
I. Introduction 

 The global economic recession in 2009 in the wake of the global credit crunch in 

2007-2008 triggered an unprecedented monetary easing and fiscal spending to reverse the 

economic downturn and save jobs. While the world economy in 2010 appears to be on 

the mend, if more slowly in the real sectors, such aggressive monetary and fiscal posture, 

it is feared, may trigger a new wave of inflationary expectations which can hamstring the 

subsequent recovery. Already world commodity prices led by those of oil and iron have 

begun to trend sharply upwards. It is feared that higher inflation will once again grace the 

development paths of less developed countries. This will have a telling effect on their 

effort to reduce poverty. The recently concluded Group of 20 meeting in Canada finessed 

the issue with a caution against a premature winding down of the stimulus package 

risking a double dip but also recognized that runaway deficit and inflation may indeed 

pose a danger to the medium recovery. The debate between the developed country anti-

fiscal deficit (led by Germany and Great Britain) and the anti-double-dip (led by the 

USA) continues.  

The Millennium Development Goals (MDG) of the United Nations drawn up in 

2000 set the reduction by half of the 1990 level the proportion of people living under one 

US dollar (now adjusted to $1.25) a day by 2015 as the first among eight goals. The other 

seven goals, being strong correlates of poverty reduction, suggest that if the first is 

achieved, the rest would also be, if with some determined effort at income redistribution 

and transfer comes within touching distance. Even before the current crisis, progress in 

this goal has been slow and the prospect of achieving the MDG bleak in most LDCs, 

apart from East Asia, where some 755 million people have moved out of poverty from 



1981 to 2005. Without China’s singular success in poverty reduction, however, the 

number of people living under $1.25 a day actually rose from 1.1 billion to 1.2 billion 

from 1981 to 2005 (UN Economic and Social Affairs, 2010, Rethinking Poverty). The 

gains have been fairly concentrated among the BRICS countries. 

Achieving MDG targets has become even more formidable for LDCs in the post-

global crisis world. The global economic turmoil set back the meager advances already 

achieved. The joint UN-ADB report “Achieving the Millennium Development Goals in 

an Era of Global Uncertainty” (2010) estimates that 21 million people have been pushed 

below the poverty line by the global downturn in the Asia-Pacific region alone. The 

World Bank’s Robert Zoellick (2009) claimed that about 100 million people worldwide 

have been pushed back below $1.25 a day. Since the global contraction turned out to be 

more severe, the rise may be much steeper. The severe economic straits facing the OECD 

countries will make further progress more difficult for many developing countries. For 

one, destination countries face a reduced capacity to absorb LDC exports in the face of 

diminished DC incomes. For another, there is possibly a reduced appetite for export of 

capital from the developed world in the face of labour and capacity surplus in the home 

front.  

The longer-term prospect may also become bleaker. The new emphasis on ‘more 

balanced trade’ in the emerging post-crisis environment means that the tried and tested 

comparative advantage path to economic catch-up and poverty reduction – the export 

highway – may now become more littered with speed (some say protectionist) bumps.  

The flipside of this rhetoric is that LDCs must now become more domestic consumption-

led in its effort to grow. This means greater reliance on domestic demand stimuli which, 



if both history and theory be our guide, will be decidedly more inflationary. This would 

further impact on poverty reduction effort.  

The pursuit of poverty reduction in the development process normally involves a 

balancing act between two polar counsels: ‘grow the pie’ and ‘share the pie.’  Each of 

these has empirical evidence bearing on its sails: (1) ceteris paribus, poverty incidence 

falls with a rise in average per capita income, and (2) ceteris paribus, poverty incidence 

falls with lower income inequality. The choice is seldom simple since most policy levers 

that promise to raise per capita income also raise income inequality (Kanbur, 2001, 

2002). The rapid growth in China has been accompanied by rising, some say indecently 

so, income inequality. Policymakers must make the choice without knowing exactly how 

poverty incidence will respond in the net.  

In the past, there was a ready embrace of policies or regimes that maximize 

growth in the hope that the trickledown effect will be strong enough to overcome the 

adverse effect of income inequality on poverty reduction (Ames et al., 2001). This was 

the tack taken in most East Asian tigers and now China. The overall reduction in poverty 

incidence in this region served to confirm the belief.  Dollar and Kraay (2002) have 

marshaled the evidence in favor of the positive growth-poverty reduction nexus. 

