qatar, Saudi Arabia and other Middle Eastern countries offer better remunerations and have become popular destinations. These countries require unskilled and semi-skilled labor.  A massive exodus of labor ensued increasing the number of labor seeking employment opportunities abroad from 16% of the adult male population in 1995/96 to 25% in 2003/04 (WB, 2006: 51). India, nonetheless, because of the low travel and legal costs, still remains a popular destination for the poorest for work related migration. The NLSS surveys claim that 49% of the poorest 20% were employed in India in 1995/96 and this figure increased to 57% in 2003/04 (ibid: 52). In sum, foreign employment has provided a major source of employment for a large proportion of the population and has substantially aided in providing an additional avenue of employment. 

Remittances sent by migrant workers tremendously helped in the balance of payments and foreign currency reserves of Nepal. More importantly, it provided much needed consumption income for households. Remittances grew at an astounding 30% per year between the NLSS survey years “from less than 3% of GDP in 1995 to 15% by the end of 2003, exceeding the combined share of tourism, foreign aid and exports” (Lokshin et al, 2007: 2). Members from the bottom half of the income spectrum migrated abroad in masses sending home much needed cash that increased the consumption capacity of rural households and increasing rural household incomes by 26% (ibid: 47). These figures indicate the importance of foreign employment as an employment providing sector even though the employment was not in the country. In addition, a majority of the employment attained by the Nepalese were unskilled and low-skilled jobs, which was a good match for the abundant unskilled labor available in the country. As a result, remittance income led to poverty reduction and an improved standard of living in many rural households. It is even estimated that 20% of the decline in poverty between 1995 and 2004 was due to remittances sent home by migrants (ibid: 1). The same study also suggests that the poverty level of a household with a migrant working abroad would have been significantly higher had there been no opportunities for the migrant to be employed abroad and send money home (ibid: 26).
4.2.3 Policies to Promote Foreign Employment
Growth in the foreign employment sector that provides opportunities to unskilled and low-skilled labor, offers them opportunities for employment outside of the unproductive agriculture sector and provides them with higher incomes than job opportunities at home can be categorized as pro-poor growth. One has to, nonetheless, be mindful of the considerable social costs involved in living away from home and away from one’s family and community. That aside, foreign employment has resulted in an escape from poverty, underemployment and increase in consumption for millions of Nepalese. Given that such levels of income and job prospects are not available in Nepal, policies to promote this sector, adequately train job seekers and building bilateral relations with destination countries can significantly contribute to poverty alleviation; especially if priority of employment is given to the landless and backward sections of society. However, it must be mentioned that the government has so far done very little to promote this sector. Seeking employment beyond India requires certain costs that are beyond the reach of the poor. The government did not implemented a program that identified the landless and the poor of remote areas, provided them with technical skills, credit facilities to cover initial expenses and facilitates the employment process. Such a program would truly dent the levels of poverty in poverty stricken areas of the country. Given the grim prospects of available employment opportunities in Nepal in the near future, such a program would significantly reduce income poverty.

In sum, the evidence provided suggests that the nature of growth experienced in Nepal was pro-poor. Growth was more focused in urban areas and sectors the poor do not have access to and the necessary skills for. Though the option of migrating to foreign countries offered the poor with an additional avenue of employment, government policies did little to resolve the massive underemployment problem facing the nation. Pro-market reforms managed to stimulate growth in certain sectors such as manufacturing, services and trade but were not able to have the same effect in rural areas. The decision to hand over total employment generation responsibilities to the private sector was not able to generate sufficient employment alternatives to the underemployed rural poor. Economic growth needs to provide jobs to the unskilled, the landless and the marginalized for growth to be pro-poor. Neither the growth witnessed nor government policies managed to provide such opportunities. 
4.3 Macro Economic Management
The Nepali government adopted a market-oriented strategy to growth and development. All policy documents state that sustained economic growth was to be obtained through stabilizing, liberalizing and privatizing the economy. Reforms were introduced over the course of the last quarter of a century to ensure macroeconomic stability. The reform agenda was to “maintain fiscal discipline, ensure efficiency of public resources, monetary and external sector stability, strengthen the financial system and governance, and expand the role of the private sector” (WB: 2006a: 16). Pro-poor growth literature, however, emphasizes balancing macro stability while also prioritizing human needs, poverty reduction and targeted programs to create employment opportunities for the masses. As such, the government withdrew its involvement in the economic sector, downsized government expenditure, streamlined and reduced custom tariffs, introduced indirect taxes and made inflation control and price stability the cornerstones of its monetary policy. Though the adoption of these policies reduced public deficit and spurred economic growth to a certain extent, the growth witnessed did more for the urban skilled than the poor unskilled. In addition, policies did little to create employment opportunities for the poor and had an unsatisfactory impact on poverty reduction.

