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Abstract.

The paper reviews the steady and widespread decline in income inequality which has
taken place in most of Latin America over 2002-10 and which—if continued for another
2-3 years—would reduce the average regional income inequality to pre-liberalization
levels. The paper then focuses on the factors, which may explain such inequality
decline. A review of the literature and an econometric test indicate that a few
complementary factors played an important role in this regard, including a drop in the
skill premium following a rapid expansion of secondary education, and the adoption of
a new development model by a growing number of left-of-centre governments which
emphasizes fiscally-prudent but more equitable macroeconomic, tax, social expenditure
and labour policies. For the region as a whole, improvements in terms of trade, migrant
remittances, FDI and world growth played a less important role than expected although
their impact was perceptible in countries where such transactions were sizeable.
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1 Trends in income inequality

1.1 Initial conditions and trend between the 1950s and 1980

The colonial origins of the high income inequality that has afflicted Latin America for
almost five centuries (quantitative data are available only for the last 150 years) have
been well analysed by Engerman and Sokoloff (2005). In their view, the high initial
inequality in the distribution of land and political power inherited from the colonial
regimes led to the development of institutions, which perpetuated well into the post-
Second World War-period, the privileges of a small agrarian and commercial oligarchy
by facilitating the diversification of their assets from agriculture, mining and commerce
into industry and finance (Torche and Spilerman 2006). Prado de la Escosura (2005)
offers a broader interpretation of the origins of inequality, which encompasses also the
Stolper-Samuelson corollary of the Heckscher—Ohlin theorem. In his view, the
improvement in international terms of trade experienced during the globalization of
1870-1914 by Latin America (which had meanwhile become a major world supplier of
agricultural commodities) raised land yields and the land rental/wage ratio benefitting in
this way a tiny class of large landowners, as confirmed by Alvaredo (2010) in the case
of Argentina. The trend towards rising inequality was interrupted during the inter-war
years, which witnessed a decline in world trade (Figures 1 and 2), but recovered during
the recent globalization (ibid).

As a result, in the early 1950s the region was characterized by high structural inequality,
which depended on: (i) a high land concentration, a legacy of the historical
dispossession of the indigenous peasantry by the colonial authorities, which meant that
in the 1950s the Gini coefficient of land distribution ranged between 0.61 (Mexico) and
0.93 (Paraguay) as opposed to between 0.29 and 0.56 in Asia and Africa (Frankema
2009; FAO various years). As a result, the land rent of the latifundistas (less than one
per cent of the population) absorbed 20-25 per cent of national income, a value much
higher than in other ‘western offshoots’ (Figure 2); (ii) an unequal distribution of human
capital due to limited access to education by the poor; (iii) the ‘curse of natural
resources’ by which the four countries (Bolivia, Ecuador, Mexico and Venezuela)
endowed with large deposits of natural resources and the other three (Chile, Colombia,
Peru) with smaller but non-negligible mineral deposits traditionally exhibited high
levels of concentration of such assets. Furthermore, in the resource sector, production is
capital- and skills-intensive and the demand for unskilled labour limited, a feature that
distorts both the functional and personal distribution of income; (iv) an urban bias
resulting from overvalued exchange rates, pricing policies for inputs and products that
penalized agriculture, a biased allocation of public expenditure, and the drainage of
rural savings. As a result, around 1950 rural incomes per head ranged between
one-quarter and one-half of urban incomes (Prado de la Escosura 2005: Table 12.6). In
view of all this, with the exception of Uruguay and Argentina, the Gini coefficient of
the distribution of income in the early-mid 1950s ranged between 0.47 and 0.65
(Table 1), i.e., among the highest in the world.



Figure 1
Population weighted Gini estimates and conjectures for Latin America
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Figure 2
Trends in the income share of the top 1% of the taxpayers in Argentina
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Between the 1950s and 1982, the years of import substituting industrialization (ISI) and
dominant focus on the domestic economy, income inequality declined only moderately
in several countries of the region due to the urban bias of the ISI policies (Prado de la
Escosura 2005). However, inequality fell markedly until the mid-1970s in Argentina,
Costa Rica Uruguay and Venezuela due to growing urbanization, the introduction of
income tax, redistributive policies and the creation of an embryo of welfare state
(Figurel, Table 1).

