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Abstract

Latin America is one of the world’s only regions to have witnessed a fall in income
inequality during the 2000s. This paper evaluates the role fiscal policy played in this
change. Recent scholarship has examined this in individual countries; lacking is a regional
perspective. We examine the effects of nine fiscal instruments on income inequality in 17
countries between 1990 and 2014. Fiscal policy had a positive — albeit small - effect in
reducing income inequality, especially from 2003, working best at the urban level.
Public spending on education, personal income taxes and social contributions were espe-
cially instrumental in reducing income inequality.
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Introduction

In recent decades, income inequalities have increased for the majority of the world’s
population, whether they live in developing, emerging or developed countries.'
Latin America, however, is, perhaps surprisingly, one of the few exceptions to
this global trend: levels of income inequality in the region actually fell during the
2000s.” This recent reduction in income inequality does not alter the fact that

'See, for instance, Facundo Alvaredo, Lucas Chancel, Thomas Piketty, Emmanuel Saez and Gabriel
Zucman (co-ords.), World Inequality Report (Cambridge, MA: Belknap Press, 2018); Branko Milanovic,
The Haves and the Have-Nots: A Brief and Idiosyncratic History of Global Inequality (New York: Basic
Books, 2010); Branko Milanovic, Global Inequality: A New Approach for the Age of Globalization
(Cambridge, MA: Belknap Press, 2016); Thomas Piketty, Capital in the Twenty-First Century
(Cambridge, MA: Belknap Press, 2014).

*Giovanni Andrea Cornia (ed.), Falling Inequality in Latin America: Policy Changes and Lessons
(Oxford: Oxford University Press, 2014); Giovanni Andrea Cornia, ‘Inequality Trends and their
Determinants: Latin America over 1990-2010°, UNU-WIDER [United Nations University World Institute
for Development Economics Research] Working Paper, 9 (2012); United Nations (UN) Economic
Commission for Latin America and the Caribbean (ECLAC), Social Panorama of Latin America 2016
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Latin America remains today one of the most unequal places on earth,’ a problem
which has plagued the region over the whole of the twentieth century.* Even if
incipient, however, this development, which goes against the grain of trends else-
where, merits scholarly attention. What were the determinants of this turn in the
region’s evolution?

Scholars have pointed to broad socio-economic shifts in the region as an import-
ant part of the explanation for this recent fall in income inequality. In particular,
the period between 1990 and 2014 saw a deep change in the political cycle in
Latin America. Governments that, after the 1980s debt crisis, had applied neoliberal
policies following the recommendations of international organisations in the
‘Washington Consensus’ period,” were gradually replaced by ‘new Left’ govern-
ments. This period, referred to as the ‘pink tide’,® was characterised by the election
of governments that exhibited greater sensitivities to demands from society,” with
more progressive — at times, populist — agendas, promising, among other things,
to reduce inequality.® Giovanni Andrea Cornia argued that a ‘New Policy Model’
was emerging in the region, whereby governments were establishing new systems
of social protection and welfare state configurations.” For sure, a shift towards a
more redistributive policy was suggested in the manifestos of multiple governments,
including those led by Luiz Inacio Lula da Silva (Brazil), Néstor Kirchner and
Cristina Fernandez de Kirchner (Argentina), Rafael Correa (Ecuador), Evo
Morales (Bolivia), and Tabaré Vazquez and José Mujica (Uruguay). This political
cycle coincided with an expansive economic cycle, supported by a rise in commod-
ity prices. Hence, an emerging political will to respond more fully to societal
demands coincided with an increase in material resources that could be used to
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support these policy changes.'’ As part of this wave of policy reform, governments
in the region adopted new approaches to fiscal policy, claiming these would help
improve redistribution and forge more inclusive development.''

Until the recent period, scholarly analysis of fiscal policy in Latin America con-
cluded it had proved pretty much impotent as regards reducing income inequal-
ity.'"> However, recent scholarship on the topic has begun to show glimpses of
optimism. Richard Bird and Eric Zolt argue that the consolidation of democracy
in the region has helped forge a new environment whereby a progressive fiscal con-
tract is emerging.'® Citizens — particularly from the middle class - are becoming
more inclined to pay taxes as they perceive adequate public services are being deliv-
ered. Capturing this shift, Cornia et al. claim a ‘New Fiscal Pact’ is finally emerging
in Latin America.'*

These recent studies are providing first insights into how fiscal policy is influen-
cing the evolution of income inequality in Latin America. This new wave of schol-
arship falls into two main sets. The first set conducts highly disaggregated analyses
of a single country or a small set of countries, and tests for the effects of various
fiscal instruments on income inequality.'” These studies provide rich empirical

'%See, for instance, Giovanni Andrea Cornia, ‘Income Inequality in Latin America: Recent Decline and
Prospects for its Further Reduction’, Working Papers - Economics, Universita degli Studi di Firenze,
Dipartimento di Scienze per 'Economia e I'Impresa, 14 (2014), which finds inequality reduction was vir-
tually generalised across the region, being driven more by economic growth than by the political orientation
of governments; Diego Sdnchez-Ancochea and Julio Revuelta, ‘Inequality in Latin America: An
Introduction’, Revista de Economia Mundial, 43 (2016), pp. 15-20; Karen M. Siegel, ‘Fulfilling Promises
of More Substantive Democracy? Post-Neoliberalism and Natural Resource Governance in South
America’, Development and Change, 47: 3 (2016), pp. 495-516.

""Rebecca Hanson and Pablo Lapegna, ‘Popular Participation and Governance in the Kirchners
Argentina and Chévez’s Venezuela: Recognition, Incorporation and Supportive Mobilisation’, Journal of
Latin American Studies, 50: 1 (2018), pp. 153-82.

"?For instance, Eduardo A. Lora, ‘Structural Reforms in Latin America: What Has Been Reformed and
How to Measure it’, IDB Working Paper IDB-WP-346 (2012); Goiii et al., ‘Fiscal Redistribution’; Juan
Carlos Gomez-Sabaini, ‘Cohesion social, equidad y tributacion. Anilisis y perspectivas para América
Latina’, Serie Politicas Sociales CEPAL, 127 (2006); Eduardo M. R. A. Engel, Alexander Galetovic and
Claudio E. Raddatz, ‘Taxes and Income Distribution in Chile: Some Unpleasant Redistributive
Arithmetic’, Journal of Development Economics, 59 (1999), pp. 155-92.

PRichard M. Bird and Eric M. Zolt, ‘Fiscal Contracting in Latin America’, World Development, 67
(2015), pp. 323-35.

“Cornia et al., ‘A New Fiscal Pact’.
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Regimes over the Period 1981-2010’, in ibid., pp. 118-39; Marisa Bucheli, Nora Lustig, Maximo Rossi
and Florencia Amabile, ‘Social Spending, Taxes, and Income Redistribution in Uruguay’, Public Finance
Review, 42: 3 (2014), pp. 413-33; Raymundo Campos-Vazquez, Gerardo Esquivel and Nora Lustig, ‘The
Rise and Fall of Income Inequality in Mexico, 1989-2010’, in Cornia (ed.), Falling Inequality, pp. 140-
63; Dante Contreras and Ricardo Ffrench-Davis, ‘Policy Regimes, Inequality, Poverty, and Growth: The
Chilean Experience, 1973-2010’, in ibid., pp. 94-117; Sean Higgins and Claudiney Pereira, ‘The Effects
of Brazil’s Taxation and Social Spending on the Distribution of Household Income’, Public Finance
Review, 42: 3 (2014), pp. 346-67; Miguel Jaramillo, “The Incidence of Social Spending and Taxes in
Perw’, Public Finance Review, 42: 3 (2014), pp. 391-412; Stephan Klasen, Thomas Otter and Carlos
Villalobos Barria, “The Dynamics of Inequality Change in a Highly Dualistic Economy’, in Cornia (ed.),
Falling Inequality, pp. 188-210; Nora Lustig, Luis F. Lopez-Calva and Eduardo Ortiz-Juarez, ‘Declining
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detail at the country level, but fail to provide a basis for a broader study of the
effects of fiscal policy across the region. The second set of research incorporates
a very broad sample of countries — usually including countries in Latin America
and other developing countries — but analyses only a small number of fiscal pol-
icies.'® Lacking is a region-wide study of the effects of key fiscal instruments — cov-
ering both taxation and public spending — across Latin America. This paper seeks
to fill this gap, and is the first to provide a wide and detailed analysis of the role of
fiscal policy in reducing income inequality across the Latin American region as a
whole. It therefore complements other works on the topic, by providing a more
comprehensive study than that found in single case studies, as well as providing
knowledge about the effects of fiscal policy across the region, facilitating compari-
son with developments in other regions in the world.