The government can use expansionary fiscal policy to increase public investment to create employment opportunities in rural and poor areas. According to Roy & Weeks, such a policy has a four-fold impact on poverty. It provides employment opportunities to the poor, increases wages of the poor by tightening the labor market, creates infrastructure in rural areas that  increases market access of the poor reducing the cost of production and creates social sector assets such as schools and health clinics which increase the productivity of the poor (2005: 14). Contrary to this logic, the Nepali government took a policy decision to employ a contractionary fiscal policy because “achieving macroeconomic stability by maintaining fiscal discipline was the main objective of the macroeconomic management policy” (NPC, 2007: 11). Government expenditure as a percentage of GDP was reduced over the years primarily by reducing development expenditure (Khatiwada & Sharma, 2002: 16) even in high priority sectors such as agriculture and irrigation (WB, 2006a: 2). In the process, agricultural subsidies provided to farmers were withdrawn and minimum price guarantees of farm products were also terminated, exposing the poor in the agriculture sector to price fluctuations and eventually leading to a decline in real incomes of farms. These policies, on the one hand, were not able to create sufficient employment opportunities to ease the plight of the huge underemployed agriculture labor while eliminated the then-existing limited protection provided by the State to the poor. 

As amply stressed by government documents and reports of development partners, the country suffers from lack of infrastructure. Access is a major constraint for rural Nepal. Inequalities in access to basic services between urban and rural areas are stark. Due to the rugged geographic terrain and lack of transportation infrastructure, an average rural household “is more than four and a half times as far from a given facility (such as a school, a paved road, or a commercial bank) as the typical urban household” (WB, 2006: 78). Therefore, an increase in public investment in roads would not only create massive amounts of employment opportunities for the rural poor but also have a significant impact on the wellbeing of rural households by providing them better access to essential goods and services. However, such expansionary fiscal policies were against notions of fiscal controls and budget deficits and were not implemented. Given the context of Nepal, it is important to remember that the market is not going to prosper in areas without a minimum level of infrastructure. It is the responsibility of the government to provide such infrastructure so that goods and services are more accessible in rural areas. Simply maintaining a balanced budget and not making public investments in rural areas where the poor live will not lure the private sector to expand to such areas and generate employment opportunities for the poor. An expansionary fiscal policy that provides employment to the poor in masses and creates reliable infrastructure is necessary for pro-poor growth.

The monetary policy a country adopts plays an important role in determining the level of inflation, investment and employment in that country. For a monetary policy to be pro-poor in a country like Nepal, it has to induce employment creation for the vast pool of unskilled and low-skilled labor. It needs to prioritize employment generation over inflation control. Nepal’s monetary policy, since the inception of the market-oriented development strategy has been based on price stability and inflation control.  In line with government policies, the Financial Sector Reforms carried out under the guidance of the World Bank included strengthening the autonomy of the Central Bank and mandating it to prioritize inflation control and price stability as its core functions. The Rastra Bank Act enacted by the government in 2002 mandated the Central Bank to focus on maintaining price stability as its main responsibility (NRB, 2007a: 3). As such, even in the midst of a sluggish economy in 2005, the Central Bank increased the bank rate from 5.5% to 6% with the intention of controlling inflation further risking a decline in investment levels which resulted in a decrease in investment in the country (NRB, 2006: 34). 

