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Abstract. The paper reviews the extent of the income inkgudecline which has taken place in Latin Amer@aer

2002-10 which reduced the regional Gini index ® lvel of the early 1980s. The paper then focosethe factors
which may explain such decline. These include g dnothe skill premium following an expansion ofteadary

education, the adoption of a new development mbyel growing number of progressive goverments whibbpted
prudent but more equitable macroeconomic, tax,ab@ssistance and labour policies. For the reg®ma avhole,
gains in terms of trade, remittances, FDI and wgrlaivth played an important but not determinang tbough their
impact was perceptible in countries where such lshaeere sizeable. Finally, the paper reviews thangks in
inequality during the difficult years 2009-12 atidcusses whether and how the recent decline candiained over
the next decade in the context of sluggish wortahgin.

1. Secular trendsin incomeinequality

The colonial origins of the high income inequalthat has afflicted the region for
almost five centuries have been well analysed bgeEnan and Sokoloff (2005) who
underscore that the high inequality in the distiidou of land and political power
inherited from the colonial regimes led to the depment of institutions which
perpetuated well into the post-Second World Waregethe privileges of a small
agrarian and commercial oligarchy by facilitatihg diversification of their assets from
agriculture, mining and commerce into industry dménce. Prado de la Escosura
(2005) adds to this that the improvement in irdiomal terms of trade experienced by
Latin America during the globalization of 1870-19fased land yields and the land
rental/wage ratio which benefitted a tiny clasdawfie landowners. The trend towards
rising inequality was interrupted during the intear years, which witnessed a decline
in world trade (Figure 1), but recovered in thetp&/®lrd War Il period(ibid).

Figure 1: Population weighted Gini estimates and conjestiwe Latin America
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Source: Author’s elaboration on data reported adBs de la Escosura (2005: 39).

1 Reproduced with the permission of ECLAC whichtfppsiblished this paper in its Macroeconomics of
Development Series, No 149, July 2014. The auttmulavlike to thank Juan Pablo Jimenez, Veronica
Amarante and Bruno Martorano for suggestions oriteiedraft of this study and for providing newtda



As a result, in the early 1950s the region wasaattarized by high structural inequality,
which depended on: (i) a high land concentratioith vGini coefficients of land
distribution ranging between 0.61 (Mexico) and O(Paraguay) as opposed to between
0.29 and 0.56 in Asia and Africa (Frankema 2008); &n unequal distribution of
human capital; (iii) the ‘curse of natural resow'cby which the countries endowed
with natural resources exhibited high levels of caniration of assets and personal
income; (iv) an urban bias resulting from overvdlwexchange rates, pricing policies
that penalized agriculture, a biased spatial alionaof public expenditure, and the
drainage of rural savings, with the result thatuam 1950 rural incomes per head
ranged between one-quarter and one-half of urbemmes ipid. Table 12.6). In view
of all of this, with the exception of Uruguay andgantina, the Gini coefficient of the
distribution of income in the early-mid 1950s raddpetween 0.47 and 0.65, i.e., among
the highest in the world.

Between the 1950s and 1982, the years of imporstsuting industrialization (ISI),
income inequality declined only moderately in machhe region due to the urban bias
of the ISI policies. However, inequality fell madtg until the mid-1970s in Argentina,
Costa Rica, Uruguay and Venezuela due to urbanizdte introduction of the income
tax, and the creation of an embryo of redistribeitpolicies. The 1970s witnessed a
bifurcation of inequality trends. While, as notéukquality fell moderately in most of
the region, it rose in the Southern Cone (Gaspainal. 2009) where an extreme
version of the neoliberal reforms had been implemgtby military juntas.

1.2  Evolution of incomeinequality during the 1980s and 1990s

From the mid-late 1970s, and increasingly so from Ibeginning of the 1980s, most
Latin American countries abandoned the ISI paradignd introduced neoliberal
policies in the fields of stabilization, liberaltzan, and privatization. These measures
paved the way to the liberalization of internatiomade, FDI and portfolio flows. Their
supporters claimed that these policies would haseored the conditions for growth and
that, in line with the predictions of the StolperSuelson corollary of the Hercksher-
Ohlin theorem, trade and capital account liberéibmawould have improved domestic
inequality in the nations endowed with an abundaipiply of unskilled labour.

The distributive impact of both orthodox (and hetkrx) approaches of the 1980s was
regressive. During the 1980s inequality fell ontyGolombia, Costa Rica, Honduras
and Peru (Altimir 1996; Londoiio and Székely 200D@spite the return to moderate
growth and extensive internal and external libeedion, income concentration during
the 1990s worsened further in almost two-thirdghef cases, albeit at a slower pace
than in the 1980s (Gasparini et al. 2009; FiguréAR)a result, the average regional Gini
index rose by 2.2 points from the early 1980s t601%y another 1.7 points between
1990 and 2000, and by 1.2 points during the recessi 2001-02, that is by 5.1 points
for the two neoliberal decades. A key feature ¢f trend was the decline of the labour
share in total income and parallel rise in the tedyshare (Sainz and Calcagno 1992).
Five structural changes explain this remarkableft.sikirst, with the economic
stagnation of the 1980s, the regional unemploymegetrose sharply between 1990 and
2002. Second, there was a substantial shift of labouth&o informal sector. Third,
formal sector wages rose more slowly than GDP ppit& while the minimum/average
wage ratio fell and wage differentials by skill wited(ibid).



What factors explain the trends of the 1980s arfiD4® Barring an aggravation of the
structural causes of inequality mentioned aboves literature focuses on two
complementary explanations: the skill-biased tecinchange (SBTC) and the impact
of liberal policies. The main effect of the SBTQluted by trade liberalization was to
raise the demand for skilled workers to operate Ipmamported machines while its
supply remained rigid because of low past publipeexiiture on education and the
inability of the poor to borrow. While there is dence that the relative wage of skilled
workers rose in the 1990s (Table 1), it is not obsi that this was solely due to the
SBTC induced by trade liberalization rather thaninstitutional and demographic
factors. Indeed, while trade liberalization easkd tmport of labour-saving skill-
intensive capital goods, the depressed climateaineg in the region offered few
incentives to invest in new equipment. Indeed, rdggonal investment/GDP ratio fell
from 22 per cent in 1980 to 16 per cent for thé oéshe decade and 18 per cent in the
1990s, while it rose to 24 per cent in 2008 in palravith a drop in the skill premium.
In contrast, there is consistent evidence of theah of liberalization on income
inequality. Behrman, Birdsall and Székely (2000urfd in a study on 18 Latin
American countries for 1980-98 that liberalizatmaused an overshooting of inequality
which was particularly intense on occasion of ddmeBnancial reforms, capital
account liberalization and regressive tax refor@snilar results were obtained by
Taylor (2005), Koujianou Goldberg and Pavcnik (20@hd Gasparini and Cruces
(2010) for Argentina. Though with different emplssthese studies conclude that
domestic, trade and financial liberalization getetaadverse distributive effects due to
competition by low-cost imports and the ensuing jolsses, the immobility of
production factors in the declining sector, skilkded technical change, informalization
of employment following a rise of the real exchamgte, and devastating macro and
financial crises.

Table 1. Ratio of hourly wages of workers with high and/leducation

Country 1989/91  2000/1 2009 Country 1989/91 2000/1 0092
Argentina 2.26 2.6% 2.21) Guatemala — 5.64 4.094)|
Bolivia 3.75(93) 4.75% 2.84] Honduras 5.09 4.29 4.10
Brazil 6.11 5.90 4.27 Mexico 3.19 4.5Q 3.91)
Chile 3.37 4.18 3.20} Nicaragua 3.0893) 3.62%1 3.73
Colombia 3.39 4.82 4.08] Panama 3.33 391 3.29|
Costa Rica 3.01 2.68 3.06 Paraguay 3.44 B.78 2.36|
Dominican Rep. 2.3097) 2.641% 2.50] Peru 2.7797) 2.04 2.73
Ecuador 2.9394) 3.007 2.50] Uruguay 2.50 2.7% 2.72 =

El Salvador 3.18 3.64 3.838) Venezuela 2.59 2.08 2.066)

Source: Author’s elaboration on SEDLAC databasdeNaimilar trends are evident when comparing the
ratio of hourly wages of workers with high and madilevels of education.

