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Preface and
Acknowledgments

s a cofounder of the Center for Global Development, which was

established just over five years ago, I was determined that the Center

tackle the problem of inequality in the world—of income, wealth,

opportunity, and access to health and education—both between and
within countries. Until very recently, students of development have put
much more energy into understanding the causes and consequences of
absolute poverty than of inequality. But globalization, with its new oppor-
tunities for generating winners and losers and its new insecurities and
competitive pressures, is changing that. Nowhere is the issue of inequal-
ity more worrying than in Latin America, the setting of many of the
world’s most unequal societies.

This book presents a dozen ideas, or “tools,” meant to make life in Latin
America more equitable and fair for the great majority of its people—not
only for the rich, a small elite, but also for the rest. As a coauthor of this
book and as president of the center I have been extraordinarily fortunate
to have had as a partner in its conception Peter Hakim and as a partner in
its production the institution that he leads, the Inter-American Dialogue.
In its own work the dialogue hews to the premise that business, govern-
ment, and civil society leaders in North, South, and Central America can
work together to build a consensus on key economic, social, and political
issues that will serve their mutual interests.
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The seeds of this 2007 book were sown in the late 1990s, when Peter and
I talked about the tough challenges presented by poverty and inequality in
Latin America. We collaborated in setting up a group of academics, pol-
icy experts, businessmen and —women, and former officials from across
the hemisphere with the objective of developing a practical and visible
agenda to address those problems. A product of the resulting discussions
was Washington Contentious: Economic Policy for Social Equity in Latin
America, published in 2001 by the Carnegie Endowment for International
Peace, where I was then a senior associate, and the Inter-American Dia-
logue. The title of the book, which was written by Augusto de la Torre, a
key member of the original expert group, and me, was meant to signal the
difference between the objectives of stability and efficiency, which were at
the heart of the so-called Washington Consensus reforms, and our objec-
tive: social equity.

The book was sufficiently popular and useful that it was soon out of
print. Although since then Latin America has enjoyed almost five years of
reasonably good growth, benefiting from an unusually benign external
environment, only modest progress has been made in reducing the num-
ber of poor people in the region (still upward of 200 million). In many
countries, already high income inequality has risen further. Whether
despite or because of globalization and the Washington Consensus
reforms, the failure to achieve a breakthrough on poverty and inequality
has taken a toll—in lost opportunities for better lives for millions of peo-
ple and in growing political resistance to deepening critical market
reforms. Voters in Venezuela, Bolivia, and Ecuador (and almost those in
Mexico and Peru) have turned in frustration to leaders who have
promised to finally deliver social justice—leaders with good intentions but
in some cases with fundamentally counterproductive policy ideas.

Augusto and I, along with Rachel Menezes, who had worked with us
on Washington Contentious, decided that it was time to update and
deepen our analysis to put a clearer emphasis on fairness and social jus-
tice as a fundamental objective of good economic policy. We believe that
fairness in economic policy can be fully consistent with growth. We do not
want justice, fairness, and equity to be monopolized as political and eco-
nomic ideals by one side of the ideological aisle. Thus our title, Fair
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Growth. We also wanted to rethink our analysis to focus not only on the
40 percent of the “poor” in the region but also on the additional 30 percent
of working-class and middle-income Latin Americans living in many
countries on less than US$10 a day. New analysis suggests that the poor
and middle-income majority has not benefited from the growth and mar-
ket reforms of the last fifteen years, either because they lack skills or
because they lack new job and income opportunities that could use and
extend their skills. Thus our subtitle: Economic Policies for Latin Amer-
ica’s Poor and Middle-Income Majority.

Our objective in this book is to encourage real change in Latin Amer-
ica and new understanding and support for that change in North Amer-
ica and the rest of the rich world. Change and reform to promote greater
fairness requires not only political leadership and technical know-how on
the part of the region’s government officials and legislators but also sup-
port and input from the business community throughout the Americas,
from an increasingly vocal and effective civil society, and from students
and intellectuals. In the hope that members of all those groups will turn
to our dozen equity or fairness tools, we have made an effort to write in
a manner that is easily accessible as well as technically sound.

