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Income distribution,
poverty and social

expenditure
in Latin America

José Antonio Ocampo

Executive Secretary,
ECLAC,

Great social inequality has long been a frustrating feature of
Latin American economic development. Not in vain has Latin
America been described as the region of the world with the
highest levels of inequality of income distribution. Although
the prevailing levels of poverty are lower than those typical of
other parts of the developing world, they are still extremely
high and, taking the region as a whole, are higher now than they
were before the debt crisis. These are the conditions now con-
fronting the new clements which have changed the economic
and social dynamics of the region. Special mention may be
made of four of these elements: the structural reforms embarked
upon in all the countries, the accompanying process of glo-
balization, the resumption of economic growth, and the new
reforms initiated in the area of social expenditure and social
services as part of the “second generation™ reforms. This article
puts forward some hypotheses about the effects of these new
events on poverty and inequality and analyzes their implications
for social policy.
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I

Poverty, inequality and their determinants

The “lost decade”™ was a period of marked deteriora-
tion in terms of poverty in Latin America. The region
suffered a setback in this respect, and in 1990 its
levels of poverty were even higher than those exist-
ing in the early 1970s. In the 1990s, in contrast, the
recovery of economic growth has given rise to a sub-
stantial improvement in these indicators, although the
regional average is still above the levels prevailing
before the crisis. Thus, whereas in 1980 35% of
households were in a state of poverty, that praportion
stood at 41% in 1990, and in 1994 the figure was still
as high as 39% (figure 1). The 1980s was also a
pertod of deterioration in terms of income distribu-
tion. The expectations that the renewal of economic
growth would reverse the latter trend have not come
true, so that the levels of inequality today are still
above the already high levels which existed before
the debt crisis (IDB, 1997; ECLAC, 1997).

These global tendencies conceal heterogeneous
patterns in the different countries of the region, of
course. According to the existing comparative stud-
ies, there is only one such country —~Uruguay— where
the levels of both poverty and equity have improved
compared with those observed at the beginning of the
1980s. In several other countries —Brazil, Panama
and, according to some studies, Colombia— the levels

FIGURE 1

Latin America: Percentage of households
in a state of poverty

122
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O This paper was presented at the First Conference of the
Americas, held by the Organization of American States in
Washington on 6 March 1998,

of poverty have gone down, but the indicators of
equity have not improved. The Chilean case is more
complex: poverty has gone down markedly compared
with the levels of the mid-1980s and even, perhaps,
compared with those of the beginning of that decade
(for which no estimates exist), but it has nevertheless
barely recovered the levels of the early 1970s,! while
inequality of income distribution is greater than it
was then and has been reluctant to go down even
during the recent period of sharp reduction in
poverty,

The attempts to explain these tendencies have
given rise t0 a major controversy on the effects of
macroeconomic behaviour, of structural reforms and
of globalization on the social indicators. Since the
pioneering essay by Morley (1994), several studies
have confirmed that poverty tends to go down with
economic growth, which would therefore explain the
favourable behaviour displayed by this variable in
response {o the higher growth rates that have accom-
panied the reform process. In contrast, however, there
is a growing group of studies which indicate that eco-
nomic liberalization and globalization have tended to
cause a deterioration in income distribution.

One of the anthors who has been asserting this
most forcibly in recent years is Albert’ Berry. This
author has shown in various studies that there is evi-
dence over the last quarter of a century that the appli-
cation of economic liberalization measures has been
associated with deterioration (sometimes serious) in
income distribution (see, for example, Berry, 1997).
According to Berry, this information is taken from
the experiences of Argentina, Chile, Colombia, the
Dominican Republic, Mexico and Uruguay, whereas
Costa Rica is an exception to this rule. The compara-
tive study by Robbins (1996) also shows that trade

1 Although there are problems of comparability of the figures,
ECLAC (1990) estimated that the proportion of poor houscholds
in Chile was 38.1% in 1987, compared with 17% in 1970, and
the percentage of poor persons was 44.4% compared with 20%
in those same years. Subsequent revisions slightly raised the
1987 estimates to 39.1% and 45.1% respectively. The most re-
cent calculations, corresponding to 1996, indicate that the per-
centages of poor households and poor persons have gone down
10 19.7% and 23.3%, respectively.
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openness processes have had unfavourable effects on
equity in a number of countries of the region.