To do this, we maximised the sample of countries, fiscal policies and time-
period, given data restrictions. We analysed 17 Latin American countries over
the period 1990 to 2014. We broke this period up into two sub-periods, 1990 to
2002 and 2003 to 2014. The first sub-period was characterised by ‘Washington
Consensus’ oriented policies accompanied by increasing income inequality. The
second sub-period was characterised by a change in economic policies, towards
progressive policies and decreasing income inequality.'” In common with most
large-scale studies of recent fiscal policy, we focused on consequences for income
inequality at the national level. In addition, our analysis addressed a relevant char-
acteristic of the region by considering the extent to which robustness of the national
results was observed at both the urban and rural levels. This is particularly import-
ant in the case of Latin America because the region is classified as ‘over-urbanised’,
with 81 per cent of its population living in urban areas and two-thirds of its

Inequality in Latin America in the 2000s: The Cases of Argentina, Brazil, and Mexico’, World Development,
44 (2013), pp. 129-41; Nora Lustig and Carola Pessino, ‘Social Spending and Income Redistribution in
Argentina during the 2000s: The Increasing Role of Noncontributory Pensions’, Public Finance Review,
42: 3 (2014), pp. 304-25; Nora Lustig, Carola Pessino and John Scott, “The Impact of Taxes and Social
Spending on Inequality and Poverty in Argentina, Bolivia, Brazil, Mexico, Peru and Uruguay:
Introduction to the Special Issue’, Public Finance Review, 42: 3 (2014), pp. 287-303; Verdnica Paz
Arauco, George Gray Molina, Ernesto Yanez Aguilar and Wilson Jiménez Pozo, ‘Explaining Low
Redistributive Impact in Bolivia’, Public Finance Review, 42: 3 (2014), pp. 326-45; Juan Ponce and Rob
Vos, ‘Redistribution without Structural Change in Ecuador: Rising and Falling Income Inequality in the
1990s and 2000, in Cornia (ed.), Falling Inequality, pp. 73-93; John Scott, ‘Redistributive Impact and
Efficiency of Mexico’s Fiscal System’, Public Finance Review, 42: 3 (2014), pp. 368-90.

'%See, for instance, Armando Barrientos, ‘On the Distributional Implications of Social Protection
Reforms in Latin America’, in Cornia (ed.), Falling Inequality, pp. 340-60; Giovanni Andrea Cornia,
Juan Carlos Gémez-Sabaini and Bruno Martorano, ‘Tax Policy and Income Distribution during the Last
Decade’, in ibid., pp. 295-317; Guillermo Cruces, Carolina Garcia Domench and Leonardo Gasparini,
‘Inequality in Education: Evidence for Latin America’, in ibid., pp. 318-39; Evridiki Tsounta and
Anayochukwu Osueke, ‘What is behind Latin America’s Declining Income Inequality?’, IMF Working
Paper, 14/124 (2014).

"Juan Carlos Moreno-Brid, Esteban Pérez Caldentey and Pablo Ruiz Népoles, ‘The Washington
Consensus: A Latin American Perspective Fifteen Years Later’, Journal of Post Keynesian Economics, 27:
2 (2004), pp. 345-65; Narcis Serra and Joseph E. Stiglitz (eds.), The Washington Consensus
Reconsidered. Towards a New Global Governance (Oxford: Oxford University Press, 2008).
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population living in cities of over 300,000 inhabitants.'® Thus, our approach shed
light not only on the extent to which fiscal policy was effective in reducing income
inequality across the region as a whole but, in addition, on the extent to which fiscal
policy was working at the urban and/or rural levels.

To study fiscal policy structure, we examined the effects of nine fiscal policy
instruments on income inequality. Hence, we included public spending on educa-
tion - the social spending function most commonly associated with redistribution
in the literature — but also considered spending on health, social security and hous-
ing, which have received less scholarly attention. To analyse public revenues, we
considered social contributions, as well as the main components of the tax struc-
ture: personal income tax and taxes on property, on goods and services, and on
international trade and transactions. Following Cornia and Luis Lopez-Calva and
Nora Lustig,'"” we evaluated the impact of fiscal policy on income inequality
using the Gini index as a proxy.

Given that fiscal policy is included in the literature as a potential determinant of
inequality, it is important to know more empirically about the effects of various fis-
cal policy instruments on the evolution of inequality. The main contribution of this
paper is to provide a detailed empirical examination of the relationship between fis-
cal policy and the evolution of income inequality in Latin America between 1990
and 2014. We present evidence of how nine specific, important, fiscal instruments
have had an effect on income inequality at the national, urban and rural levels in
most Latin American countries. Likewise, we identify a changing relationship
over time, finding different patterns in the relationship between fiscal policy and
income inequality in the periods 1990-2002 and 2003-14.

Overall, we find fiscal policy played a significant — albeit small - effect in redu-
cing inequality across the Latin American region over the whole period (1990-
2014). As regards timing, we find higher redistributive effect associated with fiscal
policy from 2003. From the spatial perspective, we find that national redistributive
results were driven by urban level dynamics. As regards fiscal instruments, we
observe significant redistributive effects on income distribution as a result of public
spending on education, social contributions and public revenues from personal
income taxes. However, as we shall see, the positive gains made by fiscal policy
are fragile and reversible. In the final years of the period under study, we observe
that income inequality reductions stagnated across the region.

The rest of this paper is organised into four sections. In the next section, we
explore the recent decline in income inequality in Latin America; then we present
evidence from the recent wave of studies into the effect of fiscal policy on income
inequality reduction in the region; in the following section we conduct our analysis
for the region; finally, we explain our results and conclusions. The Appendix con-
tains statistical data.

'8UN, 2018 Revision of World Urbanization Prospects (New York: United Nations, 2018); Deneulin and
Sanchez Ancochea, ‘Urban Inequality’.

YCornia, ‘Income Inequality in Latin America’; Luis Felipe Lopez-Calva and Nora Lustig (eds.),
Declining Inequality in Latin America: A Decade of Progress? (Washington, DC: Brookings Institution
Press, 2010).
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Figure 1. Gini Index at the National Level for 17 Latin American Countries, 1990-2014

Source: Authors’ elaboration based on ECLAC/CEPALSTAT: https://estadisticas.cepal.org/cepalstat/WEB_CEPALSTAT/
estadisticasIndicadores.asp?idioma=i (last accessed 30 Jan. 2020).

Note: In Argentina and Uruguay, the Gini coefficient is for urban areas, given the lack of available data at the national
level. Nevertheless, it is a good proxy as the urban population in the two countries comprises 92% and 95% respect-
ively of the total population.