Adherence to this trickledown view has, however, waned in the first decade of the 

twenty-first century in view of the slow or non-existent progress in other regions where 

the proper institutional infrastructure did not exist. The MDGs were set in motion by the 

2000 Millennium Summit precisely as an alternative to the trickledown view.   

Export-led growth which propelled the Asian tigers unabashedly rode the 

comparative advantage train. That episode may also now be characterized as ‘unbalanced 



trade.’ Where labour is the abundant factor, this strategy is good both for growth and 

income equality and thus for poverty reduction.  In the post-crisis world, however, LDCs 

are now being admonished to switch to more domestic consumption-led growth to serve a 

more balanced trade. 

Domestic consumption-led growth will necessarily involve a larger role of the 

government in demand stimulation resulting usually in larger fiscal deficits. A stronger 

inflationary pressure is a familiar outcome and the net effect on the poverty reduction 

could be adverse. Since higher inflation is in the cards, how should we manage it with 

poverty reduction in mind? To put it another way: How high is the level of inflation that 

begins to swell the ranks of the poor? Are policies that create inflationary pressure in the 

process of advancing growth always to be avoided in the interest of poverty reduction? 

The most plausible answer appears to be yes. Inflation erodes real purchasing 

power and, thus, push poor people below the poverty line. If inflation is additionally bad 

for growth, as Fischer (1993) showed, then inflation has to be also bad for poverty 

reduction since Dollar and Kraay (2002) showed that the elasticity between poverty 

reduction and economic growth is around one. 

The contrary view starts with the special circumstances of third world countries. 

These are generally beset by much structural and institutional rigidity: imperfect capital 

markets, weak and corruptible institutions, uncertain enforcement of property rights and 

contracts together result in under-full employment. Contrary to the ‘money neutrality 

thesis,’ these rigidities may allow demand stimuli to get translated into longer-run output 

growth and employment but only with some by-product inflation. In other words, the 

Phillips curve is more likely to be alive in LDCs. Furthermore, LDCs in the economic 



catch-up mode need to invest heavily in soft and hard infrastructure in order to crowd-in 

private investment. There naturally emerges a time lag between the induced incremental 

demand (for goods and services) created by infrastructure spending and the incremental 

supply forthcoming from the crowded-in investments. This makes for some level of 

inflation which erodes purchasing power. These very same investments, however, also 

create demand for labour and/or raise wages. If increased employment and wages are 

being bought by some inflationary pressure, it may not be bad for the poor. Furthermore, 

inflation itself may induce employment as real wages fall. The UN Department of 

Economic and Social Affairs describes one inflation-poverty nexus going through 

employment:  

‘If inflation reduces real wages, then employment should rise, creating more 

income-earning opportunities for workers. Therefore, the employment effect of inflation 

(creating more jobs because of lower labour costs) can outweigh the real-wage effect 

(lower income) on poverty. This is likely to be the case, as the inflation (real wage) 

elasticity of poverty is found to be significantly less than the output (employment) 

elasticity of poverty.’ - Rethinking Poverty, UN Economic and Social Affairs Report on 

the World Social Situation (2010) 

 Which is just one of the reasons why Barro (2007), for one, believes that the 

Phillips curve is alive and well in LDCs. If so, poverty can fall despite or even because of 

the inflation. 

The net impact of inflation on poverty is, thus, an empirical question. The 

empirical evidence on the inflation-poverty nexus is meager, unlike on the inflation-



growth nexus to which we now turn for guidance. We do this in conjunction with another 

related policy issue.  

The policy issue is the inflation target in the inflation targeting exercise. In the 

wake of the Asian Currency Crisis, many developing countries have opted for greater 

market determination of their exchange rate. The shift to the exchange rate float has 

triggered the question: what should be the anchor of monetary policy? The answer for an 

increasing number of developing countries, following the lead of many developed 

countries, is inflation. This involves the choice of a level or a range of inflation that the 

monetary authority pledges itself to pursue within a given time frame (Roger and Stone, 

2005). In Asia, Thailand in 2000, and the Philippines in 2002, were among the first 

adopters of inflation targeting. The goal is to maintain for the economy a ‘low and stable 

inflation’ conducive to a ‘rapid and sustainable growth.’  