In addition, the Financial Sector Reforms also included restructuring the two government-owned banks that provided banking services in rural Nepal. Granted that these banks needed to downsize and reduce the percentage of non-performing assets, the withdrawal of rural bank branches aggravated the already dire access to finance situation of rural communities. However, it must be mentioned that financial liberalization resulted in a tremendous growth in the number of private financial institutions, and increased lending activities in the country. The number of financial institutions grew from 6 in 1980 to 136 in 2000 (Acharya, 2003: 138). Consequently, the percentage of financial assets to GDP also increased rapidly, from 32% of GDP in 1990 to 76% of GDP in 2000 (ibid: 141). Nevertheless most of the financial sector boom occurred in urban areas and had limited impact in rural and remote areas of Nepal. Almost all of the 1060 branches of financial institutions in 2000 were located in urban areas catering to the middle and elite classes (ibid: 140). As a result, government policy to liberalize the financial sector and downsize the two government-owned banks had limited impact on the levels of investments in rural and poor areas. Therefore the monetary policy and the other measures adopted by the Central Bank provided no special impetus to the pro-poor sectors to stimulate growth which in turn would have led to remarkable reductions in levels of poverty.

Therefore though liberalization reforms resulted in growth to a certain extent in some sectors, the growth witnessed was urban biased. It did not benefit the poor as much as the non-poor. Macro Economic Management by the government managed to reduce fiscal deficit and maintain price stability. It however also meant removals of subsidizes previously provided to the poor and reductions in development expenditure. The lack of an expansionary fiscal policy deprived rural and backward areas of much needed public investment in infrastructure, employment opportunities for the poor and a rapid rate of poverty reduction.

4.4 Agriculture
Growth in the agriculture sector is of utmost importance in Nepal because more than 70% of the population is directly employed in this sector and three quarters of the people employed by this sector are poor (Karkee, 2008, 3). In fact, given the heavy dependence of agriculture as the primary employment provider for the poor, successful poverty reduction will mostly depend on the growth of this sector. Accordingly, pro-poor growth literature says that economic growth becomes pro-poor if it occurs in the sectors the poor work in such as agriculture and use the factors of production they possess such as unskilled (Pasha, 2002: 5). Unfortunately, the introduction of market-oriented policies did not result in high levels of agriculture growth. The sector suffered from low productivity resulting from lack of infrastructure, limited market access, lack of use of modern farming techniques and an unequal distribution of land. These were structural problems beyond the capability of the market to solve. In addition, the retrenchment of government subsidies and minimum price guarantees hurt farmers, and resulted in low rates of poverty reduction. In fact, it can be said that the failure of the agriculture sector to grow is one of the primary reasons why nearly one- third of the population still lives in poverty. 

This sub-section on agriculture will discuss the nature of growth witnessed in this sector compared to the other sectors of the economy to illustrate that growth was not pro-poor. It will also analyze the policies adopted by the government, and present the main problems faced by this sector. A separate sub-section will discuss the issue of land ownership and the need for a more equitable land holding structure. In doing so, it will argue that the policies implemented by the government were not sufficient to promote an equitable distribution of land, provide access to modern farming inputs, year round irrigation and a minimum level of protection to poor farmers from price fluctuations. Unfortunately, it was official government policy to withdraw from this sector and create the space for the private sector to spur growth. 
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Avg. Growth Rates 1991-95 1996-00 2002-2007
Real GDP 5.1 5.0 34
Agriculture 1.5 34 2.7
Non agriculture 8.1 6.0 39