Income Inequality in Latin America

Latin America constitutes a middle-income region characterised by development
and social cohesion problems associated with long-term inequalities in wealth,
income and opportunities.”” Our description of the dynamics of income distribu-
tion in Latin America is based on the evolution of the Gini coefficient (Figure 1).
This coefficient is the most commonly used measurement of inequality, as it allows
for comparison with other countries over a relatively long time-period. Gini is
essentially an index of concentration which provides synthetic information on
income distribution in a single coefficient. Anthony Atkinson has pointed out
the limits of this coefficient as regards its capacity to capture issues around income
polarisation, the top or bottom incomes and asymmetries in the composition of
income; in particular, income from capital.>' So, although the Gini coefficient is

20See Bértola and Ocampo, The Economic Development of Latin America; ECLAC, The Inefficiency of
Inequality; Branko Milanovic and Rafael Mufioz de Bustillo, ‘La desigualdad de la distribucion de la
renta en América Latina: Situacion, evolucion y factores explicativos’, América Latina Hoy, 48 (2008),
pp. 15-42; Evelyne Huber, Frangois Nielsen, Jenny Pribble and John D. Stephens, ‘Politics and
Inequality in Latin America and the Caribbean’, American Sociological Review, 71: 6 (2006), pp. 943-63.

21Anthony B. Atkinson, ‘On the Measurement of Inequality’, Journal of Economic Theory, 2: 3 (1970),
pp. 244-63; Anthony B. Atkinson, ‘More on the Measurement of Inequality’, Journal of Economic
Inequality, 6: 3 (2008), pp. 277-83.
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not a perfect measure of inequality, it is the index of choice among many scholars
working on this topic,”” and is used here, with the caveat that due caution must be
exercised when interpreting our results.>®

On analysing the evolution of the Gini coefficient in Latin America, two phases
in the trajectory of inequality in Latin America can be seen between 1990 and 2014.
The Gini coefficient rose from 0.54 in 1990 to 0.55 in 2002; in other words, the
average level of income inequality, which was already high, worsened further.**
This trend was generalised throughout most of the region: inequalities rose in
Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador, El Salvador,
Paraguay and Venezuela, whilst they remained constant in Mexico, Nicaragua
and Peru, falling only in Guatemala, Honduras, Panama and Uruguay. From the
beginning of 2000s, however, change in the region was palpable, as Latin
American economies grew more than the world average and new, more progressive,
governments came to power, most emblematically those led by Lula and Néstor
Kirchner in two of the biggest Latin American economies, Brazil and Argentina
respectively, in 2003. Income inequality started to fall across the region, as reflected
in a significant decline in the Gini coefficient, from 0.55 in 2002 to 0.49 in 2014.>
Again, this trend was generalised, as income inequality fell across most countries:
Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, El Salvador, Honduras,
Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay and Venezuela. Costa Rica
and Guatemala were the only countries where income inequality actually increased
during this period. From 2012, there was a slowdown in the reduction of inequality
in the region.”® Nevertheless, by 2014, most Latin American countries had lower
levels of income inequality than in 1990. Despite this, Brazil, Chile, Colombia,
Costa Rica, Guatemala, Honduras, Panama and Paraguay still endured Gini coeffi-
cients higher than 0.50, above the regional mean.

To test the robustness of these trends, the evolution of other, complementary, vari-
ables related to inequality can be considered. For instance, the Theil and Atkinson

**Cornia, ‘Income Inequality in Latin America’; Lopez-Calva and Lustig (eds.), Declining Inequality in
Latin America.

Additional caution should be exercised when considering data derived from household surveys, which
can underestimate inequality, due to under-reported top incomes. Complementary use of other sources
(such as tax data) and mixed methodologies can mitigate this challenge (see, for instance, Thomas
Piketty, Emmanuel Saez and Gabriel Zucman, ‘Distributional National Accounts: Methods and
Estimates for the United States’, Quarterly Journal of Economics, 133: 2 (2018), pp. 553-609; Alfredo
Bustos and Gerardo Leyva, “Towards a More Realistic Estimate of the Income Distribution in Mexico’,
Latin American Policy, 8: 1 (2017), pp. 114-26; Raymundo M. Campos-Vazquez, Emmanuel Chavez
and Gerardo Esquivel, ‘Estimating Top Income Shares without Tax Return Data: Mexico since the
1990s’, Latin American Policy, 9: 1 (2018), pp. 139-63). However, inequality measures from these method-
ologies are not available in a comparable and systematic format for the Latin American countries during the
period analysed in this research. For this reason, we use inequality measures from household surveys as the
best available metric for inequality, which allows a comparison in a large sample of Latin American coun-
tries between 1990 and 2014.

**Data for Latin America are unweighted regional averages based on national data provided by ECLAC on its
CEPALSTAT website, https:/estadisticas.cepal.org/cepalstat/ WEB_CEPALSTAT /estadisticasIndicadores.asp?
idioma=i (last accessed 15 Jan. 2020).

*Ibid.

**Leonardo Gasparini, Guillermo Cruces and Leopoldo Tornarolli, ‘Chronicle of a Deceleration Foretold:
Income Inequality in Latin America in the 2010s’, Revista de Economia Mundial, 43 (2016), pp. 25-45.
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coefficients (which measure income inequality) reflect the same regional and national
trends as those described previously.”” Moreover, the evolution of poverty in the region
also declined over this period, falling in relative terms, from 45.9 per cent in 2002 to
28.5 per cent in 2014. In absolute terms, more than 50 million people were lifted
out of poverty in the period between 2002 and 2014.* Finally, analysing the ratio
between the highest and lowest quintiles in terms of income, we observe that, in general
terms, this trend increased during the 1990s and fell from 2000.%° Overall, then, most
indicators confirm the trend towards a small increase in income inequality during the
1990s, and a continuing improvement the next decade.

This recent fall in income inequality should be put into perspective. Inequality
levels in Latin America are still above the world average.30 However, the decline is
significant, and scholars have sought to determine the fundamental external and
internal reasons that explain this development.’’ Cornia observes that the fall in
income inequality was nearly universal in the region. Countries with different eco-
nomic structures (more or less dependent upon exports, remittances and foreign
investment) and with distinct political orientations generally - albeit unevenly -
experienced reductions in income inequality.”> He concludes that strong economic
growth, particularly between 2003 and 2008, provided the foundations upon which
income inequality was reduced through public policy reform. Saul Keifman and
Roxana Maurizio agree, finding that strong economic growth, accompanied by fis-
cal and trade surpluses, had a positive impact on labour markets and income dis-
tribution.”® Evridiki Tsounta and Anayochukwu Osueke find that economic growth
was conducive to declining income inequality in the region, though its impact was
limited.** They also find that domestic policies on education and taxation, as well as
higher foreign direct investment flows, were associated with reduced income
inequalities. Hence, the literature agrees that economic growth provided a solid
basis for progressive public policies to work. However, there is no consensus around
the empirical redistributive effect of fiscal instruments in Latin America. To analyse
this, we now turn to the specific role of fiscal policy on income inequality.

Fiscal Policy and Inequality in Latin America

Scholars have demonstrated empirically that fiscal policy has helped reduce income
inequalities across OECD countries.”> However, the empirical evidence shows that

“ECLAC, CEPALSTAT website.

ECLAC, Social Panorama of Latin America 2017 (Santiago de Chile: ECLAC, 2018).

2ECLAC, Social Panorama of Latin America 2014 (Santiago de Chile: ECLAC, 2015).

P Alvaredo et al. (co-ords.), World Inequality Report; Alicia Barcena, ‘Structural Constraints on
Development in Latin America and the Caribbean: A Post-Crisis Reflection’, CEPAL Review, 100 (2010),
pp. 7-27; ECLAC, Time for Equality: Closing Gaps, Opening Trails (Santiago de Chile: ECLAC, 2010);
Lopez-Calva and Lustig (eds.), Declining Inequality in Latin America.