The 1970s witnessed also a bifurcation of trends. While, as noted, inequality fell
moderately in most of the region, it rose in the Southern Cone (Londofio and Székely
2000; Gasparini et al. 2009) where an extreme version of the neoliberal reforms had
been implemented by military juntas. The combination of a slow decline in inequality
over the 1950s-60s and of a modest and selective fall over the 1970s meant that most
countries in the early 1980s had a lower income inequality than in 1960 (Table 1).



1.2 Evolution of income inequality during the 1980s and 1990s

Starting from the mid-late 1970s, and increasingly so from the beginning of the 1980s,
most Latin American countries abandoned the ISI paradigm and introduced policies
inspired by the neoliberal approach. These policies aimed at stabilizing the economy,
liberalizing domestic markets, privatizing state companies, and reducing the role of the
state in the economy. These measures paved the way to the liberalization of
international trade, foreign direct investments (FDI) and portfolio flows. The supporters
of these policies claimed that they would have restored the conditions for growth and
that, in line with the predictions of the Stolper-Samuelson corollary of the Hercksher-
Ohlin theorem, trade and capital account liberalization would have improved domestic
inequality in nations with an abundant supply of unskilled labour. Not all countries
followed this approach. In the mid-late 1980s Argentina, Peru and Brazil adopted
heterodox models of macro stabilization and growth, assigning a central role to
administrative measures such as price and wage controls. Initially, the Austral, Inti and
Cruzado Plans led to better growth, inflation, and distributive outcomes than the
orthodox approach. Nonetheless, after one or two years, these approaches collapsed
because of their inability to control public deficits and inflation, boost investments and
exports, and achieve a redistribution in favour of wages and rural incomes.

The distributive impact of both orthodox and heterodox approaches of the 1980s was
regressive. During the 1980s inequality fell only in Colombia, Costa Rica, Honduras
and Peru (Table 1, Figure 3; Altimir 1996; Londofio and Székely 2000). Despite the
return to a moderate growth and extensive internal and external liberalization, income
concentration between 1991 and 1998 worsened further in almost two-thirds of the
cases, albeit at a slower pace than in the 1980s (Székely 2003; Gasparini et al. 2009;
Table 1, Figure 3).

Thus, the un-weighted average regional Gini coefficient rose by 2.32 points from an
already high level between the early 1980s and 1990, by another 1.55 points between
1990 and 2000, and by 1.15 points during the recession of 2001-02, i.e., by a total of
almost 5 points for the two decades characterized by the dominance of the neoliberal
policies. With the GDP rebound of the years 2003-04, the average Gini index fell on
average by 0.78 points (Figure 3 and Table 1) but inequality continued to decline also
during the subsequent years, bringing the Gini back to the level of the late 1980s' (see
later). Interestingly, income inequality did not generally rise during the crisis year of
2009 while it fell with the recovery of 2010 in two-thirds of the countries where data are
available (Table 1).

1 Thanks to the large inequality drop recorded in Argentina, Brazil and, to a lesser extent, Mexico (the
three largest countries in the region), the extent of the population weighed Gini decline would be even
greater.
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Figure 3
Average regional Gini index of the distribution of household income per capita
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In terms of yearly changes, Figure 3 shows that the regional Gini yearly increment was
greater during the 1980s (0.31 Gini points) than during the 1990s (0.22); that the drops
over 2002-08 (0.47), 2009 (0.41) and 2010 (0.70 points, for eight countries with
available data) were more sizeable than the yearly increases of the prior two decades;
and that, if the pace of decline recorded during the 2000s is maintained, it will take
another three years to return to the average pre-Washington consensus level of
inequality of the early 1980s.

A key feature of the trend towards rising inequality during the 1980s and 1990s was the
decline of the labour share in total income and a parallel rise in the capital share. For
instance, between 1980 and the late 1980s, the labour share declined by 5-6 percentage
points in Argentina, Chile and Venezuela and by ten in Mexico (Sainz and Calcagno
1992). Alvaredo (2010: Table 6.7) confirms that the income share of the top one per
cent of taxpayers in Argentina (whose labour income accounted for less than 50 per cent
of the total) rose from 7 to 15 per cent between 1973 and 2002, while Sanhueza and
Mayer (2011) show that in Chile it rose from 7 to 14 per cent between 1980 and 1990.
Five structural changes help to explain this remarkable shift. First, with stagnant growth
and a slowdown in job creation during the 1980s, the unemployment rate for Latin
America as a whole rose from 6.2 to 10.7 per cent between 1990 and 2002 (Table 8),
and so did the number of underemployed. Second, the labour market was affected by a
massive shift of labour to the informal sector, where low productivity and wages are the
rule. Third, formal sector wages evolved more slowly than GDP per capita, while with
rare exceptions, minimum wages fell in relation to average wages. Finally, wage
differentials by educational level widened (Table 2).