In addition, for those interested in the strong evidence that grounds our
analysis, we have provided extensive endnotes that include more detail on
the points that we raise and citations to the studies on which we have
relied. We hope that this approach makes our book especially appealing
to a new generation of students in Latin America and students of Latin
American economics and politics.

I extend my personal thanks to my coauthors, Augusto and Rachel, for
their intellectual energy and hard work and the spirited conversations that
we have had. Together we thank William Cline and John Williamson for
their close reading of an earlier draft and their careful comments on it. We
are grateful to Carola Pessino and Ricardo Fenochietto for their help with
our discussion of tax reform, to John Nellis for comments on privatiza-
tion, and to Jeffrey Puryear and Tamara Ortega Goodspeed for answer-
ing many questions about the details of education policy in the region. We
thank Vito Tanzi, Vicki Perry, Eduardo Lora, Isaias Coelho, and Michael
Walton for their help during our early discussion of fairness in taxation,
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Claudio Loser for his help on fiscal policy issues, Peter Timmer for his sug-
gestions on rural and land markets, Manuel Orozco for his guidance on
remittances, and Eduardo Lora and Carmen Pagés for their suggestions
on labor policy. We received useful contributions from Andrei Kirilenko
(on financial transaction taxes), Daniel Artana (on tax policy), Joan
Caivano (on access to information and freedom of the press), and Carolina
Menezes (on financial and credit markets), and we thank all of them.

In 2006 we presented an early draft of the manuscript to the members
of the Inter-American Dialogue at the Sol Linowitz Forum. Their enthu-
siasm inspired us, and their many suggestions led to substantial revisions.
We would like to thank in particular Peter Bell, Carla Hills, David De
Ferranti, Guillermo Perry, Beatriz Merino, Epsy Campbell Barr, Roberto
Teixeira da Costa, Peter McPherson, Joyce Chang, Yolanda Kakabadse,
Darren Schemmer, Nora Lustig, Robert Hart, Jennifer McCoy, Sonia
Picado, Earl Jarrett, John McCarter, Oliver Clarke, Roberto Murray-
Meza, Beatriz Nofal, Jesus Silva-Herzog, Paula Stern, Jaime Zabludovsky,
Claudio Loser, José Octavio Bordon, Jan Boyer, José Maria Dagnino
Pastore, Everett Eissenstat, Thomas Mackell Jr., and Marta Lucia
Ramirez de Rincon.

Eileen Hughes edited our manuscript with patience and care. At the Cen-
ter for Global Development, Lawrence McDonald and Lindsay Morgan
were generous with their time and suggestions and guided the manuscript
to its final publication. Lawrence McDonald brought his creative genius
to our struggle to find the right title. At the Inter-American Dialogue,
Jeffrey Puryear was stalwart in providing comments and managerial sup-
port and in keeping us on track.

All three of us are especially grateful to Peter Hakim, who helped con-
ceive the project that resulted in this book and who has kept us motivated
with his commitment to sound analysis, to a better life for the people of
Latin America, and to the agenda we here propound. Augusto thanks
Guillermo Perry, the chief economist for Latin America at the World
Bank, for supporting Augusto’s continuing involvement in this project.

Finally, we are grateful to Ed Scott for his generous support of the Cen-
ter for Global Development’s work and to the Canadian International
Development Agency (CIDA) and Swedish International Development
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Cooperation Agency (SIDA) for their support to the Inter-American Dia-
logue for this project. I and my coauthors look forward eagerly to a seri-
ous round of advocacy of our fairness agenda through our many partners
in the development community and in Latin America.