1.3 Theinequality decline of 2002-2010

- Extent and speed of the declinBetween 2002 and 2010 inequality fell—albeiaito
different extent and with different timing— in &ll8 countries analysed with the
exception of Nicaragua and Costa Rica. As a resudt,un-weighted regional Gini -
which had risen by 0.32 Gini points a year during 1980s and 0.16 points during the
1990s - fell by 0.50 points over 2002-08, 0.47hia trisis year of 2009 and a staggering



1.93 in 2010 (Figure 2, for country details seer@®014, Table 2.8) All this seems
to point to a non-cyclical behaviour of the Ginefficient and to a ceratin stability of
distributive policies in the region (see Part Srwyre details). Finally, it is worth-noting
that the recent average Gini decline per year washnmore sizeable than the earlier
rises, so that by 2010 the average regional Gidi fedurned to the pre-Washington
consensus level of inequality of the early 1980gufe 2).

Figure 2. Trend in the average regional Gini index of tigribution of household
income per capita, early 1980s- 2010
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There is evidence that part of the inequality gaihthe last decade can be attributed to
a rebound from the 2001-02 crisis, and that the cdtdecline of the regional Gini
coefficient slowed down over 2004-06 (Figure 2).wdwer, the average drop in
inequality recorded in the region during 2002-056%2Gini points) was considerably
greater than its 2000-02 rise (1.55 points), wlileng the biennium 2006-08 there was
a further decline which, as noted, continued omeaecelerated during the crisis of
2009 (as in Honduras and Panama) and during tlozeec of 2010 (as in Mexico and
Uruguay). Overall, the ‘rebound effect’ seems tplai about a third of the overall
regional decline recorded between 2002 and 2013. Juggests that two-thirds of the
inequality drop constitutes a reversal of the fdeation-globalization inequality’ of
the 1980s and 1990s (Figure 2).

- reliability of the above conclusiondt could be argued that these conclusions might
be biased by the grossly incomplete accountingopfibcomes in household budget
surveys due to a sistematic under-sampling, urggorting and truncation of the
incomes of the top 1%, or to the fact that theesliteceive considerable incomes on the
substantial assets which they held abroad. In tbgard, the analyses of income
distribution changes based on tax returns datalbgrédo (2010) show that G (the Gini
coefficicnt corrected on the basis of the formula G* (1- S) +S, where G* is the Gini
coefficient computed on household surveys and thasincome share of the top 1%

2 Thanks to the large inequality drop recorded\igentina, Brazil, Peru and Venezuela and, of late
Mexico, the extent of the GDP or population weigk&idi decline would be greater.



computed on tax returns) is always higher by 3-Bigothan the the HBS Gini. In
addition, Alvaredo (2010: 7) notes on Argentineatadhat:

‘... not only can [Gini] levels be different, but alghe trends of G and G* can diverge.
According to the survey’s results, G* displays waity no change when 2001 and 2003 are
compared, going from 51.1 to 50.9. However, G “ecred” with the top 1 per cent income share
....was 57.4 in 2001 and 59.2 in 2003 (almost a ter@entage points increase).’.

which means that the inequality trends correctethbyincome share of the top 1% may
not have followed th trend depicted in Figure 2.viuify this hypothesis we use the
only data computed by Latin American researcherswbompare the trends in G* and
G. For the last decade, this type of analysis &xiaty for Argentina 2001-4 (Alvaredo

2010), Colombia 2007-2010 (Alvaredo and Londono30and Uruguay 2009-2011

(Burdin et al. 2013). Such assement however shbatsathile the corrected G is always
higher than the uncorrected one, the trends areadbgsthe same (Figure 3). We have
therefore a ‘level effect’ but not a ‘trend effeet’ which means that the conclusions
reached on the basis of the un-corrected Gini detdmld.

- Beneficiaries of the decline in inequalityA key issue — including in political terms
(see below) - concerns the identification of theiaoclasses which benefitted from the
recent inequality decline. In this regard, an ieséing paper by Palma (2011) covering
the developing and transitional economies clainas the income share of the middle
class (which he defines as deciles 5-9) remainedtaat over time at around 45-55
percent of national income. In his views, any ir@ijy change was thus due to changes
in the income shares of the top 10 % and bottofs dhich vary substantially across
countries and over time. The reason for the sugpstbility of its income share is that
the middle class has acquired (for mysterious mesgssetrong ‘property rights’ over
about half of the national income. Thus, the ovecthhnges in income distribution
basically depend on the distributive fight betwé#earich and the poor.

While the emphasis on the role of the middle ctssa driver of efficient and equitable
reforms is warrantéfl an examination of the changes in income sharthefpoor,
middle class and rich for the Latin American coiggrover 1990-2010, does not
support Palma’s conclusions. Indeed, in most cas)tboth the poor and the middle
class suffered a loss of income share between 2002-and both benefitted from the
inequality decline of 2002-9. In this regard, TaBlshows that in 6 of the 9 cases in
which the Gini coefficient rose over 1990-2002 theddle class (deciles 6-9)
experienced an often sizeable decline of its inceimre. Indeed, in some cases, the
middle class lost a For the last decade biggeresbainational income than the poor
(deciles 1-5) (Table 2). Furthermore, during thargeof falling inequality of 2002-2009
the income share of the middle class improved Bagmitly in 11 of the 15 countries
which experienced distributive gains, althoughaearage, such gains were less marked
than those of the poor. It thus appear that, thowgh differences from country to

3 A sizeable and relatively prosperous middle classegally plays a key role in promoting long-term
growth (through capital accumulation, entreprengiprand human capital formation), political statyili
and the pursuit of lower inequality via progresdiaeation, social expenditure and labour policies.



country, the recent exogenous shocks and policgrmef benefited a fairly broad
section of the population, a fact that may expl@nresult from) the shift in political
regimes in the region during that period (see sextion).

Figure 3. Trend in the Gini coefficient based on househalddet surveys (solid line)
and in the Gini revised on the basis of the incaimare of the top 1% derived from tax
returns data (segmented line).
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Table 2. Changes in the income shares of the poor ( gegfit5), ‘middle class’ (quintiles 6-9)
and rich (quintile 10) during 1990-2002 (risingquality) and 2002-9 (falling inequality

Income deciles

Income deciles

Country 1990-2002 1-5 6-9 10  AGini  2002-09 1-5 6-9 10  AGini
Argentina 1990-02 -4.68 +0.94 +3.74 +7.7 2002-10 {#5.01 +2.81 -7.82 -9.0
Peru 1997-02 -0.67 -2.12 +2.79 +2.9 2002-09 #2.99 +4.17 -7.18 -6.5
Ecuador 1995-03 +1.82 -1.49 -0.33 -2.3 2003-09 #2.87 +2.65 -5.51 -5.6
Paraguay 1995-02 +0.86 +1.54 -2.40 -1.8 2002-09 +3.20 +2.11 -5.41 -5.9
Brazil 1990-02 +1.32 +0.07 -1.39 -2.1 2002-09 +2.49 +1.63 -4.12 -4.6
Panama 1989-02 -0.33 -2.46 +2.79 +1.4 2002-09 #2.52 +0.88 -3.40 -4.3
Venezuela 1989-02 -2.97 -0.62 +3.68 +5.0 2002-06  *#2.45 +0.45 -2.90 -4.0
El Salvador  1991-02 -0.45 +2.78 -2.33 -0.5 2002-08 #3.76 -0.98 -2.78 -5.6
Chile 1990-03 +0.51 -0.28 +0.23 -0.5 2003-09 #1.44 +0.79 -2.23 -2.7
Bolivia 1997-02 -1.24 -0.66 +1.90 +2.1 2002-07  #1.87 +0.04 -1.91 -2.9
Honduras 1991-02 -2.66 +0.89 +1.78 +5.3 2002-09 -0.82 +2.46 -1.78 -1.4
Mexico 1989-02 +0.42 +0.85 -1.27 -1.1 2002-08 +0.25 +044 -0.68 -0.5
Guatemala 1990-00 +1.53 -2.92 +1.40 -4.0 2000-06 -0.47 #1.16 -0.70 -3.6
Dom. Rep. 1996-02 -1.61 -0.74 +2.35 +2.8 2002-09  #0.97 -0.86 -0.05 -1.1
Uruguay 1989-02 -2.15 +0.16 +1.99 +3.0 2002-09 #0.87 -0.85 -0.01 -1.0
Costa Rica 1990-02 -2.82 -3.23 +6.05 +5.8 2002-09 -0.18 -0.53 ®#0.71 +0.4

Nicaragua 1993-01 +3.63 +1.00 -4.63 -4.1 2001-05 -0.78 -2.05 #2.82 +2.1

Colombia 1996-03 +0.36 +0.84 -1.24 -0.9 2003-07 -1.89 -1.21  #3.11 +3.4

Average -0.63 -0.30 +0.93 +1.40 +0.73 -2.13

Source: Cornia (2012)

- Inequality decline by political orientation of govements Inequality fell under
regimes reflecting all types of political orientats, though there is a clear hierarchy of
inequality falls by type of political regimes. Irety Table 3 suggests that the Gini
coefficient was reduced by 0.54 points per yeareunthe social-democratic left
regimes, 0.42 under the radical left regimes (amwrigch commodity exporters
dominate), 0.20 under the centrist regimes, ang 6r08 under centre-right regimes.
These results confirm those of Birdsall, Lustig &nceod (2011) according to which
the social-democratic left regimes improved thastribution more rapidly than the
redical-left, and that both did better than thetgshand centre-right regimes.