Source: NRB, 2006/07




The agriculture sector experienced less growth than the other sectors of the economy in the past two decades (Table 4.1). Agricultural growth rates have consistently been less than the growth rates of non-agriculture sectors. While the non-agriculture sectors grew at 8.1% from 1991 to 95, agriculture only grew at 1.5%. Slow growth and low productivity also led to a decrease in agriculture’s share of GDP. The sector contributed to 45% of GDP in 1991, but its share of GDP declined to 31% in 2007 (Karkee, 2008: 3). However, even with the decreased share of GDP, it still employs 70% of the population. Therefore, growth in Nepal cannot be said to be pro-poor because it did not occur in the sector that employs two-thirds of the workforce, a majority of whom are poor. 
Nevertheless, all official development documents recognize the important role of agriculture in decreasing poverty. They also recognize the structural problems it faces and the task at hand to modernize it. The Eighth Plan intended to transform Nepali agriculture from a subsistence sector into a modern, business-oriented one (NPC, 1997: 311). The Agriculture Perspective Plan, a 20-year long-term policy document that began in 1997, aimed to reduce income poverty through accelerated agricultural growth and prioritized the provision of inputs such as availability of chemical fertilizers, irrigation, agricultural roads, rural electrification and agricultural credits (ibid: 317). However, both Plans opted to modernize the sector “through a market-oriented, open and liberalized economy” (ibid: 17). But, because sufficient public investments were not made to develop the infrastructure and the ability of the farmers to use modern farming techniques, this sector did not experience high growth rates and was unable to alleviate poverty to the extent possible. 

As a result, the main problem in agriculture was its low productivity. It suffered from limited access to knowledge, lack of modern farming techniques, improved seeds, irrigation systems, access to credit and lack of market infrastructure. Low productivity, a high rate of population growth and the inability of the other sectors to employ surplus farm labor resulted in stagnant growth. The following are brief statements on three specific problems of this sector – irrigation, modern inputs and agricultural credits. The magnitude of the problems indicates that solutions lie beyond the involvement of the private sector and therefore, need public investments to provide the basis for growth in this pro-poor sector.

Irrigation: A significant proportion of farm lands did not have access to irrigated water systems and were forced to depend on monsoons. The government apparently prioritized the construction of irrigation canals but availability was far less than the amount needed. Though the share of irrigated arable area increased from 32% to 47% between 1995/96 and 2003/04 (WB, 2006: 66), it is a grim fact that more than half of the farms do not have access to irrigation and are primarily dependent on the unpredictable rainy season. The task of proving reliable irrigated water to farmlands is vital to increase productivity, have higher rates of growth and to reduce poverty.

Modern inputs: Another major constraint was the inability of the sector to use modern farming technology. Large parts of the country were without improved seeds and fertilizers. Due to problems of access, mechanisms of delivery and dissemination of information, less than a quarter of the households surveyed used improved seeds in 2003/04 (ibid: 66). The Government’s market-oriented strategy of removing fertilizer subsidies and deregulating fertilizer trade resulted in a shortage of fertilizer suppliers in remote areas and a steep increase in fertilizer prices. Neither the private nor the cooperative sectors were able to fill this vacuum leaving farmers with insufficient supply of fertilizers in remote areas.

Agricultural credit: The rural financial system is weak and underdeveloped. Private financial institutions were not present in rural areas and the State-owned Banks, due to their restructuring program, closed many of their rural branches. As a result, due to credit constraints, poor households were not able to benefit from existing technologies and modern inputs such as improved seeds and fertilizers (WB, 2006: vii). After harvest, the farmers were also forced to sell their produce immediately at going prices due to the need for consumption money. Without having access to credit, they were unable to hold their produce to sell when the product prices were higher.  

In addition, trade liberalization and tariff reforms also cost farmers dearly. The cost of operating a farm increased over time. With the termination of government subsidies and extension programs and a development strategy to allow the market to efficiently allocate resources and determine prices, prices of a majority of agricultural inputs increased. For example, the cost of fertilizers increased by 60% between the two NLSS survey periods (WB, 2006: 64). While there was an increase in the cost of production, there was also a decrease in prices of outputs leading to a decline in real profits. The market-oriented philosophy also ended the system of providing minimum guarantee prices to farm products that, to a certain extent, ensured some protection to poor farmers. Thus, farmers deprived of government subsidies were forced to purchase agricultural inputs at higher prices and had to sell their produce at lower prices resulting in a loss of real profits of 10% per hectare between 1995/96 and 2003/04 (WB, 2006: 63).
4.4.1 Land 