What factors explain the deterioration of income inequality during the 1980s and 1990s?
Barring an aggravation of the structural causes of inequality mentioned at the beginning
of this paper, two sets of causes are generally mentioned in the literature and are briefly
reviewed hereafter: first, the ‘skill-bias technical change’ (SBTC) hypothesis; and,
second, the adoption of Washington consensus policies. The main effect of the skilled-



bias technological change induced by the trade liberalization of the 1980s and 1990s
was to raise the demand for skilled workers (as shown by the rightward shift in the
relative labour demand schedule in Figure 4), while its supply remained rigid because of
limited public expenditure on secondary and tertiary education and the inability of poor
would-be students to borrow. While there is clear evidence that the relative wage of
skilled workers rose in most countries of the region in the 1990s (Table 2), it is not
obvious whether this was due to the technological upgrading of the Latin American
economies induced by trade liberalization or to other factors discussed below. Indeed,
while trade liberalization eased the importation of labour-saving, skill-biased capital
goods, the depressed growth and investment climate prevailing in the region during this
period offered fewer incentives to replace old equipment with more advanced ones than
had trade liberalization been accompanied by a surge in investment rates. Indeed, during
the 1980s the average investment/GDP ratio in the region fell from 22 per cent in 1980
to around 16 per cent for the rest of the decade (and of this only 35-40 per cent includes
machinery and equipment) and to 18 per cent in the 1990s. In contrast, the investment
rate rose up to 24 per cent by 2008, thanks to the recovery of the last decade during
which, however, the skill premium declined. Other factors likely contributed to
explaining the changes illustrated in Table 2, including an increase in the supply of
unskilled labour due to the high birth rates of the 1960s, a decline in the demand of
unskilled workers and wages due to the informalization of the labour market linked to
trade liberalization, and the decline of minimum wages and unionization. Therefore, the
validity of the SBTC hypothesis remains untested in sufficiently general terms.

In contrast, the evidence on the impact of internal and external liberalization on income
inequality in the region is more consistent. A study by Behrman, Birdsall and Széley
(2000) on 18 Latin American countries over 1980-98 finds that the liberal reforms
caused a significant overshooting of inequality, which was particularly intense on
occasion of domestic financial reforms, capital account liberalization and tax reforms.
Similar results are obtained by Székely (2003) for the years 1977-2000. His study finds
that financial liberalization reduced the income share of the bottom three deciles, while
trade reform did not affect them significantly. However, an extensive review of the
literature (Koujianou-Goldberg and Pavcnik 2007) concludes that trade liberalization
generated adverse distributive effects due to the immobility of production factors in the
aftermath of liberalization, and the informalization of employment following the
liberalization of capital account and the ensuing appreciation of the real exchange rate
that shifted resources towards the non-traded and informal sectors. Likewise, an
analysis of 21 liberalization episodes in 13 Latin American and six other countries over
the 1980s and 1990s (Taylor 2005) shows that inequality rose in 13 cases, remained
constant in six, and fell only in Chile and Costa Rica, i.e., countries where institutional
conditions were ripe for the introduction of liberal reforms. Without exception, wage
differentials by skill level were found to have risen as a result of a reduction of
employment in the labour-intensive sector, of a rise in productivity and wage
differentials by skill, of the reallocation of excess labour to the low-paying non-traded
sector (informal trade, services and traditional agriculture) and of a rise of inequality
within the latter. Finally, Gasparini and Cruces (2010) find that the two periods of large
inequality increases in Argentina coincided with episodes of devastating macro crises
and sweeping trade liberalization. The latter reduced employment in the unskilled
labour-intensive sector due to competition by low-wage imports, skill-biased technical
change, and the appreciation of the exchange rate during the 1990s.