The mantra motivating this adoption is: ‘Macroeconomic stability is good for 

long-term growth,’ (Fischer, 1993). But what is that low inflation rate that is conducive to 

rapid and sustainable growth in developing countries? What is the proper inflation level 

or range of inflation that should serve as the target of inflation targeting in less developed 

countries? The developed country consensus before the global crisis is a two per cent 

inflation. This level appears to have been embraced by developing countries despite 

glaring structural differences and the wisdom of ‘customisation’ which, as argued by 

Roger and Stone (2005), must characterize the successful import of inflation targeting for 

developing countries. 

An IMF team (Blanchard et al., 2010) has, of late, called for the adoption of a 

higher inflation target (4%) in order to avoid what is known as the ‘zero bound problem’ 



in recessionary environments when the monetary authorities may need to reduce interest 

rate drastically. One argument for this adjustment is that it is, in any case, the volatility 

rather level of inflation, which causes the output gap (Ames et al., 2001; Blanchard and 

Gali, 2007). There is also no evidence to show that inflation tends to accelerate when not 

in excess of 20 per cent (Bruno and Easterly, 1998; Dornbusch and Fischer, 1993).  

There is a rich collection of evidence which shows that the inflation that is good 

for growth is not zero inflation and is different for developed and developing countries. A 

first hint came from Barro (1995). While he found that inflation did significantly weigh 

down growth, the significance emerged only when high inflation experiences were 

included; the relationship disappeared for economies with inflation less than 15 per cent!  

This view was soon buttressed by the results of Ghosh and Phillips (1998). They showed 

that for IMF member countries, ‘low’ inflation is positive for growth; ‘high’ inflation, by 

contrast, is negative for growth! Bruno and Easterly (1996), indeed, found no adverse 

effect of inflation on growth for countries with inflation below 40 per cent! 

So if not all inflation is bad, what is the threshold? Judson and Orphanides (1998) 

gave evidence that while inflation in general was negative for growth, inflation below 10 

per cent was not, confirming and extending Ghosh and Phillips (1998) and Barro (1995).  

Khan and Senhadji (2000) then asked the question:  Is the threshold beneficial inflation 

different for DCs and LDCs? They showed that beneficial inflation stopped at one per 

cent for DCs while it stopped at 11 per cent for LDCs!  

These robust results suggest strongly that there should be some positive poverty 

reduction-inflation nexus. If so, that should inform the choice of the target level of 

inflation for developing countries where poverty reduction is paramount. The question we 



ask in this instance is: What is that range of inflation which seems best suited to support 

poverty reduction in LDCs? 

In the next section, we investigate the relationship between inflation and poverty 

reduction employing cross-country data. We first present the data we use, their sources 

and description. We then present an analysis and finally summarise our results.  

  

II. The Data 

The basic data set we use here was the same one used by Asra, Estrada, Kim and 

Quibria (2005) and generously shared with us by one of the authors (G. Estrada). The 

poverty panel data used by them and us was constructed originally by Hassan et al. 

(2003) for 80 countries over the period 1960-1998. Following Asra et al. (2005), we 

exclude data for developed and transition countries. Naturally, for some countries, many 

more observations are available than for others. Only one end-of-the-period observation 

per 5-year interval is used. Data availability for other variables dictated that the coverage 

period is only 1975-1995. 

As a dependent variable we use Poverty Reduction, defined as ‘minus (poverty 

incidence at time t) – (poverty incidence at time t-5).’  

The explanatory variable of concern to this paper is the policy variable ‘Inflation’ 

(in level and interacted with various interval dummies), and our control variables are: 

(i) Initial Conditions: Per capita GDP, Population, Gini Coefficient, Initial Poverty, 

Initial Infant Mortality and Life Expectancy, all at the beginning of the period (t-

5). 



(ii) Macroeconomic Policy: Government Expenditure (averaged over each five year 

interval). 

(iii) Institutional Variables: Voice and Accountability and Regulatory Quality. 