Pro-poor growth literature claims that an equitable land ownership structure is imperative for growth in the agriculture sector to have a maximum effect on poverty. A majority of self employed farmers do not produce enough mainly because they do not possess sufficient land. This is true for the case of most Nepali farmers. In addition, the nation is at a disadvantage because large portions of the country are covered by non-arable snow capped mountains and rugged hills. Therefore, for growth in the agriculture sector to have a maximum impact on poverty, a land redistribution program that makes land ownership more equitable is necessary. Unfortunately, the government has not made sufficient efforts to this end and a majority of farmer households do not own enough land to even subsist on.

Due to Nepal’s rugged terrain, vast portions of the country are not arable, and the little arable land there is, is not equally distributed amongst the population. 7.7% of farmers own more than 40% of all farm lands while nearly half of the population (47.3%) do not own enough land for even subsistence requirements (Table 4.2). In addition, another 10% of rural households do not own any land at all, making 60% of rural households (2.7 million households or 13.5 million people) functionally landless (Wily, 2009: 38). These households live in poverty because they do not own enough land to sustain themselves. To make matters worse, there is scarcity of arable land. According to current estimates, there are roughly 2.5 million hectares of cultivatable land in the country and even if they were equally distributed among the 3.4 million farm households, a family would not have more than 0.8 hectares to farm on (ibid: v). Another estimate states that a household needs at least 0.5 hectares of land to subsist (ibid: 38). In fact, one hectare of land is required for a household to subsist and generate a modest surplus to further invest in their farm (ibid: 123). Therefore, even 0.8 hectares of land per family will provide barely enough to subsist on. 
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Size of Holding | Percentage of Population | Percentage of Land Holding
<0.2 18.2 2.4

0.2-0.5 29.1 12.3

0.5-1.0 27.4 24.2

1.0-2.0 17.6 19.8

>2.0 7.7 41.3

Source: Karkee, 2006




These facts make a strong case for more equitable land redistribution. Land reform initiatives have been taken in the past but have not succeeded in providing a majority of the population with sufficient land ownership. Reforms even after the restitution of democracy in 1990, primarily focused on providing legal protection to tenants and devising a ceiling of land ownership. There have so far been no attempts to nationalize farmlands and redistribute them in an equitable manner. Even the land ceiling stipulation instituted by the government does not seem pro-poor. Questions need to be raised about the logic of capping land ownership at 7.37 hectares in the Terai when 60% of farming families do not even own 0.5 hectares of land (ibid: 123).  The setting of such a high ceiling indicates the lack of will of the government to tackle the land inequality issue that is so central to poverty.

Equitable land ownership is vital for poverty reduction in Nepal. Two-thirds of rural households have less than a hectare of land and almost half of them live under the poverty bench mark (WB, 2006: 16). The 2007 Interim Constitution has a stated goal of “implementing a scientific land reform by doing away with feudal land ownership” but the government seems unable or unwilling to implement a land reform program that has the potential to significantly improve the lives of millions of Nepalese.
In sum, the agriculture sector is the provider of livelihood for a majority of the poor. Sustained growth in this sector is vital for poverty reduction. Unfortunately, this sector was marred by stagnation and low growth. The emergence of neoliberal policies was not able to stimulate this sector. This sub-section intended to illustrate the prevalent problems faced by this sector in terms of lack of infrastructure, modern farming techniques, irrigation systems and insufficient land owned by the poor. Evidence provided suggests that the government’s policy of a market-based growth model without sufficient public investments to modernize the sector has resulted in two decades of stagnant growth. Policies that terminated subsidies to poor farmers did not decrease poverty levels either.
4.5 Trade Policy 

For trade to help reduce poverty, growth from trade has to benefit the lives of the poor. Market liberalization in Nepal resulted in high growth in the trade sector. Exports grew from 10% of GDP to 22% of based on exports of carpets and garments (WB, 1999: 2). However, the growth experienced was more enjoyed by trading and manufacturing sectors primarily based in urban areas and benefitted the non-poor more than the poor. Conversely, the adoption of free market policies, brought down trade barriers exposing the agriculture sector to the harsh realities of price fluctuations and an onslaught of cheap imports. At a time when poverty alleviation was the primary objective of the government, trade policies of the government induced greater inequalities in the rural-urban divide and reduced agricultural incomes in real terms. 