Figure 4
Increase in ‘wage premium’ due to skill-biased technical change
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Table 2

Ratio of hourly wages of workers with high and low education
Country 1989/91  2000/1 2009 Country 1989/91 2000/1 2009
Argentina 2.26 265 1 221} Guatemala — 5.64 4.09 (04) {
Bolivia 3.75(93) 4.75 ¢ 2.84 | Honduras 5.09 4.29 410 |
Brazil 6.11 5.90 4.27 | Mexico 3.19 450t 391}
Chile 3.37 418 t 3.20 | Nicaragua 3.08(93) 362t 3.73
Colombia 3.39 4.82 1 4.08 | Panama 3.33 391t 329}
Costa Rica 3.01 2.68 3.06 Paraguay 3.44 378t 236}
Dominican Rep. 2.30 (97) 2.64 ¢ 2.50 | Peru 2.77 (97) 2.04 2.73
Ecuador 2.93(94) 3.00 t 2,50 | Uruguay 2.50 275t 272=
El Salvador 3.18 3.64 3.83 (08) Venezuela 2.59 2.08 2.05 ('06)
Note: Similar trends are evident when comparing the ratio of hourly wages of workers with high and

medium education.
Source: Author’s elaboration on SEDLAC database (July 2011).

1.3 A widespread decline in income inequality over 2002-10
1.3.1 Main trends

The last decade was characterized by a Polanyian reversal in the political, economic and
distributive trends observed during the 1980s and 1990s. Indeed, between 2002 and
2009/10, inequality fell—albeit to a different extent—in all 18 countries analysed with
the exception of Nicaragua and Honduras where it rose modestly and of Costa Rica
where it stagnated (Table 1). While the average 2002-09 decline in the Gini coefficient
was 3.25 points (Figure 3), in countries ruled by left-of-centre (LOC) regimes, such as
Argentina (9 Gini points), Venezuela (6.3) and Ecuador (5.6), the drop was much
steeper. Overall, between 2002 and 2009/10 inequality fell by less than 3 Gini points in
three countries, 3 to 5 points in eight, and more than five in four.



Such decline took place during the 2003-08 years of rapid growth but continued, if at a
lower pace, even during the crisis of 2009, a fact that in itself seems to point to a non-
cyclical behaviour of the Gini coefficient and to the stability of distributive policies in
the region (World Bank 2010). Indeed, in 2009, out of the 13 countries with updated
information, the Gini coefficient dropped moderately in five countries, stagnated in five
and rose only in two (Table 1), while in 2010, a year of recovery, inequality fell in
two-thirds of the nine countries with data (ibid).

1.3.2 Did the inequality decline differ among the high- and low-inequality countries?

The dispersion of income inequality indexes of the 18 countries analysed diminished
between the early 1980s and 2002 (Table 3) as the Gini index rose in a few low-
inequality countries, such as Uruguay, Argentina, Venezuela and Costa Rica, and fell in
some high-inequality ones such as Brazil, possibly due to a convergence in employment
structure, urbanization, levels of education and so on. This incipient convergence
continued over 2002-09, as the decline was generally faster among the high-inequality
nations. Yet, a non-negligible heterogeneity of inequality still affects the region.

Table 3
Mean and dispersion of the Gini coefficient of income inequality, 18 countries
Early 1980s 1990 2002 2008 2009
Mean 48.86 51.01 53.71 50.87 50.46
Standard deviation 5.71 5.68 3.84 4.47 3.31
Coefficient of variation 0.12 0.12 0.11 0.09 0.07

Note: The Gini for the 1980s and 2009 refers to 13 countries out of 18.
Source: Author’s elaboration on Table 1.

1.3.3 An inequality rebound from the 2001-02 crisis, and a reversal of the inequality
rise due to liberal policies.

In Argentina, Uruguay, Peru, Paraguay, and Venezuela, a sharp inequality drop took
place during the economic recovery of 2002-04, i.e., immediately after the sharp rise
experienced during the 2001-02 crisis (Table 1, Figure 3). More generally, there is
evidence that part of the inequality gains of the last decade can be attributed to a
rebound from the 2001-02 crisis, and that the rate of decline of the regional Gini
coefficient slowed down over 2004-06 (Table 1, Figure 3). However, the average drop
in inequality recorded in the region during 2002-04 (2.55 Gini points) was considerably
greater than its 2000-02 rise (1.55 points), while during the biennium 2006-08 there was
a further decline which, in most cases, continued or even accelerated during the crisis of
2009 (as in Honduras and Panama) and during the recovery of 2010 (as in Mexico and
Uruguay) (Table 1). Overall, the ‘rebound effect’ seems to explain about a third of the
overall regional decline recorded between 2002 and 2010. This suggests that two-thirds
of the inequality drop constitutes an important reversal of the ‘liberalization-
globalization inequality’ of the 1980s and 1990s (ibid, Figure 3). Indeed, a regional
decline by another 0.9 points over 2012-13 would allow to return to the average pre-
Washington consensus Gini level (48.9) prevailing in the early 1980s (Figure 3).