Recent ECLAC studies (see, for example, ECLAC,
1997) indicate that the main adverse pressures on in-
come distribution in the present decade come from
the increase in the disparity between the wages of the
more highly skilled workers and those of the less
skilled operatives, against a background of scant gen-
eration of skilled jobs and greater intrasectoral and
intersectoral inequality in the product per person em-
ployed. Thus, there was an almost generalized in-
crease in the wage gap in the countries of the region
in the first half of the 1990s (figure 2). The studies in
question, like those of the ILO (see ILO, 1997), indi-
cate that in the region employment has grown less
than the economically active population and, in par-
ticular, the new jobs have been concentrated in the
informal sector. According to the ILO’s estimates,
eight out of every ten jobs created in the 1990s corre-
spond to low-quality jobs in the informal sector.

The growing inequality in wages according to
levels of skills of the labour force has not only
been a feature of production restructuring processes
in the region, for a recent report (UNCTAD, 1997)
indicates that it may be an alinost universal phe-
nomenon, since it has affected a number of industri-
alized countries and some rapidly growing economies
in the Asia-Pacific region and has given rise to
particularly severe pressure on the middle classes of
many countries.

There are various possible explanations for these
trends. The most interesting is that of Rodrik (1997),
according to which globalization heightens the asym-
metrical relations between the factors that can cross
national frontiers most easily —capital and highly
skilled labour— and those that cannot do this —less
skilled labour. The possibility of relocating produc-
tion activities means that the demand for labour is
more elastic in all countries, thus reducing workers’
bargaining capacity and increasing the instability of
their income when there are upsets in demand.

Other authors have suggested different explana-
tions. According to Berry (1997), there are important
economies of scale in international trade and finance
which are reflected in the greater participation in
those activities of the biggest firms in each sector,
which are also those that make the most intensive use
of capital and/or more highly skilled labour. This
would explain why a relative increase in the activities
most closely associated with international trade could

FEGURE 2

Latin America: Ditferences in labour remuneration,
1990 and 1994
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be reflected in greater inequality. It has also been
suggested that the greater transfers of technology
generated by trade itself, including technology trans-
mitted through imports of machinery and equipment,
can cause developing countries which are in the midst
of internationalization processes to adopt skilled-
labour-intensive technologies designed to serve the
needs of the industrialized countries (Robbins, 1996).

In the case of Latin America, there may be fur-
ther explanations complementary to this phenome-
non. One of them is that the trade liberalization
process took place after a decade of declining social
expenditure. The bias in labour demand towards
more highly skilled labour therefore came up against
an inelastic supply of such workers. Moreover, dur-
ing the liberalization process itself there were no
clear efforts to link up the demand and supply of
skills. Another possible explanation is that some ele-
ments of macroeconomic policy accompanying the
reform process, especially the tendency towards cur-
rency revaluation and the opening up of the capital
account, generated growth patterns in which exports
displayed less dynamism that imports and the trade-
able goods sectors showed less dynamism than the

INCOME DISTRIBUTION, POVERTY AND SOCIAL EXPENDITURE IN LATIN AMERICA + JOSE ANTONIO OCAMPO
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sectors producing non-tradeable goods and services,
thus giving rise to skews in the demand for labour
which were reflected in the relative behaviour of
wages.? Macroeconomic management has also been
marked by severe “stop and go” cycles which, to-
gether with fluctuations in capital flows, have kept
growth rates highly volatile, thus making it more
difficult to generate more stable jobs.

The foregoing considerations are in no way in-
tended to show that the economic reforms are respon-
sible for the present levels of social inequality in the
region: far from it. As we noted at the beginning of
this article, inequality in Latin America has very
deep roots. It is associated in particular with the great

I1

inequality in the distribution of human capital and
wealth.” Furthermore, in many countries the import
substitution stage was marked by a deterioration in
income distribution, and the experience of the 1980s
may be considered as convincing proof of the social
costs associated both with macroeconomic imbal-
ances (for example, the regressive effects of the des-
tabilization of general price levels) and with the
initial impact of the adjustment processes designed to
correct this. At the same time, however, it would ap-
pear that although economic liberalization and glo-
balization have had positive effects on growth they
have increased the challenge to secure greater equity
rather than reducing it.