*'Tsounta and Osueke, ‘What is behind Latin America’s Declining Income Inequality?

3Cornia, ‘Income Inequality in Latin America’.

**Satl N. Keifman and Roxana Maurizio, ‘Changes in Labour Market Conditions and Policies, and their
Impact on Wage Inequality during the Last Decade’, in Cornia (ed.), Falling Inequality, pp. 251-73.

**Tsounta and Osueke, ‘What is behind Latin America’s Declining Income Inequality?

*Francesca Bastagli, David Coady and Sanjeev Gupta, ‘Income Inequality and Fiscal Policy’, IMF Staff
Discussion Note, SDN/12/08 (2012).
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in the Appendix).*® Fiscal policy typically fails in developing regions for
a mix of reasons, including historically low levels of taxation and spending, instabil-
ity in fiscal policy and the fact that the tax structure and spending mix have tended
to be less progressive than in developed areas.”’

Latin America’s trajectory in fiscal policy is no exception. For years, most empir-
ical studies on the effects of fiscal policy on income inequality in the region found
little or no evidence that it had had much traction in reducing inequalities. James
Mahon provided a useful summary of the findings of more than 30 empirical stud-
ies published between 1993 and 2010 on the effects of public spending and taxation
on income distribution in 18 Latin American countries.”® In summary, these stud-
ies found at best only weak evidence that fiscal policy mattered: where it did, spend-
ing accounted for greater redistribution than taxation.

It was only in the 2000s that this began to change. Recent scholarship on the
topic, using data from 2000 onwards, found some evidence that fiscal policy was
having a positive effect on income inequality. This scholarship can be divided
roughly into two bodies: first, work that examines fiscal policy in a single country
or small set of countries, which is rich in empirical detail but not comparable at the
Latin American level; and second, studies which include many Latin American
countries but a small number of fiscal instruments, limiting what is known
about the success of a broad set of fiscal tools. We present the main findings of
both before proceeding to our analysis.

Of the recent single-country studies, of particular importance is the work pro-
duced as output of the ‘Commitment to Equity’ project led by Nora Lustig. This
project explores the effects of taxation and social spending on income inequality
and poverty in Latin America (and beyond). Project output has included an appli-
cation of standard fiscal incidence methodology to Argentina,39 Bolivia,*® Brazil,*!
Mexico,”” Peru® and Uruguay.** Each of these studies analysed a broad, non-
uniform, range of different fiscal instruments. The six studies included in-kind
transfers in education and health, and Conditional Cash Transfer (CCT) pro-
grammes, and found that both contributed to lowering income inequality. The
studies of Brazil, Mexico, Peru and Uruguay also considered direct taxes, finding
them to lower income inequality in the latter two cases only. Though empirically
rich, weaknesses of these studies include potential omission of relevant variables
in the search for causal effects and difficulties in comparing the performance of fis-
cal policy across Latin American countries more broadly. Cornia has edited another

this i rocess is weaker in developing countries, as in the case of Latin America (see

**Tony Addison, Miguel Nifio-Zaraztia and Jukka Pirttila, ‘Fiscal Policy, State Building and Economic
Development’, Journal of International Development, 30: 2 (2018), pp. 161-72.

*"Bastagli et al., Income Inequality and Fiscal Policy’.

*James E. Mahon, ‘Tax Incidence and Tax Reforms in Latin America’, Wilson Center, Nov. 2012.

*Lustig and Pessino, ‘Social Spending and Income Redistribution in Argentina’.

“OPaz et al., ‘Explaining Low Redistributive Impact in Bolivia’.

“'Higgins and Pereira, ‘The Effects of Brazil’s Taxation and Social Spending’.

“2Scott, ‘Redistributive Impact and Efficiency of Mexico’s Fiscal System’.

“Taramillo, “The Incidence of Social Spending and Taxes in Peru’.

“Bucheli et al., ‘Social Spending, Taxes, and Income Redistribution in Uruguay’.
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important study on fiscal policy.*> This volume includes national studies on
Ecuador,*® Chile,"” Uruguay,”® Mexico,” El Salvador™ and Honduras.”'
Methodologically, these studies are constituted as structured comparisons of
pairs of countries using the Gini coefficient as a proxy of inequality.

The second set of studies works with country-wide samples but a small number
of fiscal instruments. Juan Carlos Gémez Sabaini and Ricardo Martner analysed the
Gini indices before and after taxation across 19 Latin American countries for the
period 1990-2006.>> These authors found that taxation started to be slightly
more effective in reducing inequalities from 2005 onwards than most of the studies
cited in Mahon had indicated.” Ivonne Gonzalez and Martner conducted a cross-
sectional analysis of the effects of seven fiscal policy instruments in 18 Latin
American countries for the period 1990 to 2010.>* This work remains one of the
most comprehensive and comparable studies of the effects of fiscal policy in
Latin America to date as regards the sample size and range of fiscal policy instru-
ments studied. The authors found that various fiscal policy instruments - in add-
ition to other institutional and macroeconomics variables — were associated with
reduction in income inequality, including social spending on education, public
investment and a progressive tax system. Tsounta and Osueke found that greater
spending on education explained nearly one quarter of the total decline in income
inequality, while an increase in tax revenue, including increases in direct taxes (per-
sonal and corporate income taxes), was also significant for 18 Latin American
countries in the first decade of the 2000s.”> Cornia et al. found that recent direct
taxation was associated with a decline in income inequality across 18 Latin
American countries between 1990 and 2008.°° Finally, Michael Hanni, Martner
and Andrea Podestd conducted standard fiscal incidence analysis to assess the
redistributive effect of taxation, social contributions and public transfers in 17
countries between 2011 and 2012, finding that public transfers were most import-
ant in reducing income inequality.”’

Summing up, the recent scholarship seems to indicate a change in the effect of
fiscal policy in relation to income inequality in Latin America. However, evidence is
not conclusive at the regional level. Moreover, it is difficult to compare results

*3Cornia (ed.), Falling Inequality.

*Ponce and Vos, ‘Redistribution without Structural Change in Ecuador’.

*Contreras and Ffrench-Davis, ‘Policy Regimes, Inequality, Poverty, and Growth’.

*8 Amarante et al., ‘Uruguay’s Income Inequality and Political Regimes’.

**Campos-Vézquez et al., “The Rise and Fall of Income Inequality in Mexico’.

%0Acevedo and Cabrera, ‘Social Policies or Private Solidarity?’

>'Klasen et al., “The Dynamics of Inequality Change in a Highly Dualistic Economy’.

*?Juan Carlos Gémez Sabaini and Ricardo Martner, ‘América Latina: Panorama global de su sistema tri-
butario y principales temas de politica’, in Ricardo Martner (ed.), Las finanzas publicas y el pacto fiscal en
América Latina (Santiago de Chile: CEPAL, 2008), pp. 69-90.

>*Mahon, ‘Tax Incidence and Tax Reforms in Latin America’.

>*[vonne Gonzélez and Ricardo Martner Fanta, ‘Overcoming the “Empty Box Syndrome”: Determinants
of Income Distribution in Latin America’, CEPAL Review, 108 (2012), pp. 7-26.

>*Tsounta and Osueke, ‘What is behind Latin America’s Declining Income Inequality?

¢Cornia et al., “Tax Policy and Income Distribution during the Last Decade’.

>’Michael Hanni, Ricardo Martner Fanta and Andrea Podest, ‘El potencial redistributivo de la fiscalidad
en América Latina’, Revista CEPAL, 116 (2015), pp. 7-26.
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because of the different methodological approaches deployed, the number of obser-
vations, and the countries included. Our analysis maximises the number of Latin
American countries, fiscal policies and time-periods studied to contribute to the
body of knowledge on the relationship between fiscal policy and income inequality
in the region. In particular, this helps to determine which fiscal instruments have
been effective in reducing inequality at the Latin American level and provides a
means of comparison with other regions in the world.