1.3.4 Winners and losers from the fall of income inequality

The recent debate emphasizes the role of the middle class” as a driver of efficient and
equitable reforms (OECD 2011). A sizeable and relatively prosperous middle class
generally plays a significant role in promoting long-term growth (through capital
accumulation, entrepreneurship and human capital formation), political stability, and the
pursuit of lower inequality via progressive taxation, social expenditure and labour
policies. Most definitions of the middle class rely either on Marxian categories or focus
on that part of the population with household incomes between 50 and 150 per cent of
the median. With this definition, the middle class accounts for 56 per cent of the
population in Uruguay, 50 per cent in Mexico and Chile, and 36 per cent in Bolivia and
Colombia (ibid). This paper uses a simpler definition of the middle class, i.e., the group
belonging to the 6th-to-9th decile of the distribution of income. According to this
criterion, it appears that the inequality rise of 1990-2002 in several cases also affected
the middle class, which in six countries out of 13 suffered the largest drop in its income
share (Table 4). It appears also that the recent distributive gains affected it favourably
although, on average, less than the poor, and that in Peru, Mexico, Guatemala and
Honduras the middle class was the main beneficiary of the recent inequality decline.

1.3.5 Income decline by country characteristics and political regimes

Inequality fell on average under regimes reflecting all types of political orientations,
though there is a clear decline hierarchy by type of political regimes. Indeed, Table 5
suggests that the Gini coefficient was reduced by 0.54 points per year under the social-
democratic left regimes, by 0.42 points under the radical left regimes (among which
commodity exporters dominate), by 0.20 points under the centrist regimes, and by only
0.08 points under the centre-right regimes.’

It has often been argued that the recent decline of inequality in the region was facilitated
by the favourable terms of trade for Latin American exports and overall world growth.
Yet, Figure 5 suggests that the decline concerned all types of economies and that, if
anything, it was slightly faster among the industrial economies, though some of them
(such as Argentina) also benefitted from terms of trade gains. Yet, it appears that the
commodity exporters did not even fully reverse the increase in inequality suffered
during the prior twelve years, while the other two groups more than offset it.

2 The literature posits that a strong middle class ensures political stability and a fair social contract.
Gupta (1990) shows empirically that political instability falls with a rise in the income share of the
middle 40 per cent relative to that of the top 20 per cent while it falls for a rise of that of the bottom 40
per cent. In symbols: Political Instability = a — 5(Mid 40/Top 20) + c¢(Bottom 40/Top 20) in which
(|6|>¢). This suggests that the middle class wields considerable political influence (due to its higher
level of education, urbanization and political organization) and that a redistribution in favour of the
poor will succeed only if the middle class also improves its lot.

3 These results confirm those of Birdsall, Lustig and McLeod (2011) according to which the social-
democratic left improved its income distribution more rapidly than the redical-left, and that both did
better than the centrist and centre-right regimes.
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Table 5

Inequality trends from the early until the late 2000s (depending on the latest available data)

by the ideological profile of governing parties

Total change in Gini index

Average yearly

Country Period during each regime change
Radical left
Bolivia 2006-08 -0.51 -0.17
Nicaragua 2007-08 no data no data
Venezuela 1999 -2008 -6.67 -0.67
Average -3.59 -0.42
Social democratic left
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
Ecuador 2007-10 -4.01 -1.00
El 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
Centrist
Costa Rica 2006-09 +1.51 +0.38
Dominican Rep. 2004-10 -4.19 -0.60
Ecuador 2000-06 -3.01 -0.43
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
Centre-right & right
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
Honduras 2000-05 +1.80 +0.30
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: Author’s compilation on the basis of Roberts (2012) for the coding of the political orientation of
governments and of www. sedlac.econo.unlp.edu.ar/esp/estadisticas.php for the changes in the
Gini coefficients.
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Figure 5
Changes in Gini income by economic structure, 1990-2002 and 2002—-09

M Remittances Recipients

p—

M Industria economies

Commodity Exporters

1990 - 2002 2002 - 2009

Notes:  The industrial economies include Argentina, Brazil, Mexico and Uruguay; commodity
exporters include Bolivia, Chile, Colombia, Costa Rica, Ecuador, Peru and Venezuela; the
remittances recipients are Dominican Republic, El Salvador, Guatemala, Honduras,
Nicaragua, Panama and Paraguay.