Public social expenditure and equity

As may be gathered from the previous section, one of
the great challenges in Latin America is to show that
the new development model is compatible with the
gradual correction of the great existing social in-
equalities. If this objective is not achieved, there
could be a deterioration of the political bases of the
reforms, which have been solid so far largely because
the return to macroeconomic stability has been per-
ceived by the population at large as a positive devel-
opment. An equally serious danger is that social
tensions might arise which could affect governance
and erode the bases for the political consensuses
which have made it possible to strengthen democracy
in the region; undoubtedly one of the great achieve-
ments of recent years.

International experience bears witness to surpris-
ing results as regards the handling of the social risks
involved in globalization. The study by Rodrik
(1997) referred to earlier shows that in the past
greater openness of the economy has been compen-
sated by greater social protection of the population

2 As a result of the trade openness process in itself andfot the
incentives generated by macroeconomic policies, the linkages
between the export sectors and the domestic economies have
also been weakened, and the effect of this on the generation of
employment should also be explored. It should be emphasized,
however, that as a result of the great increase in intraregional
trade, part of these lower national linkages have been compen-
sated by increased regicnal linkages.

on the part of the State, which has been reflected in a
positive relation between the degree or openness and
the size of the State sector. According to this author,
this appraisal holds good both for the members of the
Organization for Economic Cooperation and Devel-
opment (OECD) and for a broad sample of 115 coun-
tries. This would appear to show that the distributive
tension generated by economic openness processes
has been dealt with so far by offsetting economic
liberalization with greater State protection through
more active social policy, '

Social expenditure is undoubtedly the most im-
portant component through which the State can affect
income distribution. There is a great deal of evidence
that social expenditure has a significant effect on sec-
ondary income distribution. Moreover, in the long
term greater investment in human capital makes it
possible to affect one of the structural determinants
of income distribution. The existing studies show that
greater allocation of resources to education, which
makes it possible to improve the distribution of hu-
man capital in a society, can have effects on income
distribution which are much greater than those esti-
mated in short-term income distribution incidence
studies (see, for example, IDB, 1997, pp. 82-83). On a
cautionary note, it should be emphasized that there is

3 See, in this respect, the interesting study by Birdsall and
Londoiio, 1997,
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FIGURE 3

Latin America {10 countries): Targeting of
soclal expenditure on tha poor ®
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® The data presented refer to the average index of targeting of
ten countries for which information is avaitable. In the case of
some sectors of expenditure, the information does not cover all
these countries.

also evidence that a big effort in the field of educa-
tion will tend to be reflected in decreasing returns on
the investment in education, so that its redistributive
consequences (although not its consequences for
growth) may be somewhat overestimated. Important ef-
fects could also possibly be achieved if efforts were
directed towards improving asset distribution (an area
which has been very little explored and warrants greater
attention), including the redistribution of assets without
giving rise to distortions in economic activity (as in the
case of institutional improvements to channel credit to
small-scale or micro-enterprises without altering the
credit market, or the new agrarian reform schemes
which make active use of the land market).

The available data for Latin America on secon-
dary income distribution indicate that in absolute
terms the higher-income sectors derive more benefit
from social expenditure. As a proportion of the in-
come of each stratum, however, the subsidies chan-
neled through such expenditure are greater for the
poorest sectors of the population. This global pattern
is the result of the very different distributive impacts
of the different types of expenditure. The degree of
targeting on the poor (i.e., the proportion of expendi-
ture directed towards the poor compared with the
proportion of the population which is in a state of

hAsébofGDP

poveity) is high in the case of expenditure on health,

primary education and, to a lesser extent, secondary
education (figure 3). In contrast, expenditure on
social security and higher education displays a

FIGURE 4
Latin America: Soclal expenditure, 1981-1985
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Source: ECLAC, 1998,

generally regressive tendency. Expenditure on
housing is in an intermediate position, since it
benefits in particular the middle strata of the
income distribution table,

These results indicate that there is a good deal of
room for improving income distribution through so-
cial expenditure, but there is also considerable room
for improving the targeting of the latter, as noted in
a recent ECLAC study. The way such expenditure is
financed is of course highly relevant in this connec-
tion: financing from direct taxes tends to be more
progressive than financing from indirect taxes and
—equally important— an unsuitable form of financing
which translates into higher inflation can wipe out
the favourable effects in terms of redistribution
(ECLAC, 1998, chap. VI).