Before presenting the empirical analysis and the findings, we briefly discuss the
recent evolution of fiscal policy in Latin America. On analysing the evolution of
public spending and public revenues between 1990 and 2014 in aggregate terms,
we observe three major trends (Figures 2 and 3).>® First, public finance in general
grew — but only slowly - between 1990 and 1998: average public spending across
Latin America increased from 19.9 to 23.6 per cent of GDP while average public
revenues increased from 18.5 to 22.3 per cent. Second, from the end of the 1990s
to 2014, there was a significant increase: public spending and public revenues
reached 29.8 and 26.5 per cent of GDP respectively. Third, it is also important
to consider changes in the composition of public spending and revenues. Social
spending increased from 10.3 per cent of GDP in 1990 to 16.4 per cent of GDP
in 2014. Most notably, this increased in Argentina and Brazil, to 28.1 and 24.2
per cent of GDP in 2014 respectively. This regional trend can mainly be explained
by greater public spending on education and health, and the expansion of social

*Regional level data is estimated as an unweighted average based on national data provided by ECLAC,
CEPALSTAT website.
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policies linked to CCT programmes, for instance, Bolsa Familia in Brazil,” Familias
en Accion in Colombia and Bono de Desarrollo Humano in Ecuador. This is com-
plemented by the growing importance of social contributions, particularly in
Argentina, Brazil, Costa Rica, Nicaragua and Uruguay, where the ratio of social
contributions to GDP exceeded 7 per cent in 2014. On the other hand, although
indirect taxes remain higher than direct taxes, the gap has slightly narrowed. In
1990, revenues from direct taxes represented only 54 per cent of revenues from
indirect taxes in Latin America. In 2014, this ratio increased to 62 per cent.
Hence, over the last decade, fiscal reforms have become slightly more progressive
as regards their propensity to redistribute income.

Testing the Impact of Fiscal Policy on Income Inequality

We analysed the effects of nine fiscal instruments (public spending on education,
health, social security and housing, social contributions, and taxes on personal
income, property, goods and services, and international trade) on income inequal-
ity across 17 Latin American countries for the period between 1990 and 2014.
Table 1 presents the variables used to measure income inequality, fiscal policy
and the control variables. For income inequality, we used the Gini index, as
noted in the section ‘Income Inequality in Latin America’, above. The Economic
Commission for Latin America and the Caribbean (ECLAC) has provided data

> Anthony Hall, ‘From Forme Zero to Bolsa Familia: Social Policies and Poverty Alleviation under Lula’,
Journal of Latin American Studies, 38: 4 (2006), pp. 689-709.
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Variable Source® Unit
National Gini index ECLAC 0-1
Urban Gini index ECLAC 0-1
Rural Gini index ECLAC 0-1
Public spending ECLAC % of GDP
Education ECLAC % of GDP
Health ECLAC % of GDP
Social security ECLAC % of GDP
Housing ECLAC % of GDP
Public revenues ECLAC % of GDP
Personal income taxes ECLAC % of GDP
Property taxes ECLAC % of GDP
Goods and services taxes ECLAC % of GDP
International trade taxes ECLAC % of GDP
Social contributions ECLAC % of GDP
Control variables
GDP per capita World Bank PPP® constant 2011 international US$
Unemployment rate World Bank % of economically active population
Secondary school enrolment rate World Bank % (gross enrolment)
Population World Bank persons
Trade openness World Bank % of GDP
Terms of international trade World Bank index (2000 = 100)
Investment rate World Bank % of GDP
Inflation World Bank % (annual growth)
Life expectancy World Bank years
Institutionalised democracy CSP 0-10
Natural resources rents World Bank % of GDP

2ECLAC/CEPALSTAT; World Bank, World Development Indicators, 2018; Center for Systemic Peace, Polity IV Project: Regime
Authority Characteristics and Transitions Datasets, 2017, available at http://www.systemicpeace.org/inscrdata.html (last

accessed 26 Dec. 2019).
bPurchasing power parity.

on the Latin American Gini index since 1990 at the national, urban and rural
levels.®® Hence, to analyse the effects of fiscal policies in Latin America, we used
ECLAC’s estimations of the national Gini index as the main dependent variable,
and urban and rural Gini indices as dependent variables testing the robustness of
the results. For fiscal policy, we considered the four most relevant components of

SOECLAC, CEPALSTAT website.
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public social spending: education, health, social security and housing; and the five
most relevant components of public revenues: personal income taxes, property
taxes, indirect taxes on goods and services, indirect taxes on international trade,
and social security contributions. In order to minimise the bias in the estimated
coefficients for fiscal variables, we used a series of control variables that the empir-
ical literature has identified as potential determinants of income inequality.’" These
controls included GDP per capita, the unemployment rate, the secondary school
enrolment rate, population, trade openness, terms of international trade, the invest-
ment rate, inflation, life expectancy, institutionalised democracy and natural
resources rents. The descriptive statistics for these variables are included in
(in the Appendix). The satisfactory operation of these control variables
was tested by analysing the correlation coefficients between them and with the
Gini index and fiscal variables in the Appendix). We found no correl-
ation problems in the set of variables considered.

Due to data availability issues, our sample of 17 Latin American countries across
25 years (1990-2014) constituted an unbalanced panel. The Ordinary Least Squares
(OLS) regression methodology, used by authors such as Antonio Afonso et al.,
Gonzélez and Martner, Branko Milanovic and Jeffrey Williamson,** when analysing
the determinants of inequality, could introduce bias in our estimations. We there-
fore adapted the methodology to our unbalanced panel and, following Darryl
McLeod and Lustig, Juan Antonio Montecino, and Tsounta and Osueke,*” used
a basic model of Fixed Effect (FE) panel regression, controlling for the length
time bias by including a time trend. To control for dynamic effects and overcome
possible problems derived from endogeneity, we checked the robustness of the pre-
vious results comparing them with those obtained applying the bias-corrected
Least-Squares Dummy Variable Corrected (LSDVC) estimator. Given our case, a
small panel with 17 countries, this estimator outperformed Generalised Method
of Moments (GMM) estimators in dynamic unbalanced panels. The LSDVC esti-
mator used the GMM Blundell-Bond estimator and corrected it according to

6lSee, for instance, Cornia, ‘Inequality Trends and their Determinants’; Gonzalez and Martner Fanta,
‘Overcoming the “Empty Box Syndrome™; Huber et al., ‘Politics and Inequality in Latin America and
the Caribbean’; Norman Loayza, Alfredo Mier y Terdn and Jamele Rigolini, ‘Poverty, Inequality and the
Local Natural Resource Curse’, IZA Discussion Papers, 7226 (2013); Timothy Neal, ‘Using Panel
Co-Integration Methods to Understand Rising Top Income Shares’, Economic Record, 89: 284 (2013),
pp. 83-98; Jesper Roine, Jonas Vlachos and Daniel Waldenstrom, ‘The Long-Run Determinants of
Inequality: What Can We Learn from Top Income Data?, Journal of Public Economics, 93: 7-8 (2009),
pp. 974-88; Tsounta and Osueke, ‘What is behind Latin America’s Declining Income Inequality?’

®2Antoénio Afonso, Ludger Schuknecht and Vito Tanzi, ‘Income Distribution Determinants and Public
Spending Efficiency’, Journal of Economic Inequality, 8: 3 (2010), pp. 367-89; Gonzalez and Martner Fanta,
‘Overcoming the “Empty Box Syndrome™; Branko Milanovic, ‘Determinants of Cross-Country Income
Inequality: An Augmented Kuznets Hypothesis’, World Bank Policy Research Working Paper, 1246
(1994); Williamson, ‘Five Centuries of Latin American Income Inequality’.