The key question is then how to explain the pdllitishift towards the left and the
adoption by left parties of distribution-sensitipelicies. As documented by the results
of different waves of the Latinobarometro, sucHtshias to a large extent explained by
growing frustration with the disappointing resudfsthe Washington Consensus policies
implemented in the 1980s and 1990s which were asdmaving benefitted only a tiny
elite. Among other things, the Washington Consemsligies led to a shrinkage of the
industrial working class, a weakening of the unjonsing unemployment, and
substantial job informalization and self-employmefs$ noted by Panizza (2005), the
new left parties have their roots in organizatiohshe working class, but have evolved
into broad coalitions comprising the urban andlIrpoer, the unemployed and informal
sector workers. They also comprise sizeale sedbthe business and of the middle
classes which were negatively affected by the Wagbn Consensus measures, as
shown above in Table 2. As noted by Roberts (28i2)hange in political orientation



of parts of the middle class was not due to an ladpoal realignement but to
retrospsective voting, i.e. the assessment of tj@ims/losses during the conservative
regimes. At the same time, sections of the midthsscsupported the new regimes’
concerns for poverty and inequality, recognition roérket failures and increasing
importance assigned to strengthening state institsit i.e. a focus which is in sharp
contrast with the neo-liberal emphasis on shrinking state and the self-sustained role
of markets.

Table 3. Inequality trends from the early until the lateO26 (depending on the latest
available data) by the ideological profile of gavieg parties

Total change in Gini  Average yearly

Country Period index during each regime change
Bolivia 2006-08 -0.51 -0.17
Radical left Nicaragua 2007-08 no data no data
Venezuela 1999 -2008 -6.67 -0.67
Average -3.59 -0.42
Argentina 2003-10 -9.05 -1.13
Brazil 2003-09 -4.56 -0.65
Chile 2000-09 -3.30 -0.33
Dominican Rep. 2000-04 0.00 0.00
Social Ecuador 2007-10 -4.01 -1.00
democratic left  E| Salvador 2009-10 no data no data
Panama 2005-08 - 4.55 -1.14
Paraguay 2008-10 0.00 0.00
Uruguay 2005-10 -0.20 -0.03
Average -3.21 -0.54
Costa Rica 2006-09 +1.51 +0.38
Dominican Rep. 2004-10 -4.19 -0.60
Ecuador 2000-06 -3.01 -0.43
Centrist Guatemala 2008-11 no data no data
Honduras 2005-09 -0.60 -0.12
Peru 2000-10 -2.66 -0.24
Average -1.79 -0.20
Bolivia 2002-05 -1.80 -0.36
Colombia 2000-09 -1.78 -0.18
Costa Rica 2002-06 -1.10 -0.22
El Salvador 2000-09 -3.83 -0.38
Guatemala 2000-07 +0.20 -0.03
Centre-right and Honduras 2000-05 +1.80 +0.30
right Mexico 2000-10 -6.49 -0.59
Nicaragua 2000-06 +2.31 +0.33
Panama 2009-10 no data no data
Paraguay 2000-08 -3.86 -0.43
Uruguay 2000-05 +4.46 +0.74
Average -1.01 -0.08

Source: Cornia (2014) based on Roberts (2012hfocoding of the political orientation of governrteeand of
www. sedlac.econo.unlp.edu.ar/esp/estadisticagqgtthe changes in the Gini coefficients.



- Comparing the 2000s Latin America’s inequality trdnwith that of other regions.
An appreciation of the singularity of the recergtdbutive gains of Latin America is
offered by a comparison of the inequality changleseoved in other regions. In this
regard, Table 4 confirms that during the broadqukfi980-2002, the majority of Latin
American countries experienced an increase in adgua trend observed also in most
other regions. In contrast, during the years 2002nlall regions inequality rose less
frequently and sizeably than during the previous tlecades. However, only in Latin
America there was a marked and generalized imprementhis bifurcation of trends is
difficult to explain on the basis of the supposetvamtages of the Latin American
region. Most developing regions are, in fact, samyl heterogeneous. All of them
comprise countries that depend on commodity expfmteign capitals and remittances,
as well as some semi-industrialized nations. Alltlkém benefitted from the high
commodity prices, rising remittances, financial leexance, and rapid world growth of
the last decade. Nor does the drop in inequalipeapto have been driven by growth.
Indeed, the fast growing Asian countries experidngteep rises in inequality, and by
2010 China had a higher Gini coefficient (0.47)nthlhose of Argentina, Uruguay and
Venezuela.

Table 4. Trend in the Gini coefficient of the distributioof household disposable
income per capita, 1980-2000 and 2000-10

Transition
economies
Latin South  South
OECD Europe Asia America MENA East Asia Asia SSA World
A: 1980s (starting from earlier available year) and 1990s
%‘?eezzﬁ feegi‘(’)‘:] 1980 to t10990 1980 to 1980 to 1980to 1980 to 1980 to 1980
2001 1998 2000 2002 2000 1995 2000 01995
Rising inequality 14 24 2 14 2 5 3 9 73 (69%)
No change 1 0 1 1 3 0 0 2 8 (8%)
Falling inequality 6 0 0 3 3 2 2 8 24 (23%)
Total 21 24 3 18 8 7 5 19 105 (100%

B: 2000-10 (or latest available year)
Specific period 2000 to 1998 to 2000 to 2002 to 2000to 1995to 2000to 1995 to
for each region 2010 2010 2009 2010 2007 2009 2010 2007

Rising inequality 9 13 2 2 4 3 4 7 44 (41%)
No change 4 5 1 1 0 0 1 1 13 (12%)
Falling inequality 8 6 0 15 4 4 0 13 50 @7%)

Total 21 24 3 18 8 7 5 21 107 (100%)

Source: Cornia and Martorano (2012) based on SWAlIRaud IDLA database. Note: All countries
included in Table 4 have at least 10 well-spacesknlations for the 30 years considered. Each cpuntr
has been assigned to one of the three above cetegum the basis of a trend analysis and of the
difference between the initial and final Gini coeiints for each of the two subperiods considered..

It is thus difficult to argue that the improvememézorded in Latin America are due
only to a favourable external environment, worlebwgth, or ‘luck’. Other factors,

including the policy factors discussed in Part dcfs as long-term effects of rising
educational achievements, changes in economic avmals policies and the

consolidation of democracy) are likely to explairpart this encouraging trend.



2. Underlying causes of the decline of income inequality over 2002-10

The analysis of inequality declines is generallywdwcted by focusing first on its

immediate (statistical) causes and then on its nyidg causes. In this paper, space
limitations forces us to focus mainly on the Iatt@hile reminding that all analyses of
the former (Lopez Calva and Lustig 2010, Cornia4)04duggest that the decline in
inequality was driven first and foremost by a deelin the skill premium and - to a

lesser extent — by risisng public transfers andittantes and a fall in the urban-rural
wage gap. An improvement in the distribution ofitalpncomes apparently took place
as well (subject to the caveats of pages 4-5),ghots contribution to the Gini decline

was very modest for the reasons illustrated abbiegeafter we focus, in turn, on the
underlying causes of the inequality fall by diséngsone by one its possible drivers.

21  Animprovement in external conditions

During the last decade, the rapid growth of the rgmg economies entailed a rise in
the regional terms of trade index from 100 in 20©Q17 in 2008 while the volume of
exports rose substantially 2010). In turn, migrearhittances grew rapidly in Central
America, and to a lesser extent in Bolivia, Parggalad Ecuador, while the regional
ratio of official migrant remittances to GDP clintb&om 2.2 per cent in the 1990s to
5.4 per cent in 2007-08 (Cornia 2012). Furthermbetween 2002 and 2008 and again
in 2010 the region experienced portfolio inflows aamting to 2.4 per cent of the
region’s GDP.

Given the high concentration of the ownership afdleand mines prevailing in the
region and their high capital- and skill-intensithe recent gains in terms of trade
generatedceteris paribus,an un-equalizing effect on the functional disttibn of
income. However, whenever such rents accrued tostate or were taxed and
redistributed in a progressive way, their rise gatesl favourable distributive effects.
Yet, the evidence suggests a weak relation betwerens of trade and revenue/GDP
ratio for Latin America as a whole. The only relaty strong correlation (r = 0.63) was
found for the eight main commodity exporters arelytbars 2003-07.