Our empirical specification is the following: 

 

Poverty Reduction = β1 + β2(Initial Conditions) + β3(Macroeconomic Policy Variable) + 

β4(Institutional Variables) + β5(Inflation or Interactions) + Єt . 

 

Table 1 gives the definitions and sources of variables used (following Asra et al., 

2005), and Table 2 gives the summary statistics. 

Table 1. Definitions and sources of variables (following Asra et al., 2005).   

Variable Unit Source 

Poverty reduction: Poverty(t)-Poverty(t-5)  
 

Poverty(t) = poverty at ending period (t)  

Hasan et al. 
(2003) 

Poverty(t-5) = poverty at beginning period (t-5)  

Poverty 
Percentage of the population whose income falls below $2 measured in 

purchasing-power parity dollars. 
Percent 

Income per capita Log of gross domestic product per capita at the beginning of the period 
Real per capita GDP at 
1996 US$ Purchasing 

Power Parity 

Penn World 
Tables 

Population Log of population at the beginning period   

Gini-coefficient A measure of distribution of income or expenditure, beginning period Gini value 
Hasan, 

Quibria and 
Kim (2003) 

Infant Mortality Infant mortality rate per 1,000 live births, beginning period 
Number of infant mortality 

cases 
 
 

Life Expectancy Life expectancy at birth, total Year World Bank 

Openness Sum of imports and exports as share of GDP, average of each 5-year period Percent 

Penn World 
Tables 

Government 
expenditures 

Government expenditures as share of GDP, average of each 5-year period Percent 

Inflation rate 
Percentage growth in consumer price indices (100 in 1996), logged, 

average of each 5-year period 
Percent 

Quality of governance   



Table 1. Definitions and sources of variables (following Asra et al., 2005).   

Variable Unit Source 

Regulatory Quality 

Measures of the incidence of market-unfriendly policies such as price 
controls or inadequate bank supervision, as well as perceptions of the 

burdens imposed by excessive regulation in areas such as foreign trade and 
business development. 

 
Kauffman, 

et. Al (2003) 

Voice and 
Accountability 

Measures accountability rates of public officials, including the presence or 
absence of public channels to denounce unaccountable behavior of 

public administrators. 
  

 
Table 2. Summary Statistics. 

Variable Observations Mean Std. Deviation Minimum Maximum 

Poverty Reduction 141 2.458014 8.763188 -24.67 31.63 

Inflation (log) 141 2.743425 1.279548 0 7.95977 

Initial Poverty 141 36.46631 26.6449 0 96.83 

Income Per Capita 141 7.931215 0.6875029 6.345636 9.418898 

Population 141 16.57772 1.660658 13.51372 20.85006 

Infant Mortality 141 76.3137 42.29168 12.2 192.8 

Life Expectancy 140 59.41716 9.431389 35.0034 74.8439 

Gini-Coefficient 141 41.89582 7.864864 23.86 60.11 

Gov. Expenditure 141 20.9939 7.684684 3.8333 45.76 

Voice & Accountability 141 -0.10858 0.6132089 -1.41 1.3 

Regulatory Quality 141 0.078653 0.4727234 -0.9 1.28 

 

 

 

III. Regression Results and Analysis 

Table 3 reports the regression results for unrestricted inflation and inflation 

restricted to certain ranges.  

 

 



Table 3. Unrestricted inflation and inflation restricted to certain ranges.  

 Base 10% Inflation 20% Inflation 40% Inflation 

Constant 
-188.7219*** 

(-6.55) 
-187.2823*** 

(-6.48) 
-189.6674*** 

(-6.61) 
-195.8057*** 

(-6.59) 

Initial Poverty 
0.5443704*** 

(6.52) 
0.5567387*** 

(6.72) 
0.5514239*** 

(6.70) 
0.5873137*** 

(7.04) 

Income Per Capita  
16.92422*** 

(5.16) 
16.82056*** 

(5.09) 
17.00002*** 

(5.22) 
18.30843*** 

(5.44) 

Population 
0.6467091 

(1.26) 
0.4289003 

(0.87) 
0.5982219 

(1.20) 
0.4391199 

(0.88) 

Infant Mortality 
0.0969515** 

(2.43) 
0.0906182** 

(2.28) 
0.085888** 

(2.18) 
0.0871115** 

(2.18) 