%*Darryl McLeod and Nora Lustig, ‘Inequality and Poverty under Latin America’s New Left Regimes’,
ECINEQ Working Paper Series, ECINEQ WP 2011-208 (2011); Juan Antonio Montecino, ‘Decreasing
Inequality under Latin America’s “Social Democratic” and “Populist” Governments: Is the Difference
Real?’, International Journal of Health Services, 42: 2 (2012), pp. 257-75; Tsounta and Osueke, ‘What is
behind Latin America’s Declining Income Inequality?’
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small panels.”* We considered that a variable exhibited a robust effect when both
FE and LSDVC estimated coefficients were significant and had the same positive
or negative relationship with the dependent variable.

We therefore performed diverse regressions adapting the following general equa-
tion to the FE and LSDVC models:

Gil’liit = o + Fitk + Xitm + trend + &i

where i includes each of the 17 Latin American countries in the sample (Argentina,
Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador, El Salvador, Honduras,
Guatemala, Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay and
Venezuela); ¢ is the year; F is a vector that includes k fiscal variables; and X is a
vector of m control variables. We performed regressions for the period analysed
(1990-2014) and both sub-periods (1990-2002 and 2003-14) split by the year
when Lula and Néstor Kirchner arrived in government in Brazil and Argentina,
as the most relevant and illustrative moment in the change of political cycle in
Latin America. Finally, we tested the robustness of the national results comparing
them with those obtained at the urban and rural levels.

The results obtained from the models show that fiscal policy had a positive effect
in reducing inequality in Latin America across the whole period. However, the
effects of these findings are small and depend on the kind of fiscal instrument,
whether they were implemented at the rural or urban level and, above all, the sub-
period under consideration.

When examining the effect of fiscal policy instruments on the public spending
side, as seen in Figure 4, we found a robust significant effect on public spending for
the whole period only on education at the urban level. The estimated effect shows
that an increase of 1 per cent in the ratio of the public spending on education to
GDP was related to a decrease of 0.004 in the Gini coefficient. In the rest of the
components, there was a lack of a robust significant effect both for the whole period
and for both sub-periods at the national, urban and rural levels.

On the other side (public revenues) of fiscal policy, we found a greater number
of fiscal instruments associated with income inequality reductions, as seen in
Figure 5. Personal income taxes were associated with falling income inequality
between 2003 and 2014 at the national and urban levels. During this period,
depending on the model used, an increase of 1 per cent in the ratio of revenues
from personal income taxes to GDP was related to a decrease of between 0.005
and 0.007 in the Gini coefficient, at the national level. In the same terms, the effect
estimated at the urban level was related to a decrease of between 0.004 and 0.009 in
the Gini coefficient.

In respect of social contributions, we found the same kind of effect, although
only at the urban level, for the whole period 1990-2014 and for the sub-period
2003-14. For the whole period, an increase of 1 per cent in the ratio of social con-
tributions to GDP was associated with a decrease of between 0.003 and 0.005 in the

%See David Roodman, ‘How To Do xtabond2: An Introduction to Difference and System GMM in
Stata’, Stata Journal, 9: 1 (2009), pp. 86-136; Giovanni S. F. Bruno, ‘Estimation and Inference in
Dynamic Unbalanced Panel-Data Models with a Small Number of Individuals’, Stata Journal, 5: 4
(2005), pp. 473-500.
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Figure 4. Fiscal Variables: Coefficients and Confidence Intervals (90%) (Public Spending)

Note: Dependent variables: Gini index at the national level, Gini index at the urban level, and Gini index at the rural
level. For ease of visualisation, the figure shows only the estimated coefficients for fiscal variables. Although these
coefficients are not shown, all regressions were estimated using the same control variables (logarithm of GDP per
capita, unemployment rate, secondary school enrolment rate, logarithm of population, trade openness, terms of
international trade, investment rate, inflation, life expectancy, institutionalised democracy, natural resources
rents, trend and country fixed effects). FE = Fixed Effects; LSDVC = Least-Squares Dummy Variable Corrected.

Gini coefficient, depending on the model used. For the sub-period 2003-14, this
increased its intensity to an estimated effect of between 0.006 and 0.013 in the
reduction of the Gini coefficient.

These results suggest the redistributive effect of fiscal policy in Latin America
was driven by changes in fiscal policies related to the region’s economic expansion
and the new political cycle at the beginning of the twenty-first century. In the
sub-period from 2003, certain fiscal instruments were particularly effective in
reducing income inequality in the region. Urban dynamics appeared to be driving
this process. We found a robust redistributive reduction in income inequality as
result of public spending in education, personal income taxes and social contributions
at the urban level. Only personal income taxes seem to have had a redistributive effect
at the national level. On the other hand, during the sub-period 1990-2002 (at any
level), and at the rural level (in any period), we did not find any robust redistributive
effect.

We checked the robustness of the previous results and analysed them to deter-
mine if they were driven by a general regional process or by the new political cycle
with a growing role of progressive governments (Figures 6 and 7). We created an
interaction effect between the fiscal variables and a dummy variable that identified
progressive governments. This dummy variable took the value 1 if the government
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Figure 5. Fiscal Variables: Coefficients and Confidence Intervals (90%) (Public Revenues from Taxes and
Social Contributions)
Note: See Figure 4 for dependent variables. FE = Fixed Effects; LSDVC = Least-Squares Dummy Variable Corrected.

in office was progressive, and the value 0 otherwise. The source for this dummy
variable was the Database of Political Institutions hosted at the Inter-American
Development Bank.”> Most of the estimations related to the interaction effect
were not significant. There was only a very slightly progressive effect, in terms of
income inequality redistribution, related to progressive governments in the case
of personal income taxes, at the national level for the whole period, and social con-
tributions, at the urban level between 1990 and 2002. So, this analysis confirms the
robustness of all the previous results at the level of the Latin American region as a
whole. The role of fiscal policy in reducing income inequality appears to be more
related to a general regional process than to any specific kind of government.

Conclusions

While most countries and regions of the world - both developed and developing -
have witnessed increased income inequality in recent decades,’® Latin America is an
exception, seeing income inequality fall during the early years of the twenty-first
century. Of course, this singular, recent trajectory does not alter the fact that this
middle-income region is still one of the most unequal in the world. Different

%5Cesi Cruz, Carlos Scartascini and Philip Keefer, ‘Database of Political Institutions 2017’. Inter-
American Development Bank Numbers for Development. Available at: https:/mydata.iadb.org/Reform-
Modernization-of-the-State/Database-of-Political-Institutions-2017/938i-s2bw (last accessed 26 Dec. 2019).

%For instance, Facundo Alvaredo, Lucas Chancel, Thomas Piketty, Emmanuel Saez and Gabriel
Zucman, ‘Global Inequality Dynamics: New Findings from WID.world’, American Economic Review:
Papers ¢ Proceedings, 107: 5 (2017), pp. 404-9.
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Figure 6. Coefficients and Confidence Intervals (90%) for Interaction Effects between Fiscal Variables and
Progressive Governments (Public Spending)

Note: Dependent variables: Gini index at the national level, Gini index at the urban level, and Gini index at the rural
level. For ease of visualisation, the figure shows only the coefficients estimated for the interaction between fiscal
variables and a dummy variable (1= progressive government, 0= otherwise). Although these coefficients are not
shown, all regressions were estimated using the same control variables (logarithm of GDP per capita, unemployment
rate, secondary school enrolment rate, logarithm of population, trade openness, terms of international trade, invest-
ment rate, inflation, life expectancy, institutionalised democracy, natural resources rent, trend and country fixed
effects). FE =Fixed Effects; LSDVC = Least-Squares Dummy Variable Corrected.

institutions and policies can mitigate or correct distributional tensions caused by
national dynamics or by globalisation and transnationalisation processes.”” These
institutions and policies in Latin America, in the context of a new policy cycle com-
bined with economic growth facilitated by the commodity boom, seem to have been
instrumental in this change. Economic growth in Latin American countries during
the commodity boom, driven by the increase in commodity prices and the value of
exports, allowed for the creation of a fiscal space which was used to promote
socially-demanded redistributive policies. On the one hand, economic growth led
to a direct increase in public revenues. On the other hand, it also led to reduced
unemployment, which allowed the prioritisation of redistributive polices and the
channelling of more resources to social policies such as CCTs or public spending
on health or education. These direct effects of economic growth on the expansion
of fiscal space and redistribution of resources were accompanied by tax reforms,
reinforcing the progressive effect.