As for the impact of remittances, the IMF (2005y@ests that their short-term effect
tends to be un-equalizing, as only middle-clasgleeare able to finance the high costs
of illegal migration so that, as a consequence,ittantes accrue to middle-income
families. However, migration may be equalizing ifgnant networks develop in the
destination countries as observed in the case &ablador and Mexico (Acevedo and
Cabrera 2014, Campos et al.2014), including bec#usg narrowed the rural-urban
income gap. In turn, the increase in capital inBawainly benefitted large, capital- and
skills-intensive firms and banks, and did not eeeaccess to credit for small labour-
intensive firms. In addition, these inflows causadappreciation of the exchange rate
which retarded growth in the labour-intensive tdector, including agriculture, as in
the case of Honduras (Klasen et al, 2014). Alllintae partial equilibrium effects of
the improvement in international conditions seerikety to have led to a large decline
in inequality, except possibly in the four to sbuatries where such a phenomenon was
especially marked.

2.2 Impact of therapid growth of 2002-08 and 2010 on income inequality
In the absence of a CGE model, the general equitibeffects of the mid-2000s boom
in commodity exports, remittances and capital wloare difficult to trace. Yet, as
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suggested by Thirlwall (2011), greater currencyoms did relax the foreign exchange
constraint to growth and, as a result, may haveedaemployment and improved the
distribution of income (Table 5).

Table 5. Labour market trends for Latin America as a wha®90-2009

Activity rate  Unemploy- % Wage % Formal % Workers Wage
(% of pop. of ment  earners ofotal  sector  paying sociat inf i/
15-64 yrs) rate (%) workers workers security Averag nforma
Sormal sector

1990 61.0 6.2 62.6 55.0 63.3 384 0.54
2002 63.0 10.7 60.9* 52.8 54.6 397 0.43
2005 63.7 9.7 61.4 53.7 59.4 405 0.44
2007 64.2 8.0 63.0 53.0 47.0 423 0.44
2008 64.7 7.3 63.7 50.3 42.0 421 0.46
2009 64.3 8.2 63.2 50.7 38.4 434 0.47

Source: Cornia (2012) on different tables in CEP20Q6 and 2008), and SEDLAC database.

2.3 Animprovement in thedistribution of educational achievements

As noted above, the reduction in the skill premiuas the main immediate cause of the
recent fall in income inequality. This wasinter alia — due to the redistribution of

human capital among households induced by theimisecondary school enrolment
rates recorded — especially among the lower decilsince the early 1990s and

accelerating in the 2000s (Cruces at al 2014) Wioilg a large increase of public

spending in education per child 0-14. The latteserfrom 320 US constant $ PPP in
1990 to 756 in 2000 and to 1451 in 2010.

The increase in the years of education of the labdorce and its more equitable
distribution generated two effects: a ‘price efféce the deline in the skill premium)
and a ‘quantity effect’ (a more equal distributisihrhuman capital), both of which had
an equalizing effect. While the quantity effectisambiguous, the price effect could be
explained also by: (i) a parallel decline in thep@y of unskilled labour due to
demographic factors or rising educational achievemeof formerly uneducated
workers; (ii) a possible drop/stabilization in tthemand for skilled workers and a rise in
the demand for unskilled workers due to technokllgor macroeconomic factors; (iv)
institutional changes (i.e., an increase in minimuages, see later). Thus, the extent to
which the ‘price effect’ is explained by either thifese factors remains to be fully
understood, and is likely to vary from country twuaotry.

To what an extent was the increase spending onaédacdue to policy choices? To
reply this question Cruces et al. (2014) use a leralgorithm by which the government
spending in education per child 0-X&/{) can be decomposed in the the product of the
ratio of public spending in education on GD®/Y), per capita GDPY{P) and the
inverse of the share of children in the populatiBN), i.e. G/IN = G/Y x Y/P x P/N.
Despite the cross-country problems in accountingodernment spending on education
- which may bias a bit its results - Table 6 canfirthat there was a clear increase in
fiscal efforts to support public education. Forihafmerica as a whole this accounts
for 33 per cent of the increase in educational edpere. Such ‘social policy’ effect is
particularly strong in countries (such as Parag@Gatemala, and Nicaragua) which in
1990 had low enrolment rates while it was — as etquk— less marked in countries
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which had already achieved high secondary enrolsnanth as Panama, Argentina and
Colombia. It is also interesting to underscoreithportant contribution of GDP growth
(which raised revenue generation) and the lowembtinegligible effect of the decline
or slower increase in the cohort of 0-14 old clafdr

Table 6. Decomposition of the increase in public spendmgducation per child aged
0-14 by its main drivers, selected countries

Social policy Growth Demographics Total
Argentina 26.1 60.0 13.9 100.0
Brazil 32.7 45.7 21.6 100.0
Colombia 19.0 60.4 20.5 100.0
Guatemala 45.3 46.6 8.1 100.0
Honduras 41.0 43.4 15.6 100.0
Nicaragua 47.7 33.3 19.0 100.0
Panama 8.0 77.2 14.8 100.0
Paraguay 60.9 26.8 12.3 100.0
Venezuela 35.5 44.2 20.3 100.0
L.A. Average 33.0 50.6 16.4 100.0

Source: excerpted from Cruces et al. (2014)

2.4 Thespread of progressiveregimes and new policy approaches

During the last twenty years, the region witnesaetkturn to and consolidation of
democracy. As suggested by Robinson (2010), itipalipower is concentrated in the
hands of the elites, the political system tendsdopt disequalizing policies. In contrast,
genuine democracy, greater electoral participatiod a ‘consolidation of democracy’
reduce the concentration of power and facilitagettiansition towards non-clientelistic
policies. Besides greater democracy, starting fiteenlate 1990s, the region witnessed a
shift in political orientation towards centre-lefigimes (between 1998 and 2011 the
region witnessed the election of 15 left-leaningvegoments), due to growing
frustration with the disappointing results of thbelal policies implemented in the
1980s and 1990s. As noted, although they helpedetestablish macroeconomic
balance, such policies led to a shrinkage of maruifeng and industrial workforce, a
weakening of the unions, rising unemployment, argllastantial enlargement of the
informal sector.

While the leftist regimes differ substantially angoeach other (Panizza 2005), they
have all evolved into broad coalitions comprisifge turban and rural poor, the
unemployed and informal sector workers and seatbdsusiness and middle classes.
These parties have abandoned any notion of revalarty break in favour of electoral

politics and respect for the institutions of lidestamocracy. In all kinds of left of centre

regimes, measures in the field of taxation, labmarket, social expenditure, and
transfers have been far reaching. The main compsranthe new policy model are

reviewed hereafter:

- A countercyclical or a-cyclical fiscal policy Traditionally, the Latin American

countries adopted procyclical and often unsustdénéibcal policies. This stance has
been abandoned during the recent decade. A deanlithee budget deficit was targeted
in all countries, despite an increase in publicezxjiture. Fiscal deficits have typically
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been reduced below one per cent of GDP (i.e., ldlem the EU and US) and were in
several cases turned into surpluses, while theomegs a whole recorded a primary
surplus between one and two per cent between 26042808 (Figure 4). Overall,
during the fast growth years of 2006 and 2007,aerage central government deficit
of the region was in equilibrium, though it rosethe difficult years of 2009-10 in line
with the shift towards a countercyclical fiscal mgement. The strong version of such
policy, which requires that a budget surplus idized during periods of growth so as to
finance public deficits during bad years, was fokal in Chile and Peru. An a-cyclical
version, consisting of balancing the budget or gatiteg a small surplus in good years
was followed by most countries due to the diffimdtfaced by democratic regimes in
convincing the electorate of the need for fiscadtanty in periods of rising revenue
(Ocampo 2008).