The evolution of social expenditure in Latin Amer-
ica, according to that same study (see also ECLAC,
1997), is summarized in figure 4. The 1980s was
marked by a collapse in social investment. Because
of the dual effect of the smaller proportion of GDP
devoted to social expenditure and the reduction in per
capita income, real per capita social expenditure went
down by 24%. In the 1990s, both these factors
evolved positively, so that in 1995 per capita social
expenditure was already 18% higher than the real
levels registered before the crisis. This positive state
of affairs must be qualified, however, in two different
respects. Firstly, there continue to be big disparities
between the countries of the region as regards the
degree of priority given to social expenditure, so that

INCOME DISTRIBUTION, POVERTY AND SOCIAL EXPENDITURE IN LATIN AMERICA * JOSE ANTONIO OCAMPO
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in many of them social expenditure is still unsatisfac-
tory in quantitative terms. Secondly, a very high pro-
portion of the increase in social expenditure
—especially in the countries where such expenditure
is highest- has been directed to social security (and,
more specifically, to pension payments), which is the
component displaying the least progressive form of dis-
tribution. This means that the increase in expenditure
on human capital bas actually been smaller than the
figures in question would appear to indicate. In the
case of education, real per capita expenditure in 1995
had only recovered its 1980 level for the region as a
whole and was still below that level in a considerable
number of individual countries.

III

As may be gathered from the foregoing consid-
erations, there is a good deal of room for combining
economic liberalization policies with a more active
social policy, as indeed the traditional international
patterns seem to reflect. This calls for the reorienta-
tion of public expenditure towards the social sector
and its targeting so as to maximize its favourable
distributive effects. Some countries are also in a posi-
tion to make an additional increase in social expendi-
ture, thanks to higher tax income. Indeed, this is what
the Chilean government did in the early 1990s, with-
out thereby adversely affecting real investment or
economic growth. In such a case, the net distributive
impact will depend on the manner of financing.

Social policy and second-generation reforms

The efforts to increase and target social expenditure
in the region must be complemented with a substan-
tial reorganization of the sector in order to make the
supply of social services more efficient and effica-
cious. This is one of the central issues in the so-called
second-generation reforms, the basic purpose of
which is to improve the efficiency of the markets and
introduce microeconomic rationality criteria in the
supply of those services where this has previously
been lacking.

The debates on social services have been aimed
at bringing competition into their supply (creation of
quasi—markets), introducing the participation of pri-
vate agents, and making changes in the forms of
State support (changing from the traditional supply
subsidies to demand subsidies). At the same time,
and in a complementary manner, the supply of those
services still provided by the State has been decen-
tralized, new systems of public management de-
signed to get results have been created, effective
autonomy has been given to the public bodies re-
sponsible for providing services, and citizen partici-
pation mechanisms have been established for the
control of public management. All the components in
this reorganization —but especially the first-named-
are designed to deal with the “government flaws”
which became evident in the past in the supply of
social services and are reflected in inefficiency and
low quality of services provided by the State.

Experience shows that the private sector responds
dynamicalty to the incentives given to it. It also shows,
however, that the participation of that sector is likewise
subject to “market flaws™: both those of a traditional
nature, relating to economies of scale, and those as-
sociated with problems of information, which give
rise to phenomena of imperfect competition, adverse
selection and moral risk (Ocampo, 1996).