NANCY BIRDSALL
President

Center for Global Development
December 2007
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Giving Latin America’s
Majority a Fair Chance

n the 1990s, most countries of Latin America firmly embraced the

economic reform package that has come to be called the Washington

Consensus.! The policies included in the package emphasized price sta-

bilization and structural adjustment measures such as privatization,
reduction of import tariffs, liberalization of local financial markets, and
opening of economies to foreign investment—all with the objective of
making the economies more efficient and competitive, in the hope that the
resulting growth would trickle down. But more than a decade of such
open market economic reforms in Latin America failed to deliver much in
the way of growth or social progress. Per capita income growth in the
region during the 1990s lagged behind that of the advanced economies
and emerging economies in Asia (figure 1). That lag has led to anxiety and
frustration—with market reforms, with the political process, and with the
way democracy is working.

The early part of the new century did nothing to bring a new sense of
promise. Latin American economies continued to suffer from the wave of
financial turbulence that started in the late 1990s, with several countries
falling into crippling banking and currency crises—for example, Ecuador

1. See Williamson (1990) for the original set of reforms associated with the Washington
Consensus. General statements about Latin America in this book refer to continental Latin
America excluding Belize, French Guyana, and Suriname (Argentina, Bolivia, Brazil, Chile,
Colombia, Costa Rica, Ecuador, El Salvador, Guatemala, Honduras, Mexico, Nicaragua,
Panama, Paraguay, Peru, Uruguay, and Venezuela), plus the Dominican Republic.



2

FAIR GROWTH

FI1GURE 1. Real Per Capita Growth, Various Years
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(1999-2000), Argentina (2001-02), Uruguay (2002), and the Dominican
Republic (2003). Not surprisingly, during 2001-03 per capita income
growth in the region was negative, even as all other regions in the world
were experiencing positive growth in per capita income.

Since 2003, however, Latin America’s macroeconomic performance
has improved significantly relative to its performance over the past two
decades or so. Per capita income rebounded while inflation remained low.
Progress was underpinned by generally more robust fiscal and monetary
policy and greatly aided by a remarkably benign external environment
(high global liquidity, low international interest rates, high commodity
prices, and intensified cross-border market integration). Still, compared
with trends in other regions in the world, the most recent Latin American
trend has not been especially stellar. While per capita income growth in
Latin America during 2004-06 exceeded that of the advanced economies
and Africa, it was substantially below that in other regions, especially
emerging Asia but also central and eastern Europe. The post-2003
increase in growth was hardly sufficient to arrest the long-term trend in
Latin America whereby its per capita income has diverged more and more
from that in OECD countries (figure 2).

Moreover, the macroeconomic improvement in the most recent period
has not dispelled the disenchantment that Latin Americans feel with market-
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FI1GURE 2. PerCapita Income Relative to That in OECD Countries,
1975-2004°
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oriented reforms, their deep concerns about economic insecurity, and their
frustration with the functioning of political systems. To be sure, technical
analyses of the effects of structural reforms—trade and financial
liberalization, opening of capital markets, privatization, and deregula-
tion—suggest that Latin America would have been worse off without
them. Per capita income and output would have been lower, volatility
higher, and poverty deeper.? But the fact is that structural reforms (with
the possible exception of financial sector reform) have not been politically
viable and have stalled in the majority of Latin American countries since
1999 (figure 3). Recent public opinion polls do show a rising share—albeit
from a relatively low level—of Latin America’s population believing that
the economic situation today is better than the past and is likely to

2. Lora and Panizza (2002) estimates that reforms increased annual growth rates by 1.3
percent on average in 1991-93, 1 percent in 1994-96, and 0.6 percent in 1997-99, gener-
ating a cumulative increase in the region’s average per capita income of 11.4 percent. See
also Escaith and Morley (2001) and Loayza, Fajnzylber, and Calder6n (2005) for other esti-
mates of the impact of reform on growth in Latin America.
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FI1GURE 3. Structural Reforms Index, Average for Latin America?
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improve further in the near future, a belief that is consistent with the
recent increase in per capita income growth. However, they also show that
Latin Americans are resentful of the reforms, especially privatization; tired
of high unemployment and stagnant wages; and increasingly worried
about violence, crime, and delinquency. Although a majority of those sur-
veyed in 2006 endorsed democracy as the most preferable form of gov-
ernment, they tended to believe that their countries were ruled for the
benefit of a few, self-serving, powerful groups, and they were dissatisfied
with the actual functioning of their democracies.?