- Tax policy Tax policy underwent gradual but deep changesni@cet al. 2014).
While over 1990-2002 the tax/GDP ratio graduallgonered its 2.7 points decline
recorded during the recession of the 1980s, bet®668—08 the regional tax/GDP ratio
rose by almost 3.5 points and much greater incseasge recorded in Argentina (9
points) and Brazil (5 points). Despite the recessib2009 the regional tax/GDP ratio
dropped only 0.35 percentage points, and by lad®2@Brazil, Argentina, Uruguay and
Costa Rica reached levels of taxation similar twséhof the US and Japan. Much lower
increases in tax/GDP ratios were recorded, how@venpst of Central America, while
Mexico experienced a small decline. Also the foolutax policy changed substantially.
While during the 1990s it focused on a reductiortazies on international trade, a rise
of VAT, a lowering or abolition of income tax, andvidening of the tax base, during

Figure 4. Tax revenue, public expenditure and primary badgffo of GDP), 1995-2010
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Source: Martorano (2014)

the 2000s tax policy emphasized income tax andcestitex exemptions, extended the
scope of presumptive taxation, cut regressive esgiand introduced indirect taxes on
luxury items. A few countries introduced a surregiix on financial transactions and/or
selective export taxes to tax assets which eseaaion and the distribution of which
is highly concentrated. The increase in world comityoprices contributed to rise of
the tax/GDP ratio in seven countries. Yet, such began before the commodity boom
and aimed at widening the direct and indirect taseb

13



As a result, while the distribution of income aftax (but before transfers) in 11 Latin
American countries had remained broadly unchangtdde the late 1990s and 2001-
02 and had worsened in Mexico and Nicaragua, duheg2000s the progressivity of
taxation improved in relation to the 1990s in 11tteé 12 countries with available tax
incidence data. Thuis is shown in Table 7 by thadasingly positive signs of the
Reynolds-Smolensky index (which is the differene#ween the Gini coefficient of

before and after tax). In addition, the recent nenxe increase affected inequality
indirectly as it permitted to fund social transfarsd public expenditure on education in
a non-inflationary way, and to eliminate the higldisequalizing macro instability

experienced in the past.

Table 7: Reynolds—Smolensky index (Gini points) for th®Q9 and 2000s

1990s 2000s 2000s-1990s
Argentina -1.95 1.92 3.87
Brazil -0.70 1.40 2.10
Chile -0.78 0.27 1.05
Costa Rica -0.98 1.24 2.22
Ecuador -0.70 0.70 1.40
El Salvador -1.40 -0.75 0.65
Guatemala -0.77 1.20 1.97
Honduras -2.80 -0.10 2.70
Nicaragua -5.20 0.17 5.37
Panama 0.00 0.90 0.90
Uruguay -0.20 1.20 1.40

Source: Cornia et al (20N9te : a positive sign of the index indicates that
the tax system is progressive, a negaineethat it is regressive.

- A countercyclical monetary poligz. During periods of bonanza, monetary authorities
attempted to control the expansion in money supfali,in interest rates and credit
expansion through an accumulation of reserves aedlization. Until 2009, only
Argentina and Colombia had introduced some capiakrols (Ocampo 2008), which
have become more common in 2010. In turn, durirrgp@e of crisis (as late 2008 and
2009), most leftist and conservative governmentgeted interests rates and expanded
lending by public banks, while tolerating even rtegareal interest rates and slightly
higher inflation rates than recommended by theaoltix approach, so as to support the
level of output and employment. Monetary policy Angentina, Peru, Bolivia, and
Uruguay aimed also at reducing the traditiona, rsite and disequalizing dollarization
of the financial system and at strengthening cébtaak independence.

- Exchange rate regime: Fixed pegs and free floats were replaced by meshag
exchange rates aimed at preserving a competit@eesechange rate and avoiding its
appreciation during periods of bonanza. Togetheh vein improvement in global

economic conditions (see above), this helped tcegge current-account surpluses
which were used to reduce foreign debt and accumularency reserves. However, in
2006-07 and again in 2010, this exchange rateypolhme under pressure owing to a
surge in the world prices of exports, capital inf& and remittances. Consistent with
the new exchange rate policy, most governmentstadap monetary and fiscal stance
that aimed at avoiding its past pro-cyclical bid8ithout the interventions just

mentioned, several countries would have shown gaosymptoms of Dutch disease
and accelerating asset price inflation with negagéffects on income inequality. Despite
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these measures, management of the real exchargeertined a problem in the
region, as 14 countries recorded an extra-regicgall appreciation in 2010 (CEPAL
2011).

- Trade and external indebtednessThe free trade policies adopted during the
Washington consensus years, and which in the 1188(® a shift in resource allocation
against the unskilled labour-intensive sectors,ewest overturned, in part because the
new exchange rate policies offered some protedtoine tradable sector. In contrast,
the pattern of international trade changed perbBptWhile trade within the Free Trade
Area of the Americas stalled, intra-regional traategration increased, especially in the
field of manufacturing, and so did South-Southétgshrticularly the exports of primary
commodities to the Asian countries. Governmentspérticular the left leaning ones)
attempted to reduce their dependence on foreigroworg. Short-term stabilization
agreements with the IMF were generally not renewelije Brazil (in 2005) and
Argentina (in 2006) prepaid their outstanding debt the IMF. Argentina also
restructured its foreign debt at a 70 per centadist, though the litigation with some
creditors is still not completely solved. The fgmeireserves of the region also grew
from about US$150 to almost 550 billion between2@mhd 2009, and the region’s
gross foreign debt declined from 40 per cent ofréggonal GDP in 2002 to 17.4 per
cent in 2008 and 20.4 in 2009. One can surmisetkigatistributive effects of exports
differentiation and reserves accumulation werelyikavourable, as they reduced the
vulnerability to macroeconomic shocks.

- Labour market policies Centre-left governments explicitly addressed thablems
inherited from the prior two decades, i.e., unemyient, job informalization, falling
unskilled and minimum wages, diminishing coverafisarial security, and weakening
of institutions for wage negotiations and dispwgtlements. Argentina enacted income
policies consisting of public works, extending cage of formal employment, and
promoting the re-birth of trade unions. In Uruguawpd Brazil the governments
reinstated tripartite wage bargaining. Meanwhilerage wages grew moderately (Table
8), possibly reflecting the greater concern of @ohakers for creating jobs rather than
for raising earnings. It also reflects the recagnitthat, unless backed by increases in
productivity, nominal wage raises may fuel inflatiovith scant effect on real wages. In
turn, most left governments and a few conservajommeernments decreed sizeable hikes
in minimum wages (Table 8), which reduced the mummaverage wage ratio with
equalizing effects on the wage distribution.

Table 8. Trend in the index of real minimum wages (20003l0Gelected countries

2002 2004 2006 2008 2010
Chile (2000-10) (b 106.8 111.3 116.3 118.3 127.7
Brazil (2002) 114.3 121.4 145.3 160.8 182.0
Argentina (2003) 81.4 129.8 193.2 253.3 321.3
Panama (2004-09 ) 105.8 107.5 108.1 109.2 113.3
Uruguay (2005) 88.7 775 153.2 176.9 196.8
Costa Rica (2006) 99.5 97.6 99.5 99.5 105.8
Bolivia (2006) 116.0 112.0 111.1 117.0 119.9
Honduras (2006-09) 104.6 114.5 127.4 131.1 225.5 (c
Nicaragua (2007) 105.9 113.5 128.5 141.6 174.6
Ecuador (2007) 1125 122.2 130.0 146.7 161.5

Source: CEPAL (2011). NotesyNominal wages deflated by the CB);years of ruling by LOC regimes) = 2009.
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- Rising social expenditure, social assistance andlistribution: In most countries,
public social expenditure started rising in the A9®ut accelerated its upward trend
since the early 2000s (Cornia 2012: Table 12). @hsill is a huge intra-regional
variationin social expenditure but it appears that the rerded in the 2000s was
proportionately greater in low-income countrieseTinding of this expenditure rise
was made possible by the increase in tax/GDP ratiestioned above, the debt
cancellation enjoyed by HIPC countries and highddAOdue to growing ‘social
conditionality’ for achieving the MDGs.

Practically all governments introduced progressseeial assistance programmes to
complement the coverage of social insurance. Theseprogrammes were funded by
the state with expenditures ranging between 0.20a8@f GDP, (Fiszbein and Schady
2009, Barrientos 2011), covered an important sludréne population at risk, were
directed to old and new political constituenciesd aomprised conditional transfers
aimed at reducing poverty and child labour and Bnguthat children remain in school
and have access to health services, employmenimsshetraining and subsidized
employment for the young, and the promotion of $neadterprises. In addition,
Argentina, Bolivia, Chile, and Brazil introduced moontributory social pensions at a
cost of 0.18 to 1.30 per cent of GDP. Their gerigrosoverage, design, and targeting
generally improved over time, though there stilaitarge scope for rationalizing some
of the expenditures in this area (as in the casBratil), with positive effects on the
equity of transfers. As suggested by an analysiSERAL (2007) for the years 1997-
2003, the rise in public social expenditure likejgnerated positive redistributive
effects, as the distribution of all componentsaifial expenditure was less concentrated
than that of private incomes. These are averagermalgdata and things vary between
countries. There are also indications that thedewte of social expenditure became
more progressive over time and go a long way insteduting income to the poor.
(Lépez-Calva and Lustig 2010). Democratization theems to have impacted not only
labour policies but also non-clientelistic redistriive measures.