“’See Frangois Bourguignon, ‘World Changes in Inequality: An Overview of Facts, Causes,
Consequences and Policies’, BIS Working Paper, 654 (2017); Valentin F. Lang and Marina Mendes
Tavares, “The Distribution of Gains from Globalization’, IMF Working Paper, WP/18/54 (2018).
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Figure 7. Coefficients and Confidence Intervals (90%) for Interaction Effects between Fiscal Variables and
Progressive Governments (Public Revenues from Taxes and Social Contributions)
Note: See Figure 6 for dependent variables. FE = Fixed Effects; LSDVC = Least-Squares Dummy Variable Corrected.

Whilst most rich OECD countries are heading towards fiscal consolidation,*®
characterised by competition among countries for tax breaks to corporations and
high-income earners, and increasing tax evasion and avoidance, all of which lead
to increasing income inequality, Latin America has dared to differ. Policies in the
region have undergone change: Cornia argued that a ‘New Policy Model’ was emer-
ging in the region,” whereby governments were establishing new systems of social
protection and welfare state configurations.”® As part of this more general shift, fiscal
policies also changed from 2000; Bird and Zolt, and Cornia et al. argued a new ‘fiscal
pact’ was emerging.”" Although policy change in the region could be explained away
as being of minor importance, when compared to regions and countries elsewhere
which are moving towards fiscal consolidation and increased inequality,”* and in
light of Latin America’s historical trajectory, this shift is important.

A body of work is emerging with a view to understanding the determinants and
dynamics of this falling inequality in the region. Until recently, the vast majority of

**Wolfgang Streeck, ‘The Rise of the European Consolidation State’, in Hideko Magara (ed.), Policy
Change under New Democratic Capitalism (Abingdon: Routledge, 2017), pp. 39-58.

%Cornia (ed.), Falling Inequality.

7%See, for example, Alex Segura-Ubiergo, The Political Economy of the Welfare State in Latin America:
Globalization, Democracy, and Development (Cambridge: Cambridge University Press, 2007).

7'Bird and Zolt, ‘Fiscal Contracting in Latin America’; Cornia et al., ‘A New Fiscal Pact’.

7?Judith Clifton, Daniel Diaz-Fuentes and Ana Lara Gémez, “The Crisis as Opportunity? On the role of
the Troika in Constructing the European Consolidation State’, Cambridge Journal of Regions, Economy and
Society, 11: 3 (2018), pp. 587-608.
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the work on fiscal policy in Latin America had not detected a redistributive effect.””
This changed only recently, when new work started to detect that fiscal policy was
indeed playing a role in reducing income inequality.”* However, as most of this
research was done at the country level, a knowledge gap remained as to what
was happening in the region as a whole. This article contributes to the emerging
literature on the role of fiscal policy and falling income inequality by systematically
analysing the region, maximising the number of fiscal instruments and time-
periods possible and taking into account the geographical (urban/rural) dimension.
We found that fiscal policy played a significant, albeit small, effect in reducing
inequality in the region and we explain where it was effective, when, and which
instruments performed best.

First, as regards where fiscal policy worked, we found the national dynamic was
driven by an urban pattern in terms of the impact of fiscal policies on income dis-
tribution. With 81 per cent of its population living in urbanised areas, Latin
America is the second most urbanised region in the world. The region also contains
five of the 30 largest urban areas in the world; Sao Paolo, Mexico City, Buenos
Aires, Rio de Janeiro, Bogota and Lima are all considered to be urban agglomera-
tions with populations of over 10 million people.” Strong urbanisation facilitated
the task of newly elected democratic governments seeking to respond to socio-
economic demands for change. Our finding that urban dynamics drove the overall
reduction in income inequality provides empirical support to Cornia’s argument
that a new ‘fiscal pact’ is emerging. At the same time, however, there were limits
to the reach of fiscal policy, even in the urban areas. For fiscal policy to reach all
segments of society, it needs to be accompanied by policies that incorporate people
into the formal sector.”® However, over half of Latin America’s urban population is
employed in the informal sector.”” Moreover, the region’s urban population is
deeply fragmented into urban centres and marginal settlements. Approximately
110 million people - or a quarter of the urban population - live in Latin
American city slums.”® The upshot of this is that a huge proportion of the urban
population either benefits only weakly, or is actually excluded, from the benefits
of redistributive fiscal policy.

Second, as regards timing, we found the redistributive effect of fiscal policy in
Latin America was stronger during the second sub-period considered, that, is
from 2003 to 2014. The change in the relationship between fiscal policy and income

7*See, for instance, Goiii et al., ‘Fiscal Redistribution’; Paola Profeta and Simona Scabrosetti, ‘Political
Economy Issues of Taxation’, in Luigi Bernardi, Alberto Barreix, Anna Marenzi and Paola Profeta
(eds.), Tax Systems and Tax Reforms in Latin America (Abingdon: Routledge, 2008), pp. 63-76; and
Go6mez-Sabaini, ‘Cohesion social, equidad y tributacion’.

7*For instance, Cornia (ed.), Falling Inequality; Lustig et al., ‘The Impact of Taxes and Social Spending
on Inequality’.

>UN, World Urbanization Prospects 2018; Julio A. Berdegué, Fernando Carriazo, Benjamin Jara, Félix
Modrego and Isidro Soloaga, ‘Cities, Territories, and Inclusive Growth: Unraveling Urban-Rural Linkages
in Chile, Colombia, and Mexico’, World Development, 73 (2015), pp. 56-71.

"®Martinez Franzoni and Sinchez-Ancochea, ‘The Double Challenge’.

77 According to the International Labour Organization, Labour Overview 2017. Latin America and the
Caribbean (Lima: International Labour Organization, 2017), pp. 44-5, informal employment in urban
areas went from 52% in 2005 to 47% in 2014.

78UN-Habitat, The State of Latin American and Caribbean Cities 2012 (Nairobi: UN-Habitat, 2012).
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inequality in Latin America was produced during a period in which Latin American
governments were determined to apply different kinds of policies, with a greater
focus on redistribution. Rather than attributing this shift in the region to specific,
‘progressive’ or ‘populist’ governments, we found this trend was broad across the
region. This new political cycle was accompanied by an intense economically
expansive phase. Economic growth fuelled Latin American governments’ ability
to apply new economic policies which were more sensitive as regards social
demands, and included a more effective means of reducing income inequalities.
Changes in fiscal policy were at the centre of the new economic policy in the region.

Third, as regards fiscal policy instruments, we found public spending on educa-
tion, personal income taxation and social contributions were particularly effective
instruments, having a progressive redistributive effect at the urban level across
the whole period. Personal income taxes were also associated with income inequal-
ity reductions at the national and urban levels between 2003 and 2014. Social con-
tributions were associated with a decline in income inequality at the urban level for
the whole period and, particularly, in the sub-period 2003-14.