Life Expectancy 
0.1765656*** 

(2.69) 
0.5929524*** 

(2.78) 
0.5502358*** 

(2.61) 
0.5442189** 

(2.54) 

Gini-Coefficient 
-0.1765656* 

(-1.74) 
-0.2063623** 

(-2.10) 
-0.1965678** 

(-2.02) 
-0.2358597** 

(-2.44) 

Government Expenditure 
-0.2977924*** 

(-3.18) 
-0.3088544*** 

(-3.31) 
-0.2983214*** 

(-3.21) 
-0.3262256*** 

(-3.51) 

Voice & Accountability 
-4.609332*** 

(-3.26) 
-5.033748*** 

(-3.51) 
-4.52601*** 

(-3.21) 
-4.754721*** 

(-3.34) 

Regulatory Quality 
7.744901*** 

(3.90) 
7.608894*** 

(3.83) 
7.222707*** 

(3.67) 
7.288575*** 

(3.67) 

Inflation (log) 
-0.9345758** 

(-1.78) 
   

Inflation Dummies     

Below 10% Dummy 
 
 
 

0.330942 
(1.52) 

  

Below 20% Dummy   
0.2015655** 

(2.06) 
 

Below 40% Dummy    
0.0712107 

(1.12) 

Observations 140 140 140 140 

R-Squared 0.4094 0.4056 0.4142 0.4008 

 

 

 

 

First of all, the regressions show that that the initial period control variables are 

mostly significant and in accord with the results in the broad growth (that is, where the 

dependent variable is some measure of economic growth) literature. For example, start of 

the period general affluence (higher average per capita income) is positive and significant 

for poverty reduction while the higher is start of the period Gini ratio, the lower is 

poverty reduction. Start of the period markers of poverty (initial poverty, infant mortality) 

 

     * Significant at 10% 

   ** Significant at 5% 

 *** Significant at 1% 



weigh down poverty reduction. Likewise, the higher the ratio of government expenditure 

to GDP is, the lower is poverty reduction, showing that this variable may proxy for 

greater waste or corruption as claimed by Barro and Salai-Martin (1997). The 

‘Institutional Variables’ (Voice and Accountability and Regulatory Quality) are 

significant and with the correct signs as per the accepted results on growth regressions. 

Turning to our main concern, Column 1 of Table 3 shows that Inflation 

(unrestricted) is negative and significant for poverty reduction at 10 per cent level. This 

confirms the popular belief that inflation in general pushes more people below the 

poverty line. We now inquire where in the inflation range this deleterious effect happens. 

So we substitute certain restricted ranges of inflation for unrestricted inflation. 

Column 2 of Table 3 shows that the dummy variable for countries with 10 per 

cent inflation or lower is now positive for poverty reduction, though not significant. 

Column 3 of the same table shows that the dummy for countries with inflation 20 per cent 

or lower is positive and significant at 5 per cent level! Column 4 shows the result for 

dummy for countries with inflation 40 per cent or lower is insignificant. One can infer 

therefore that a lower than 20 per cent inflation appears to conduce towards larger 

poverty reduction on average for developing countries. A lower than 10 per cent inflation 

is positive but not significant. Since inflation alone has a negative effect on poverty 

reduction, while all the dummies we used either have a positive effect or an effect no 

different from zero, then the negative impact of inflation we get from the base regression 

must be driven by the effects of those above 40 per cent. Hence, one can infer that the 

negative effect of inflation on poverty reduction resides only with inflation higher than 40 

per cent. 



To narrow further the intervals, we experimented with narrower ranges under 20 

per cent inflation. The results are given in Table 4. Column 1 shows that the range ‘5-

20%’ inflation is positive and significant at 1 per cent level! Not to mention that the 

magnitude of its coefficient is the biggest within this interval. The range ‘5-15%’ is also 

positive and significant at 10 per cent level (Column 2). The ‘8-20%’ is not significant.  

 

Table 4: Poverty Reduction and Intervals of Inflation. 