3 Regression analysis

3.1 Dataset and bilateral correlation coefficients among explanatory variables

The hypotheses discussed above in Part 2 aboumnfiect of the underlying causes of
inequality were tested on the basis of the IDLAadat (Martorano and Cornia 2011)
which includes data for 18 countries for the yel880-2009. The dependent variable is
the Gini coefficient of the distribution of housdthalisposable income per capita (for
the sources see Cornia 2012, footnote 19). Theapafry variables were clustered into
five groups, i.e., (i) international economic cdrahs; (ii) rate of growth of GDP per

capita; (iii) changes in exogenous factors, suctieggendency and activity rates; (iv) the
distribution of human capital among workers; (v)ippfactors, i.e., the real effective

exchange rate and its square, the ratio of di@éhdirect taxes, the minimum wage
interacted with the share of formal sector workensg public expenditure on social
security/GDP (there are no time series on sociais@ce/GDP), and (vi) three

dummies, i.e., the ‘social democratic’ and ‘radipapulist’ dummies and Polity2 index

which proxies the quality of democracy. A low bdedl correlation between the

explanatory variables included in regression (Gor2012: Annex Table 2) excludes
major problems of multicollinearity.
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3.2 Estimation procedureand regression results
Given the panel structure of the IDLA database gs$t@nation procedure chosen had to
take into account that each country is observed seeeral periods. Such model takes
the following form:

GINIit =a +ﬁ>(it +,7i + QI
where Giniy; is the coefficient of the distribution of housethalisposable income per
capita, X a vector of 14 explanatory variables (&ereex Table 1), the subscripts i and t
refer to the countries and the years of the papek a time-invariant country’s fixed
effect, e; is the idiosyncratic error term, while and 3 are the parameters to be
estimated. Given this, a suitable panel estimgpimtedure is the least square dummy
variable (LSDV) (not shown) and the GMM estimatarhich includes among the
explanatory variables the Gini coefficient retardetk year so as to capture the path-
dependent and slow moving nature of Gini, as eaegel year-to-year changes seldom
exceed a couple of Gini points (or 5 % of its l¢vel addition the dynamic panel-data
estimation one-step system GMM procedure was ioted to take into account
problems of reverse causation and endogeneity. --

The results of GMM reference Model (first columnTiable 9) confirm in most cases
the conjectures made in Part 2 about dherage regional impactf the underlying
causes of the recent decline in income inequalityparticular: (i) as expected, the
lagged Ginihas a high value and is significant, due to théniigh persistence mentioned
above, (iii) as far amternational economic conditiong appears that, contrary to what
argued in Part 2, the gains in terms of trade eflélst decade contributed directly and in
a statistical significant (if modest) way to theeat decline in inequality, while migrant
remittances were not significant at the regionalele and the FDI stock raised
inequality strongly and significantly; (iilcDP growth per capitéhas, as expected, a
negative sign but its parameter is low and sodgssignificance; (iv) the exogenous
yearlychanges in dependency rates and activity ragge a sign that is small and non-
significant, as both of them are heavily trendedcanfirmed also by the national case
studies in Lopez-Calva and Lustig (2010); (v) tleduction in theinequality of the
distribution of educational achievementwhich is expected to capture the lagged effect
of public efforts in the field of education is sificantly related to income inequality,
thus confirming prior findings ( Lépez-Calva andstig 2010); (vi)as for the impact of
fiscal policy the ratio of direct/indirect tax revenue (whiase in all countries over
2002-09) is found to be significantly and negatpvaksociated to income inequality,
thus confirming the conjectures in Part 2. In tuttme ratio of social security/GDP
(which comprises also social assistance and notrtbatory pensions) is significant as
well, though the incidence of social insurance.,(i#vo-thirds of social security
expenditure) is only moderately progressive; (a8)for themacroeconomic and labour
policies the parameters of the linear and quadratic gpatidn of thereal effective
exchange ratdREER) are both strongly significant, confirmiritat a 20 percent real
devaluation, for instance, would reduce income ity by 1.54 pointé.As for the
labour policies, Table 9 corroborates the predngtiof Part 2 about the modest but
significant equalizing effect of rises in minimumages during the last decade; (viii)
political economic variablesghe two dummy variables are highly significantdrave
large coefficients (indicating that the policy \&bies included in the regression do not
capture all relevant policy changes (e.g., foodsglibs and monetary policy) affecting

4 The interest rate was included in regressiordimihot yield statistically significant results.
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inequality. In addition, on top of the governmengslitical orientation, the variable
‘Polity2 index’ - which measures the quality of deeratic institutions - shows a strong
effect on inequality during the last decade. Althge, Table 9 confirms most of the
hypotheses about the underlying causes of inegualimulated in Part 2, as all the
signs of the estimated parameters coincide witlsahexpecte@x ante except in the
case of the terms of trade (see later).

As noted, the estimated parameters in the refer&® model (column 1, Table 9)
represent average regional effects that do noudticg to the specificities of various
country sub-groups. To solve this problem, thee'refice GMM models’ was estimated
by adding to it interactions with variables whicte garticularly relevant in specific
subgroups, so as to identify the differential intpat some explanatory variables in
specific contexts. To start with, the variablesrrite of trade index’ and ‘migrant
remittances/GDP’ were interacted for the respectivenmies ‘commodity exporters’
and ‘remittances receivers’, which were set eqoal tfor the countries where such
phenomena are particularly important and zero watiser (columns 2 and 3). As shown
by reference GMM model in Table 9 the terms of éré significant and negative but
the interaction term of the terms of trade is pesitand significant (column 2),
suggesting that for the subgroup of commodity etguer inequality rises in line with
terms of trade improvements, including because oitcD disease effects. The
introduction of this interaction does not percelptibiter the sign and size of the other
parameters, except the significance of public edjtere on social security. Likewise,
Model 2 confirms that while remittances have onrage an un-equalizing effect, they
are equalizing in those nations where such a phenomis important and long lasting
(such as El Salvador), and such as to generatadtance migrant networks, which - by
reducing migration costs - open the possibilityro§rating also to low-income people.
Third, the FDI/GDP variable was interacted with themmy ‘Andean group’, & a
country subgroup where foreign investments in thi@aing sector are particularly
important. Model 3 confirms that the FDI/GDP aregualizing in all countries but that
their effect is more pronounced in this group. Houas suggested by the political
scientists, the quality of democracy (proxied by Bolity2 index) is influenced not only
by the effectiveness of democratic institutions bl#o by its consolidation (i.e. the
uninterrupted number of years in which a full dematic rule existed in a country,
regardless of the political orientation of the sggive governments that run a country)
and by the level of popular participation to fréecdons. Thus, in Model 4, the Polity2
index was replaced by a composite varialslembining the Polity2 index (with weight
0.5), the number of years of uninterrupted demaxrate (weight 0.25) and the turnout
rate in political election (weight 0.25). This attative specification yields a higher and
statistically significant parameter. Finally, Modeintroduces in the standard model the
average import tariff rate with the objective toasere the impact of trade liberalization
on inequality. The parameter of such a variableswut, however, to be statistically
non-significant, probably because while trade Htieation had a strong unequalizing
initial impact in the 1980s and part of the 1996s effect vanished during the 2000s.
However, when such variable is interacted in Mo@elith the ‘skill premium’ it
appears that while trade liberalization, on averagight have been equalizing for the
period considered, it was unequalizing in the coestwhere the skill premium
increased, thus offering some support to the skilhsed technical change’ hypothesis.

5 | owe this suggestion to Bruno Martorano of threvdrsity of Florence.
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In conclusion, with all the limitations imposed liycomplete data, not completely
satisfactory specifications forcibly adopted fomsovariables, measurement errors and
other econometric issues, the results of TableoQige a fairly consistent picture of the
positive, negative or non-significant inequalitypact of the variables.