The Nepali economy was extremely regulated and protected until the mid-1980s. Major changes in trade and tariff policies recently introduced with the implementation of the Economic Stabilization Program funded by the IMF and the Structural Adjustment Program funded by the WB in the late 1980s. The average effective protection rate, which was as high as 112% in the late eighties, was reduced to less than 9% by 1996 (Karmacharya, 2001: 90). Similarly, the weighted average nominal tariff rate was reduced from 80% in the early nineties to 18.6% in 1997 and licensing requirements to import commodities were completely removed (ibid: 90).  Further steps towards liberalization and reduction of tariffs were undertaken after Nepal applied to join the WTO in 1997 (Pant, 2003: 112). The government decided to adopt policies that adversely affected the economic wellbeing of large proportions of the population. The agriculture sector, where a majority of poor Nepalese derive their livelihood from, was not protected. The government signed the Agreement on Agriculture required for accession into the WTO which mandates countries to dismantle both tariff and non-tariff barriers thereby restricting the government’s abilities to provide subsidies and minimum price guarantees to poor farmers (ibid: 114). Subsidies on fertilizers and other inputs were phased out as were price control mechanisms leading to a decrease in use of fertilizers due to the increase in fertilizer prices; resulting in a reduction of agricultural growth in the post-trade reform period (Karmacharya, 2001: 96). 

A UNDP (2003) report predicts that accession into the WTO and lowering of tariff barriers harms agriculture while it will helps labor-intensive manufacturing sectors (2003: 32). Given that more than 70% of the Nepali workforce was directly employed in the agriculture sector in 2004, the lowering of trade barriers hurt this sector both in terms of the loss of the subsidies it received and the prices it was guaranteed. Therefore policies to liberalize trade in Nepal mainly brought benefits to a small section of the formal urban economy. The exports sector, namely of garments, carpets and pashmina have soared but growth in trade of this sector did not bring economic wellbeing to the majority of the poor (ibid: 33). The exceptionally unproductive and overly underemployed agriculture sector characterized by lack of infrastructure, irrigation and use of modern farming techniques faced stiff competition from cheap imports. In sum, in accordance with a study conducted by Cockburn et al., it seems that in Nepal rural households have lost as a result of trade liberalization while urban households have gained in welfare and poverty (2007: 119). Given that as much as 85% of the population still live in rural areas according to the 2003/04 NLSS survey, trade policies adopted by the government have not had a significant impact in poverty reduction. For trade policies to maximize poverty reduction, employment generating industries need to, at least in the medium term, be protected while public investments must be made to modernize the agriculture sector, improve infrastructure and create industries so that they are capable of completing with highly develop international economies. Unfortunately for the poor, government policies were more pro-free trade than pro-poor. 
Chapter Five: CONCLUSION

This Paper attempted to investigate the nature of growth witnessed in Nepal since 1990, and its impact on poverty reduction. Evidence presented in Chapter Three and Four suggest that though economic growth led to reductions in poverty levels, the nature of growth experienced cannot be categorized as pro-poor, especially when pro-poor growth is defined as growth that proportionally benefits the poor more than the non-poor. With 85% of the entire population and 95% of the poor living in rural areas, poverty in Nepal is a rural phenomenon. In addition, with more than two-thirds of the population directly employed by the agriculture sector, growth in Nepal will be pro-poor if it occurs in rural areas, and increases the productivity of the agriculture sector. Unfortunately, the NLSS surveys suggest that urban areas and non-agriculture sectors witnessed more growth than rural Nepal and the agriculture sector. Income poverty was reduced in rural areas by only 20% whereas urban areas witnessed a reduction of 56%. Furthermore, the rate of economic growth was not high enough and was not in labor-intensive sectors for it to absorb massive amounts of underemployed labor and provide employment to the rural poor. Therefore, the evidence provided in this Paper illustrates that the growth in Nepal was not pro-poor because it was primarily based in urban areas where a majority of the poor do not live and in non-agriculture sectors which a majority of the poor are not a part of. In addition, the pro-urban nature of growth led to a worsening of income inequality in the country. The Gini coefficient increased from 0.38 to 0.47. The poor proportionally benefitted less from growth than the non-poor.