Source: Author’s elaboration, based on IDLA.

1.3.6 The uniqueness of Latin America’s inequality decline during the last decade

An appreciation of the importance of the recent decline of income inequality in Latin
America is offered by a comparison with the trends observed during the same period in
other regions. In this regard, Table 6 confirms that during the broad period 1980-2000,
the majority of the countries of Latin America experienced an increase in inequality, a
trend observed also in all other regions with the exception of MENA. During this
period, 73 of the 105 countries with reasonably good data (69 per cent) showed an
increase in income inequality. During the broad period 2000-10 (which in most cases
was characterized by a faster growth than the prior two decades) inequality rises were
less common than during the prior period. However, in no region except Latin America
was there a clear and generalized drop in income inequality. Also sub-Saharan Africa
and South East Asia show during this period a greater number of inequality decreases
than inequality increases, but the tendency is less marked and widespread than in Latin
America. This bifurcation of trends is difficult to explain on the basis of ‘luck’ or some
supposed advantages of Latin America. Most developing regions are, in fact, as
similarly heterogeneous as is Latin America: all of them comprise countries depending
on commodity exports and remittances, as well as semi-industrialized nations. And all
of them but the OECD benefitted from the high commodity prices, rising remittances,
financial exuberance, and rapid world growth of the last decade. Nor does the inequality
decline appear to have been driven by growth. Indeed, the fastest growing Asian
countries (e.g., China, India and Vietnam) experienced steep rises in inequality, albeit
starting from lower levels. Yet, in 2010, China’s Gini (47.0) is higher than those of
Argentina, Uruguay and Venezuela, and similar to that of Mexico. It is thus difficult to
argue that the improvements recorded in Latin America are due only to a favourable
external environment, world growth, or ‘luck’. Other factors discussed in Section 3
(such as long-term effects of rising educational achievements, changes in economic and
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social policies and the consolidation of democracy) are likely to explain in part this
encouraging trend.

Table 6
Trend in the Gini coefficient of the distribution of household disposable income per capita,
1980-2000 and 2000-10 (a

Transitional
economies
Latin South South
OECD Europe Asia  America  MENA EastAsia Asia SSA World

A: 1980s (starting from earlier available year) and 1990s

Specific period 1980 to 1990to 1980to 1980to 1980to 1980to 1980to 1980

for each region (b 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 2000to 2002to 2000to 1995to 2000to 1995 to

for each region (b 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 0o 13 50 (47%)
Total 21 24 3 18 8 7 5 21 107 (100%)

Notes: @) All countries included in Table 6 have at least 10 well-spaced observations for the 30 years
considered. Each country has been assigned to one of the three above categories on the basis
of an analysis of its trend and of the difference between the initial and final Gini coefficients for
each of the two subperiods considered, i.e., 1980 to 2000 (top panel) and 2000-10 (bottom
panel).

b) The trend analysis shows that the specific periodization in two time-periods (1980-2000 versus
2000-10) varies somewhat from region to region, and that dominant turning points vary from one
region to another.

Source: Author’s calculations on the basis of SWIIDv3 and IDLA database.

2 Theoretical framework: proximate and underlying causes
of the inequality changes observed during the last decade

To identify the proximate causes of the recent inequality decline, we make use of a
simple framework that takes into account changes in both the factorial and personal
distributions of income. If Y; is the total income of household i and y=Yi/n; is the
average (non-equivalized) household income per capita and n; the number of its
members, Y; is the sum of the products of household’s ‘i’ endowment of unskilled
labour (LF, i.e., the number of unskilled adults), human capital (HC, i.e., the number of
adults with at least completed secondary education), physical capital (K), and land and
other non-renewable assets (L), all of them multiplied by their respective rates of
returns, namely ‘uw’ (unskilled wage), ‘sw’ (skilled wage), ‘rk’ (return on capital,
proxied by interest rate), and ‘r’ (the rent of land and mines). In symbols: Y;=uw LF; +
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sw HK; + r Lj + rk Kj and y; = [uw LF; + sw HK; + r L; + rk Kj]/ n;. Assuming that the
state taxes differentially labour income (ty) and capital income (t;) and redistributes
some of the revenue as household transfers (TR), and that household ‘i’ receives
(usually untaxed) remittances from abroad (RE), the post-tax, post-transfers, and post-
remittances income of a person in household ‘i’ can be expressed as:

(1) Yi= {uw LF1 (l-tw) + sw HKi(l-tw) +r Li (l-tr) +rk Ki(l- tr) + TRI + REI}/ n;

The distribution of household income per capita is also affected by the dependency rate
and the activity rate. Indeed, poor households generally have a larger number of
children (and therefore lower LF;/n;) and lower activity rates (Ai/LF;) especially among
women. In turn, to account for differences in activity rates, we multiply LF; by (the
activity rate), while assuming all human capital HK is employed or actively seeks
employment, as the opportunity cost of its idleness is very high. With this extension, the
above formula then becomes:

(2) Yi= {UW LF1 (AI/LFI) (l-tw) + sw HKi(l-tw)+ r Li (l-tr) +rk Ki(l- tr) + TRI + REI}/ n;

The above identity shows that the net disposable household income per capita can be
decomposed in six income shares (sh;) related to the: (1) ‘labour income’ (including self-
employment income), (ii) ‘human capital income’; (iii) ‘land and mining rent’ (still
important in some countries); (iv) ‘capital income’ (interests, capital gains, profits and
others capital incomes); (v) ‘net transfer income’ (pensions, unemployment subsidies,
child allowances, cash transfers and other targeted income subsidies) and
(vi) ‘remittances income’, which is important in at least seven of the 18 countries
considered (Table 7).

Thus at time t the Gini coefficient of the distribution of household income per capita can
be written as the weighted average of the concentration coefficients of the distribution
of these six different types of income Cj; (all of them ranked by the total household

income per capita) multiplied by their relative shares in total income shij;
(3) G¢=Zshjt Cj 1=uw, sw, 1, 1k, tr, re Z shjt =1

and that a change over time in the aggregate Gini index (AG = Gy 1-Gy) can be
decomposed using the general formula of differentiation over time:

(4) AG = ZAshiCjt + ZAC; shit + ZAshj TACj

Thus, changes over time in the Gini coefficient of the distribution of household income
per capita depend on variations in: (i) the after-tax shares of the different income types
(shjt), as the following inequalities Ctr < Crw< Crg < Csw < Ci < C; hold almost

always, and (ii) on changes over time in the concentration coefficients Ci;.

This general framework focuses on the proximate causes of the distributive changes
observed during the last decades and is applicable in specific ways (i.e., by emphasizing
different factors) to subgroups of homogeneous Latin American economies (agrarian,
commodity exporters, semi-industrialized, remittances dependent and so on). In all of
them, possible changes in inequality can thus be traced to:
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(1) Changes over time in income shares due, for instance, to:

— changes in the relative remuneration of production factors (uw, sw, r, rk).
These changes can, for instance, affect the skill premium ‘sw/uw’ due, for
instance, to a supply of skilled workers faster/slower than its demands, a
drop/increase in the supply of unskilled workers relative to its demand, an
increase in minimum wages, greater unionization, efforts at reducing the
informal sector, exchange rate policies or capital inflows shifting production
from/to the comparatively unequal non-traded sector to/from the more
egalitarian and unskilled labour-intensive traded sector;

— changes in uw/rk (the unskilled wage/capital return ratio) following changes
in interest rates and rates of return on investment, or changes in ‘uw/r’ due to
an increase in land/mining rents driven, for instance, by high commodity
prices;

- changes in activity rates Aj/LF; among unskilled workers, especially women,
due to fast growth, active labour market policies, or shifts in occupational
choices;

- an increase/decline in the volume of transfers received (TR) and taxes (tw, tk)
paid by each household due to changes in fiscal policies;

— an increase/drop in the volume of remittances RE; due to changes in
migration;

(1)  Changes over time in the concentration coefficients of each income component
due to:

- changes in the household distribution of production factors (LF, HK, L, K),
resulting, for instance, from land reform, a better distribution of human
capital HK (due to more equitable educational policies), or easier/cheaper
access to credit by the poor;

— changes in the incidence of social transfers (TR) due to the new design of
social security and social assistance;

— changes in the volume or incidence of the taxes paid (tw, tk), following a tax
reform;

— changes in activity rates Aj/LF; among unskilled workers, especially women,
due to active labour market programmes, for instance.