Table 9. Regression results over the period 1990-2009:a@eeregional effects and
results for heterogeneous sub-groups

GMM-1 GMM-2 GMM-3 GMM-4 GMM-5 GMM-6

GMM
Standard Modell Model2 Model3 Model4 Model5 Model6

Gini coefficient (t-1) 0.6375%*  0.6243*** 0.5676*** 0.6257*** 0.6352*** (0.6380*** 0.6083***
Terms of trade index -0.0104** -0.0302*** -0.0110*** -0.0125*** -0.0103*** -0.0105** -0.0122**
Terms of trade index* 0.0257*

commodity exporters dummy
Remittances/GDP -0.0431 -0.0611 0.0643 -0.0311 -0.0415 -0.0371 -0.0346
Remittances/GDP *Remittances -0.2978***

receivers dummy
FDI stock/GDP7 0.0353** 0.0353*** 0.0376*** 0.0225*  0.0355*** (0.0335** (0.0240*
FDI stock/GDP * 0.0328*

Andean group dummy
GDP/c growth rate -0.0402*  -0.0444** -0.0406* -0.0394* -0.0404* -0.0402* -0.0377
Dependency rate (growth rate) -0.2021 -0.1096 -0.3815 -0.1434 -0.2055 -0.1732 -0.2135
Activity rates (growth rate) 0.0247 0.0421 0.1036 0.0338 0.0255 0.0736 0.1175
People with 3ary and 2ary -0.9085*  -1.0856** -0.9746** -0.8933* -0.8903* -0.9577* -0.7748

education/ people with
primary or no education (@

Direct/indirect taxes -0.5307*  -0.5927*  -0.7026** -0.3492 -0.5255 -0.4858 -0.3463

Public expenditure on social -0.1643*  -0.1418 -0.1314 -0.1902** -0.1636* -0.1122 -0.182
security (%GDP)

REER -0.0233*  -0.0346** -0.0250* -0.0257** -0.0234* -0.0225 -0.0341*

REER * 2 0.0001* 0.0001*  0.0001* 0.0001**  0.0001* 0.0001* 0.0001**

Minimum wage index *share of -0.0109** -0.0115* -0.0117** -0.0107** -0.0110* -0.0112* -0.0107
formal sector workers on the

total
Social-democratic dummy -0.3746*  -0.3979* -0.4582** -0.3522* -0.3656 -0.4607*  -0.4264*
Radical-populist dummy -1.6840*** -1.9414*** -1.7178%* -1.4827** -1.6856*** -1.7083*** -0.6538

Polity2 index -0.1740*** -0.1642*** -0.1736*** -0.1623*** -0.1828*** -0.2131***
(quality of democracy)
Composite index of quality -0.3483***

of democratic institutions,
consolidation of democracy
and electoral turnout

Import tariff rate (%) 0.0092  -0.1768*
Import tariff rate*skill premium 0.1053**
Constant 23.0956*** 25.4785*** 26.6505*** 23.9626*** 23.3249*** 22.5951%** 25 3196%**
Observations 288 288 288 288 288 275 255
Number of countries 18 18 18 18 18 18 18

Source: Cornia (2012). Notes: Commodity exporters Bolivia, Chile, Colombia, Ecuador, Peru,
Venezuela; ‘remittances recipients’ are El Salva@aratemala and Nicaragua; the Andean group inslude

Bolivia, Colombia, Ecuador, Peru and Venezu€3Both variables are expressed in terms of theirlyea
variations).
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4. Inequality during the crisis of 2008-2012 - and prospectsfor its
further reduction

4.1 Inequality changes over 2008-2012.

The above analysis has focused on the inequalismgds and their drivers over the
period 2002-2010. Most of these years (e.g. the82WD8 period) were years of fairly

rapid growth and favourable global conditions thalirectly or indirectly - generated

some positive effects on the Latin American ecomm®ni hus, the question immediately
arises whether inequality continued falling durthg turbulent years of 2009-2012 (no
data are available for 2013, except for Argentifd¢w standardized data recently
released by CEDLAS permit to determine whether uiadity rose or continued to head

downwards during these more volatile years. Haduabty stopped falling or began

rising during these years, one would be temptecdottsider the 2002-2008/9 gains as
‘cyclical’ rather than ‘structural’.

In this regard, Figure 5 shows that - despite ttoevth deceleration of 2008-2009, the
sluggish growth of 2011-12 and a worsening of dglaweaditions inequality continued
declining in all 11 countries for which there ammplete Gini data for the years 2008-
12. In fact, for some of these countries, inequalitclined even faster than during the
prior six years. A simple statistical test (not wh{ for these last four years and these
12 countries finds that changes in GDP growthsraaed Gini coefficients are
orthogonal, thus suggesting that the inequalitylideavhich began in 2002-3 seems to
be structural and to depend mainly on factors othan the buisiness cycle. Yet, in
2012 there was a perceptible slowdown in the pdcdeoline, as the average Gini
coefficicnt fell by only 0.2 points. However, CEPA Social Panorama (2013, p.80)
argues thatl‘a desigualdad distributiva ha mantenido la tendarecla reduccion que
empezd a manifestarse hace un deceit®Annex Table IA2, shows in fact that the

Figure5. Trend in the Gini coefficient of per capita houdehacome, 2008-2012

51 -
50 -
49 |

48 A
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2008 2009 2010 2011 2012

Source: author's compilation on CEDLAS and CEPAltad®otes: 1/ the trend is based on a balanced
panel of 11 countries with complete data for therge2008-12, i.e.: Argentina, Bolivia, Brazil, Coibia,
Costa Rica, Ecuador, El Salvador, Mexico, Pananeay Rnd Uruguay. 2/ The dotted line includes
Uruguay (which witnessed a higher-than-average @imp over 2008-1. The solid lines excludes it.

Q10/Q1-4 ratio improved in seven of the 11 coustfa which this index is available

for both 2011 and 2012. But the CEPAL data showttichanges in the income share
of the bottom 40 percent and Gini coefficient foe tsame 11 countries improved in
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five, worsened in four and stagnated in two. Ev@ng considered, therefore, it appears
that while in 2009-2011 inequality fell as fast,faster, than over 2002-2008, in 2012
the decline continued in half of the countries whih the other half it recorded a
moderate increase.

How can one explain such surprising trend? The WwBdnk (2010) has argued that,
unexpectedly, labour markets were little affectegg the 2009 crisis. While
unemployment rose in eight of the 11 countriesdlgsed in, the average increment in
jobless was only 0.9 while the average activite fatl negligibly (Table 5). In turn, real
wages remained relatively strong or rose (excegtard-hit Mexico and Ecuador) in
part due to the low inflation of 20(#id). Informality rose modestly (0.3-0.4 points on
average) mainly in countries with rising unemployte In addition, the
skilled/unskilled, formal/informal and male/femalage gaps continued to fall, most
likely because of the adoption of vigorous labouwarket policies and the continuous
rise in the supply of workers with secondary or heig education. Finally, the
countercyclical fiscal policy implemented in 2009-Figure 4) - and, possibly, during
the subsequent years - permitted to continue exp@nibighly equalizing social
assistance programs which have gained huge polgiggoort in the region because of
their low-ish fiscal cost and non negligible impa&tfurther investigation of the very
recent inequality decline is however needed.

4.2. Further reducing inequality through a deepening the recent reforms.

Despite the decline recorded over 2002-8 and agan 2009-2012, income inequality
in many Latin American countries remains amonghighest in the world. Particularly
in Central America and the Andean countries, futefferts will have to deepen the
comparatively timid policy reforms introduced dugithe 2000s, as well as on removing
the structural causes of inequality by broadeniregaccess of the poor and the middle
class to land, credit, investment opportunitieghhguality secondary and tertiary
education and public subsidies. A further reductbbmequuality will also require a re-
calibration of the region’s pattern of developmentd approach to global economic
integration, so as to embed future inequality aediin a sustainable pattern of growth.
All this will have to happen, however, in a globadntext which might be less
favourable than the one of 2003-2008. These twotpaire discussed hereatfter.

- Improve further the equality of opportunities amongocial classesThere is still
considerable space to improve inequality througl thocial-democratic’ reforms
introduced in the 2000s. To start with, progressaising average secondary and tertiary
enrolment rates and reducing educational inequaldg not accompanied by similar
gains in the quality of education. As shown byxuntry ECLAC (2010) study of
the PISA science scores of 15-year old childreormghg to four quartiles of the ISEC
index (which approximates the socioeconomic anda&titonal level of their families of
origin), there still are considerable performandéences in favour of children from
the upper ISEC group who often attend better-qualitvate secondary schools (Table
10), a topic which represented a major campaigiiegy during the January 2014
Chilean elections.

This persistent gap reduces the chances of childfdawer socioeconomic status of
being selected during university-admission exanonat As a result, while both the
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ratio and the difference between the tertiary eneuit rate of children belonging to the
top and bottom income quintile declined in Argeatithese indexes continued to rise in
Colombia (Table 10). In Brazil (and for the regias a whole) the ratio fell, but the

absolute difference rose. To continue improving twcational opportunities of

children of low-income families as a way to equaliite chances and the future income
distribution, governments thus need to broadematgreducation access by improving
the quality of teaching in secondary education @tilicing the direct and opportunity
cost of education borne by poor children. All thesall the more necessary, given the
possibility of new ‘technological shocks’ which rhigshift again labour demand

towards workers with tertiary education. Withoutrreative measures, it cannot be
excluded that the skill premium may start rasingiagn the future.