The Paper also examined the nature of policies adopted by the government and the impact these policies had on poverty. The government adopted the use of pro-market policies to achieve sustainable and broad-based growth and reduce poverty. In line with Neoliberal values, stabilization, privatization and liberalization shaped government policies. Regrettably, these policies were not effective in generating pro-poor growth. Market liberalization stimulated limited growth in manufacturing, trade and service sectors providing new employment opportunities to mainly the urban population but the magnitude of growth in these sectors was not able to increase employment opportunities to the rural poor. 

Likewise, emphasis on fiscal discipline, balanced budgets and price stability managed to limit budget deficits, keep inflation at moderate levels and maintain macroeconomic stability but given the lack of infrastructure in rural areas and the dire need of non-farm employments a more expansionary fiscal policy could have provided much needed infrastructure in rural Nepal and jobs for the poor. In addition the rural population suffered from reductions in development expenditure in even high priority areas such as agriculture and irrigation due to the government’s emphasis on reducing the fiscal deficit. In essence, macroeconomic stability was maintained at the cost of rural infrastructure and loss of employment opportunities via public investments.

Regarding agriculture policies, though all the development documents highlight the importance of this sector and the need to modernize it, the policy of encouraging the private sector to invest and increase agriculture productivity did not materialize into high levels of growth in this sector. In fact, growth in this sector was far less than in other sectors. The sector continues to suffer from lack of infrastructure, modern technology, reliable irrigation, market access, credit facilities, agricultural inputs and an unequal distribution of land. Additionally, removal of government subsidies in fertilizer and removal of minimum price guarantees of agriculture produce have decreased agricultural incomes. Incomes in this sector have also been negatively impacted by removal of tariff barriers leading to increased competition with foreign farm products. In sum, policies adopted by the government have not been able to increase the productivity of this sector and have in fact resulted in the loss of income of farmers. The lack of growth in a sector that employs two third of the population indicates that government policies have not led to pro-poor growth.

A coordinated development strategy that takes into account the nature of poverty in Nepal is required to maximize poverty alleviation. The Nepali context can be summarized in three clear statements. 85% of the population and 95% of the poor live in rural areas; more than two-thirds of the population derives its livelihood from agriculture and infrastructure is almost non-existent in rural areas. Policies that maximize poverty reduction will need to take account of these three facts. The increase in incomes of the rural population, the increase in productivity of the agriculture sector and construction of infrastructure in rural areas are paramount to any pro-poor growth strategy. 

With regards to the government’s decision to encourage private sector investments in agriculture and rural areas, it is important to remember that most of the poor live in backward areas and marginalized communities. Reliance on the private sector to spur economic growth and provide jobs in such areas is likely to fail. Rather, the government needs to take the lead role and provide special employment programs in such marginalized areas to help increase the incomes of the poor and build infrastructure to make such areas more market accessible. Basic facilities such as roads, electricity, communication networks and irrigation systems are required as a pre-condition for proper functioning of the market. Government policies that promote such investment will lead to pro-poor growth.

Finally, wide consensus has been reached regarding the vitality of macroeconomic stability for growth. In fact, it is important to stress that fiscal, financial and balance of payment crises hurt the poor disproportionately. Crisis prevention therefore needs to be a priority of the government. Nonetheless, solely focusing macroeconomic stability and price control also hurts the poor. The poor need additional support to break out of the poverty trap. A balanced strategy that prioritizes rural development, public investment in infrastructure that hires the local poor; and takes into account the negative impacts of a tight monetary policy need to be a part of a pro-poor growth framework. 
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