 5%-15% Interval 5%-20% Interval 8%-20% Interval 

Constant 
-187.4581*** 

(-6.51) 
-189.8406*** 

(-6.67) 
-189.4042*** 

(-6.52) 

Initial Poverty 
0.5619076*** 

(6.85) 
0.5552149*** 

(6,84) 
0.5661521*** 

(6.84) 

Income Per Capita 
16.90522*** 

(5.17) 
17.04291*** 

(5.29) 
17.28503*** 

(5.25) 

Population 
0.4209305 

(0.86) 
0.5350073 

(1.10) 
0.4570391 

(0.92) 

Infant Mortality 
0.0843662** 

(2.13) 
0.0816405** 

(2.09) 
0.0873404** 

(2.19) 

Life Expectancy 
0.5682016*** 

(2.69) 
0.5480973*** 

(2.62) 
0.5685146*** 

(2.66) 

Gini-Coefficient 
-0.184047* 

(-1.85) 
-0.1828616* 

(-1.89) 
-0.2171222** 

(-2.21) 

Government Expenditure 
-0.3071585*** 

(-3.31) 
-0.2876797*** 

(-3.12) 
-0.3144004*** 

(-3.35) 

Voice & Accountability 
-4.682966*** 

(-3.32) 
-4.747823*** 

(-3.41) 
-4.637698*** 

(-3.26) 

Regulatory Quality 
7.800852*** 

(3.93) 
7.533628*** 

(3.87) 
7.350336*** 

(3.70) 

Inflation Intervals Dummies    

5%-15% 
2.460894* 

(1.91) 
  

5%-20%  
3.158237*** 

(2.59) 
 

8%-20%   
1.32681 
(1.07) 

Observations 140 140 140 

R-Squared 0.4115 0.4249 0.4002 

 

 

 

 

 

     * Significant at 10% 

   ** Significant at 5% 

 *** Significant at 1% 



These results corroborate the ‘growth-inflation nexus’ results in the cross-country 

growth studies cited earlier (Barro, 1995; Ghosh and Phillips, 1998; Judson and 

Orphanides, 1998; Bruno and Easterly, 1999; and Khan and Sendhaji, 2000). What these 

results show is that the relationship between inflation and poverty in LDCs is more 

complicated than first appears. The popular belief that inflation is bad for poverty 

reduction appears to be driven by very high inflation in excess of 40 per cent. Below 20 

per cent, the effect of inflation on poverty incidence is actually positive in accord with the 

institutional rigidities and thus the Phillips curve view. Therefore, shooting for lower 

single digit inflation as a target may harm, rather than help, poverty reduction.    

 

IV. Summary 

 

  The central issue that we address in this paper is the poverty reduction-inflation 

nexus in developing countries. The principal policy motivations of the enquiry is, first, 

the MDG, which seeks to halve the 1990 poverty incidence by 2015 and, second, the 

dispute, enduring and emerging, on the proper inflation target of monetary policy under a 

floating exchange rate. There are reasons to believe that inflation will hurt poverty 

reduction effort as it erodes the purchasing power of the poor. There are also valid 

reasons to believe that some inflation is collateral to rapid growth resulting from capacity 

building investment in developing countries. Indeed, the empirical literature on the 

growth-inflation nexus shows that some double-digit inflation is good for growth in 

developing countries. The poverty reduction-inflation nexus is then a very empirical 

issue. 



We explore this by focusing on poverty reduction as the dependent variable in a 

cross-country analysis. We show that Inflation significantly reduces poverty reduction in 

the unrestricted case after controlling for other possible influences. But this effect appears 

to exist only for high inflation countries (40% inflation or higher). Inflation of 20 per cent 

or lower is positive and significant for poverty reduction. Inflation in the range five to 20 

per cent seems to be most conducive to reducing poverty. These are in general 

concordance with results in the ‘inflation-growth’ nexus in developing countries. 

An economy in the catch-up mode may, thus, hobble its own poverty reduction 

and growth goals if it targets a very low, say, 2 per cent inflation. Inflation targets of 

between five per cent and 20 per cent may actually do better at both. The study supports 

the recommendation for a higher inflation target made by Blanchard, et al. (March, 

2010), although for a different reason than to avoid the ‘zero bound problem.’ We also 

think that for developing countries pursuing growth and reduced poverty, the inflation 

target should be between five and 10 per cent. 
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