Table 10. Net tertiary enrolment rates, total and by income quintiles, 1990-2010

Equivalized income quintiles

Total 1 2 3 4 5 Q5/QDifference Q5-Q1 Difference

Argentina 1991 190 7.7 136 55 215 411 533 33.4
2000 282 9.2 130 248 353 553 598 0.65 46.0 12.68
2011 309 180 253 295 38.2 56.6 315 -2.83 38.7 -7.38

Brazil 1990 6.1 04 05 18 56 242 6296 23.8
1999 93 09 15 31 82 354 4039 -2257 34.6 10.77
2009 163 33 51 9.7 204 488 1484 -2554 455 10.92

Colombia 1996 136 42 47 71 125 364 877 32.3
2000 17.1 83 57 105 17.7 409 495 -3.83 32.6 0.32
2010 239 85 11.7 185 27.8 558 6.56 1.61 47.3 14.73

Average fo 11.3 13.3 24.8
15 LA
countries 15.9 12.1 -1.2 33.2 8.4
22.0 10.0 2.1 39.6 6.3

Source: Author’s elaboration on the basis of SEDLd¥Ea (n.d.)

- Raising revenue/GDP ratios — and improve the taiggtof social expenditureThe
above and other state interventions will need tofibenced in a non-inflationary
manner. Despite the increase in tax/GDP ratio ceEmbin the 2000s and improvements
in tax progressivity, in a large part of the regtbe trend towards rising taxation needs
to continue so as to preserve macroeconomic dgtabdnd increase income
redistribution via the budget, much of it in thenfoof in-kind services which equalize
opportunities. In this regard, a gradual increakehe effectivetax/GDP ratio to its
potentiallevel would generate additional revenue equal.58430 per cent of GDP for
the region as a whole. Figure 6 suggests thereistibom to do so in most of the
region, at no cost to economic efficiency as showithe recent case of Uruguay. This
measure would also reduce the inequality of posirtaome distribution. For instance,
an increase in income tax revenue of three GDPtp@ould reduce post-tax inequality
by three Gini points, bringing the average Latine&iman country close to the levels of
redistribution achieved via taxation in westerndpg (Cornia et al. 2014).
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Especially in countries with an already high rev&@DP ratio (Argentina, Brazil and
Nicaragua — see Figure 6) important distributiveng@an be obtained also (or mainly)
by improving the quality and targeting of sociaperditure. Better budgeting, spending
reviews, impact evaluations, and policy feedbackstlaerefore needed, as shown inter
alia by Lustig et al. (2013) in their study on ‘Canitment to equity in Latin America’.
As suggested by recent political events (as incdwe of Brazil), high taxes or their
increase would be legitimized and effectively exedu only if governments
simultaneously and equitably expanded the provisibigood-quality public services
while avoiding state capture by the elites. A congam of the redistributive effects of
fiscal operations in different groups of countri@sows that some 80 percent of the
redistributive effect is due to public expenditf@ornia 2014a). There is a need to
improve allocation & quality of spending.

Figure 6. Relation between Tax Revenue and log GDP/c ind8%2eloped and
developing countries, 2007.
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Source: Cornia et al (2011). Notes: the ‘reventdereindex’ is the ratio of effective to potenti@x/GDP
ratio (both net of social security contributionShe potential tax/GDP ratio was calculated by regian
on a panel of 92 developing and developed couniriekiding as independent variables GDP/c, theesha
of (relatively easy-to-tax) manufacturing on GDR¢ dhe share of hard-to-tax agriculture on GDP.

4-.3 Embed the decline of income inequality in a sustainable pattern of growth

If implemented with care over the next few yedng, above ‘social-democratic reforms’
could go a long way in further reducing income im&dgy. But structural reforms will
be required— in both the poor and rich parts efrdgion—to deal with the deep-seated
structural inequality that has affected the regimte the beginning of the last century.

In economies where agriculture is still an importaource of employment, there is a

need to support smallholders’ competitiveness loyesing their access to land (still a
major problem in most of Central America, a few Aad countries, Paraguay and parts
of Brazil), investing in rural infrastructure, redng the urban bias of public policy, and

adopting an exchange rate that favours the tragietors
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A second structural problem that needs fixing s segmentation of the labour market
and persistent spread of informal employment. t, favage inequality and the urban-
rural income gap reflect to a large extent the lgegoveen formal and informal wages.
Informality also feeds inequality by narrowing tlegope of contributory social
protection and exacerbating the need for sociat@sge transfers. While the expansion
of the formal sector depends on broader issues apitai accumulation, labour
productivity and modernization of production, thelgems could be in part tackled
immediately as several informal workers are cutyesinployed in formal sector firms.

A third structural problem affecting long-term grbwand inequality concerns the
pattern of economic integration in the world ecogprand the implicit structure of
production of the region. As argued by Ocampo (20ttade liberalization during the
last quarter century has led to rapid export groldh only to a moderate growth of
GDP and labour productivity, persistent vulnerapilio external shocks, a ‘re-
primarization’ of exports and risk of de-industization. A continuation of this pattern
of trade integration and production is thus unikiel help reducing inequality because
of its modest growth impact and because it shitsources to the capital-intensive
primary commodity and non-traded service sectohgs problem could be approached
by adopting an ‘open economy industrial policy’tteapports development of labour-
intensive manufacturing and service sectors by sedractive production measures,
technological upgrading, entry into new sectorstrangthened regional integration, and
a rebalancing of the asymmetries that charactdr@in America’s trade with China.
Some authors (Katz 2013), however, see the retuannew industrializing phase of the
Latin American development as problematic as theatan of a new nationalist
bourgeoisie is hampered by the opposition of laxg@modity exporters who obstruct
the reindustrialization process. Finally, if unesksed, other structural biases of the
Latin American economy—Ilow savings, dependenciamign capitals, and continued
pressures towards sudden real appreciation dudngrizas or sudden real depreciation
in periods of crisis — may well block future inegtyagains by retarding the shift to a
long-term sustainable, equitable and structuraffeient growth path.
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Annex Table 1. Definition of variables used in regression analysis

Variable

Description

Unit of
measurement

Data source

Gini coefficient of
disposable income/capita
Terms of trade index
Remittances/GDP

FDI stock/GDP

GDP/c growth rate

Dependency rate (growth
rate)

Labour force participation
(growth rate)

Human capital distribution
among workers

Public expenditure on
social security/GDP
REER

Minimum wage index

Informal sector
employment

Social democratic

Radical-populist

Polity2 Index

Democratic participation

Democratic consolidation

Composite index of
democracy

Gini on income

International terms of trade, goods
and services
Workers' remittances/GDP

Net stock of foreign direct
investment/GDP
Growth rate of GDP per capita

Ratio of dependents (people
younger than 15 or older

than 64) to the working age
population

Labour participation rate (% of total
population aged

15-64+)

People with 3ary & 2ary education/
people with primary

or no education

Public expenditure on social
security/GDP

Indices of real effective exchange
rate

Minimum wage index

Share of informal sector
employment on total employment

Dummy denoting a country/year
with social-democratic government

Dummy denoting a country/year
with radical-populist government

Index of democracy measuring the
quality of democratic institutions

Vanhanen index of participation

No. of years since the most recent
regime change

Average of Polity2 index (weight
0.5), yrs of uninterrupted
democracy (weight 0.25) and index
of participation to political elections
(0.25)

Index (0—100)

Index
2000=100
Share of GDP

Share of GDP

Rate of
growth

Percentage
variation

Percentage
variation

Share on
population
aged 15 yrs
and over
Ratio

Index
2000=100

Index
2000=100
Percentage
share

1 (social-
democratic)
0 (all other
cases)

1 (populist)
0 (all other
cases)
Index 0-10

0-100

Index 0-10

IDLA database
(CEDLAS plus other
sources for missing
years)

CEPALSTAT

UNCTAD
UNCTAD

ERS International
Macroeconomic
Dataset

WDI

WDI

Barro and Lee

CEPALSTAT &
national sources
CEPAL’s Econ
Survey of Latin
America and the
Caribbean
CEPALSTAT

CEPALSTAT, ILO,
SEDLAC and data
from national
statistical offices
Author’s compilation

Author’s compilation

Polity IV Project

Vanhanen measures
of democracy
1820-2010, avaialb
Polity IV Project

Author’s compilation

Source: Author’s compilation. For the sources cited in the last column see Cornia (2012)
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