Such framework is information-intensive and is not always usable in a decomposition
mode (e.g., due to lack of data on some of the above variables) and for regional
analyses. But it offers a complete checklist of ‘hints’ at factors possibly behind the
recent inequality changes,® the importance of which can be assessed by regression
analysis or logical narrative.

The next and more complex step consists in relating the changes in proximate causes of
inequality to their underlying causes (briefly reviewed above when discussing the

4 Of the factors affecting inequality discussed in literature, the only one not included in (2) is inflation.
However, during this period inflation generally remained low (4-6 per cent) and stable.
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drivers of the proximate causes), as several of them may reflect exogenous shocks or
policy interventions, which are the object of the broader debate about development
strategies in the region. These underlying causes can be tentatively grouped in five
broad groups:’

— an improvement in external conditions (terms of trade, exports, remittances,
capital flows) which can improve incomes, tax revenue and redistribution via
social transfers);

— the indirect effect of the lessening of the balance-of-payments constraints
which may trigger a growth acceleration;

— non-policy endogenous factors (the lagged effect of fertility declines leading
to a fall in the supply of unskilled labour, dependency ratios and changes in
activity rates);

— an improvement in the distribution of educational achievements due to
sustained efforts at raising secondary and tertiary enrolments, reducing in this
way the skill premium; and

— policy factors (such as redistribution of production endowments, taxation,
transfers, minimum wages, labour formalization, macroeconomic and
exchange rate policy, and the changes in economic and social policies) part of
the ‘new Latin American policy model’ that has been gradually taking shape
during the last decade.

3 Underlying causes of the decline in income inequality over 2002-09

3.1 An improvement in external conditions

It could be argued that the recent inequality gains are explained by favourable
international economic conditions. Hereafter we discuss the direct (partial equilibrium)
effects of these events while in Section 3.2 we discuss their likely overall (general
equilibrium) effects.

3.1.1 Terms of trade gains

During the last decade, the rapid growth of the emerging economies has entailed a
significant increase for many Latin American countries in export volumes and the world
prices of energy, metals and agricultural commodities (CEPAL 2010). As a result,
between the average for the 1990s and 2008, the regional export/GDP ratio rose from
27.6 to 35.7, while the regional terms of trade index rose from 100 in 2000 to 117 in
2008. Despite a decline in 2009, it rose again in 2010 (ibid). However, while the terms
of trade improved by 41 per cent in South America (excluding the Mercosur), 39 per
cent in the Mercosur and six per cent in Mexico, they fell 17 per cent in Central
America, a subregion strongly dependent on energy imports.

5 This classification is not watertight, as several of the causal linkages illustrated below could be placed
in more than one of the five groups listed hereafter.
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What was the direct impact of these changes on income inequality? A partial
equilibrium analysis suggests that, given the high concentration of ownership of land
and mines (particularly by foreign TNCs)6 prevailing in the region, the recent gains in
terms of trade generated, ceteris paribus, a disequalizing effect on the functional
distribution of income. In addition, production in these sectors is very land-, skilled
labour-, and capital-intensive, the absorption of unskilled labour is limited7 and their
size distribution of income is generally very unequal. However, if the mining rents
accrue to the state (as in Bolivia) or are taxed and then redistributed in a progressive
way (as in Argentina), their rise can generate favourable distributional effects. Yet, the
empirical evidence suggests a weak relation between terms of trade and tax/GDP and
non-tax/GDP ratio in Latin America (Cornia and Martorano 2011). The only relatively
strong correlation (r = 0.63) was found for the eight main commodity exporters for the
years 2003-07 (ibid). Overall, the re-distribution of commodity rents via the budget does
not seem to have been sufficiently general, timely and strong to explain much of the
inequality decline observed recently in the region.

3.1.2 Rising migrant remittances

Migrant remittances grew rapidly in Central America, Bolivia, Mexico and Ecuador
between the 1990s and 2007-08 (Table 7) to stagnate in 2009-10, while tripling in
absolute terms to nearly US$70 billion between 2001 and 2008, to stabilize at around 60
billion in 2009. The theoretical literature suggests that the short- and medium-term
effect of remittances tends to be unequalizing, as only middle-class people are able to
finance the high costs of (mostly) illegal migration. As a consequence, remittances
accrue to middle-income groups, while the migration of skilled workers may raise the
skilled/unskilled wage ratio at home. An IMF (2005) analysis suggests also that, on the
whole, remittances neither raise the long-term growth of GDP and employment nor
reduce