These findings are relevant when considering future policy reform in the region.
Latin America saw a decade of modest redistributive fiscal policy, especially from
2003. However, the end of the commodity boom, fiscal consolidation, the slow-
down in the reduction of inequality in the region from 2012, recent changes in
national governments and, in particular, as seen in the findings of this paper, the
change in policy priorities by fiscally-conservative governments such as the former
Mauricio Macri government in Argentina and the Michel Temer and Jair Bolsonaro
governments in Brazil, could put at risk the recent progress made as regards a more
redistributive approach.

A major challenge for Latin America is to stabilise the modest achievements
attained so far in terms of redistributive fiscal policies while ensuring the sustain-
ability of progressive fiscal policy. Indeed, on seeing evidence on the positive con-
sequences of recent fiscal policy, Latin American governments could opt to increase
further the number of fiscal instruments with redistributive effects or increase the
intensity of these effects in those fiscal instruments that have worked, to further
reduce inequality. One particularly important challenge would be to achieve a pro-
gressive redistributive effect in other components on the side of public spending,
beyond the instrument of education. An additional challenge would be to run pru-
dent but effective fiscal policies, by eliminating tax avoidance instruments and
fighting tax evasion whilst, simultaneously, introducing policies to incorporate
more citizens into the formal sector.”” This could be achieved by promoting inclu-
sion and improving education for young people,*® whilst constructing better public
infrastructure to connect marginalised urban areas. It appears that the recently
elected Mexican government, under Andrés Lopez-Obrador, is pursuing this
agenda, based on his experience as the Head of Government of Latin America’s lar-
gest city.®' In addition, an effort to extend the redistributive effect to the rural level,

"Deneulin and Sanchez-Ancochea, ‘Urban Inequality’.

80UNDP, Human Development Report 2016 (New York: UNDP, 2016).

817ude Webber, ‘Lépez Obrador Wins Historic Mandate for Change in Mexico’, Financial Times, 2 July
2018.
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adapting fiscal policies to the specific characteristics of these socio-economic struc-

tures, is required.

Today, Latin America is at a turning point in terms of the direction of its eco-
nomic policy, including fiscal policy and income distribution. From the 2000s, the
region started on a new path towards income inequality reduction through fiscal
policy, after decades of high and persistent inequality. But this path is fragile,
and could easily be reversed. The fiscal policies that governments in the region
choose to adopt over the next decade will be decisive.
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Appendix

Table A.1. Descriptive Statistics

Standard
Variable Observations Mean deviation Minimum Maximum
National Gini index 311 0.53 0.05 0.38 0.64
Urban Gini index 371 0.50 0.05 0.38 0.63
Rural Gini index 295 0.50 0.06 0.31 0.68
Public spending 410 25.17 6.66 10.60 45.15
Education 309 4.60 1.65 1.88 9.89
Health 300 3.09 1.44 0.63 6.85
Social Security 309 4.26 3.33 0.00 13.08
Housing 309 111 0.94 0.00 4.24
Public revenues 410 23.38 6.28 10.33 42.08
Personal income 399 4.37 2.55 0.71 23.92
taxes
Property taxes 392 0.75 0.74 0.00 3.15
Goods and 396 6.45 2.89 0.92 14.11
services taxes
International 399 1.56 1.05 0.17 6.85
trade taxes
Social 399 3.45 2.50 0.28 10.46
contributions
Control variables
Ln GDP per capita 425 9.07 0.51 7.94 10.01
Unemployment 420 7.75 3.76 1.30 20.50
rate
Secondary school 395 72.04 19.78 22.63 120.33

enrolment rate

(Continued)
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Table A.1. (Continued.)

Ln population 425 16.42 1.16 14.72 19.13
Trade openness 424 62.98 31.19 13.75 165.34
Terms of 424 107.75 30.96 50.98 262.09
international
trade
Investment rate 424 19.79 4.48 7.63 43.34
Inflation 425 74.65 497.22 -26.30 6261.24
Life expectancy 425 71.85 4.27 55.11 79.42
Institutionalised 425 7.72 1.79 1.00 10.00
democracy
Natural resources 424 4,54 5.07 0.10 26.95

rents




Table A.2. Correlation Matrix

National Gini index 1 -0.08 -0.10 -0.39 0.19 -0.22 0.29 -0.13 -0.30 -0.02 0.21 -0.50 -0.04 -0.29
Public spending 1 0.90 0.24 0.28 0.55 0.21 -0.12 0.24 0.10 -0.02 0.15 0.04 0.15
Public revenues 1 0.31 0.28 0.57 0.22 -0.04 0.31 0.17 -0.05 0.24 0.10 0.31
Ln GDP per capita 1 0.23 0.60 0.42 -0.25 0.30 0.07 -0.10 0.68 0.17 0.28
Unemployment rate 1 0.21 0.10 -0.22 -0.04 -0.18 -0.11 0.13 0.08 0.01
Secondary school enrolment rate 1 0.32 -0.25 0.38 0.04 -0.10 0.57 0.31 0.22
Ln population 1 -0.63 0.22 -0.04 0.06 0.02 -0.29 0.27
Trade openness 1 -0.15 0.39 -0.10 0.21 0.19 -0.14
Terms of international trade 1 0.09 0.01 0.16 -0.18 0.56
Investment rate 1 -0.04 0.34 -0.01 0.11
Inflation 1 -0.18  -0.04 0.02
Life expectancy 1 0.29 0.12
Institutionalised democracy 1 -0.15
Natural resources rents 1
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Figure A.1. Gini Index for Market (Black) and Disposable (Grey) Income (Grey) for 2011 in Latin America
and the OECD

Note: Guatemala is not included due to the lack of data for the year 2011.

Source: ECLAC and IEF, ‘Los efectos de la politica fiscal sobre la redistribucion en América Latina y la Unién Europea’,
Coleccion Estudios EUROsocIAL, 8 (2014).

Spanish abstract
América Latina es una de las nicas regiones del mundo que observé una disminucién en
la desigualdad del ingreso durante la década de 2000. En este articulo se evalua el papel
ue desempend la politica fiscal en este cambio distributivo. Estudios recientes han exam-
iLado este cambio en paises individuales; lo que falta es una perspectiva regional. En este
trabajo examinamos los efectos de nueve instrumentos fiscales sobre la desigualdad del
ingreso en 17 paises entre 1990 y 2014. La politica fiscal tuvo un efecto positivo, aunque
exiguo, en la reduccion de la desigualdad del ingreso, especialmente a partir de 2003, fun-
cionando mejor a nivel urbano. El gasto publico en educacién, los impuestos a la renta
personal y las contribuciones a la seguridad social fueron especialmente importantes
para reducir la desigualdad del ingreso.

Spanish keywords: politica fiscal; desigualdad de ingreso; Latinoamérica; gasto publico; recaudacion
publica

Portuguese abstract

A América Latina é uma das tnicas regides do mundo a testemunhar uma queda na desi-
gualdade de renda durante os anos 2000. Este artigo avalia o papel da politica fiscal nessa
mudanga. Estudos recentes examinaram isso em paises de forma individual; o que falta é
uma perspectiva regional. Examinamos os efeitos de nove instrumentos fiscais sobre a
desigualdade de renda em 17 paises entre 1990 e 2014. A politica fiscal teve um efeito
positivo — embora pequeno - na redugio da desigualdade de renda, especialmente a
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partir de 2003, funcionando melhor no nivel urbano. Os gastos publicos em educagio,
imposto de renda, taxas e contribui¢des sociais foram especialmente uteis para reduzir
a desigualdade de renda.

Portuguese keywords: politica fiscal; desigualdade econdémica; América Latina; gasto publico; renda puiblica
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