In economies where there are big disparities in
distribution, the most serious problem is the natural
tendency generated by the market for the private
sector to orient its supply —in terms of quantity and
especially of quality— towards the highest-income
sectors. This problem is not necessarily solved
through a system of demand subsidies, and the State
should therefore design instruments to increase the
supply directed towards the lower income sectors, As
public supply, in many cases, has been equally inca-
pable of reaching certain sectors of the population (as
in the case of low-cost housing programmes, for ex-
ample}, it is necessary to promote new agents, gener-
ally of a cooperative or community nature,

The above difficulties become still more marked
when systems of private participation do not include
clear principles of solidarity, as the health system in
Chile shows. In this case, adverse selection can be-
come very marked, both as regards economic and
social strata and the health risks associated with the
age of the population covered. The introduction of

INCOME DISTRIBUTION, POVERTY AND SOCIAL EXPENDITURE IN LATIN AMERICA + JOSE ANTONIO OCAMPO
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solidarity elements does not automatically solve the
problem, however. Thus, for example, in order to
avoid these difficulties the health system reform in
Colombia provided that benefits must be completely
independent of the amount of contributions, but even
so the private sector response for the poorest strata
was very frustrating in the initial phase.

The private sector response can also be geo-
graphically unbalanced: it may be quite good in the
larger cities but insufficient in small towns or the
rural sector, where -because of the very low econo-
mies of scale— there may be “natural monopolies”
in many services when their supply is not profitable.

When the response of supply to the incentives
generated by demand subsidies is inadequate in terms
of quantity or quality, it may be desirable to design
intermediate systems, termed perhaps “demand-
oriented supply subsidies”, which can influence the
supply and even the quality of the services provided
and at the same time afford the traditional benefits of
demand subsidies in terms of the targeting of benefi-
ciaries, These systems consist of the establishment
of contracts with selected agents for the supply of
services 1o a specific group of the population,
through a system of competitions or through the pro-
motion of community or cooperative organizations
for the explicit purpose of entrusting them with the
administration of the corresponding services. This
can also be a suitable scheme for promoting the crea-
tion of new services or improving the quality of ex-
isting ones (for example, for raising the quality of the
educational system, as is being done in Chile).

Problems of information are much more serious
in the services markets than in those for goods. In
particular, there are extremely serious imbalances be-
tween the information available to the suppliers of
highly specialized services and that available to the
recipients of the services. This is especially so in the
case of the doctor-patient relationship in the health
sector, but similar phenomena are also observed in
education. For this reason, the development of quasi-
markets for the supply of social services requires the
establishment of schemes to ensure at least a mini-
mum of information and highly developed instru-
ments for the protection of users.

Private sector participation and the creation of
quasi-markets open up good opportunities for doing

away with some long-standing problems associated
with the public supply of social services, but they are
not a panacea. The above-mentioned problems and
those connected with the development of the neces-
sary institutions for overcoming them must not be
underestimated. The reforms adopted in this frame-
work must therefore be pragmatic and must include a
substantial component of graduality and leaming
from experience. Moreover, it must be borne in mind
that the new systems of private sector participation
are not a substitute for the public supply of services
in all sectors. For this reason, it may be desirable to
design mixed systems in which public and private
agents operate in competition with each other. In
many cases, however, competition is not feasible. For
this reason, efforts to improve public supply through
decentralization, result-oriented public management,
autonomy of the bodies responsible for supplying
services, and citizen control are essential and basic
elements of any reform in the area of social services.

Finally, it should be emphasized that one of the main
objectives of reforms to the social services should be the
design of suitable systems of regulation, information and
quality control in respect of the services provided. This is
particularly important when, because of the specialized
nature of the services, there is no guarantee of the full and
transparent information that consumers need in order
to choose their suppliers. This is a matter which is
still at an incipient stage and to which considerable
efforts should be devoted in the years to come.

Consequently, microeconomic efficiency should
be an important guideline in the second- generation
reforms, but so too should be equity. In the area of
social policy, these reforms should be pragmatic and
multi-faceted. They should take advantage not only
of the opportunities provided by greater participation
of private bodies in the supply of social services, but
also of the potential benefits offered by well-
managed public bodies subject to competition, when
that is feasible. Furthermore, they should be aimed at
correcting the shortcomings observed in both sys-
tems, including in particular the difficulty in ensuring
that the poorest sectors of the population are pro-
vided with services and the lack of suitable systems
of information and quality control in respect of the
services provided.

(Original: Spanish)
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