Those perceptions are not independent of Latin America’s very slow
progress in reducing poverty and its offensively high and persistent
inequality in the distribution of income and assets. The share of the pop-
ulation living below the poverty line (as measured by ECLAC) fell only
marginally from the early 1990s, to about 40 percent in 2005-06, while
the number of poor people in 2006 was the same (around 205 million) as

3. Latinobarémetro (2006). Latinobar6metro is an annual public opinion survey of
approximately 19,000 interviews in eighteen countries in Latin America.
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F1GURE 4. Latin American Population Living under the Poverty Line,
1980-2006°
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a. Based on special tabulations of household surveys in eighteen countries in the region, plus
Haiti.

in 1997 (figure 4).* At the same time, measured income inequality in Latin
America remained among the highest in the world and in some countries
has increased since the early 1990s (figure 5). And while certain measures
of living conditions—infant mortality, completion of primary school, and
access to clean water—have improved significantly, other key measures,
such as urban violence and crime, have deteriorated alarmingly through-
out most of the region.’

4. ECLAC (2006a). ECLAC’s poverty line is defined as “the minimum income household
members must have in order to meet their basic needs.” That income is based on the cost of
a basic food basket in each country that takes into account consumption habits, availability
and relative prices of foodstuffs, and differences between metropolitan and other urban and
rural areas, to which is added an estimate of the resources that households need to cover
their basic non-nutritional needs. ECLAC (2006a) estimates that the monthly equivalent in
dollars of the poverty lines in the region varies between US$45 (Bolivia) and US$157 (Mex-
ico) in urban areas and between US$32 (Bolivia) and US$98 (Mexico) in rural areas.

5. On health and education indicators, see, for example, ECLAC (2006a, 2005) and
PREAL (2001, 2006); on crime and urban violence, see Heinemann and Verner (2006) and
Londofio and Guerrero (1999).
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FI1GURE 5. GiniCoefficients of the Distribution of Household
Per Capita Income, Various Regions and Years?
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From the discussion above, two disturbing facts stand out. First is the
contrast between the intensity of the reform effort in the 1990s and the
modest results of that effort—some growth, little change in poverty, and
stubbornly high inequality. Second is the contrast between the recent sig-
nificant recovery of growth with low inflation and the lingering strong
sense of frustration with market-based reforms as well as with the func-
tioning of the political systems. These facts have sparked a heated debate
among economists and policymakers on the shortcomings of the reform
agenda—whether the problem has been too little or too much market
reform or the wrong types or sequence of reforms.®

6. See, for example, Rodrik (2006, 2005); Zettelmeyer (2006); Loayza, Fajnzylber, and

Calderdn (2005); Kuczynski and Williamson (2003); Lora and Panizza (2002); Ocampo
(2002, 2004); Rojas-Suarez and Johnson (2008, forthcoming); and Singh and others (2005).
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In this book we take the view that the problem was not so much a
shortage of reforms per se but that the various reform packages were miss-
ing an authentic and explicit concern with equity. We believe that the lin-
gering social and political malaise in Latin America reflects in large part
the sense that economic arrangements in the region have been unfair for
far too long. On that score, the market reforms of the last fifteen years
may have made things worse—or at least failed to make them better.

This central problem with the reform agenda since the 1990s—the lack
of any explicit inclusion of equity concerns—undermined the potential
benefits of reforms for social cohesion, undercut the enthusiasm for fur-
ther reform, and may even have reduced some of the benefits of reforms
for growth, although the last effect is difficult to demonstrate.” The reform
packages of the 1990s did not systematically include features aimed
directly at reducing inequity. Even if the reform agenda of the 1990s
yielded faster overall growth and hence faster declines in poverty than
would otherwise have occurred, it has not resulted in greater equality of
opportunity, let alone in lower measured inequality. It is therefore not sur-
prising that market reforms that focused on increasing efficiency and com-
petitiveness failed, by themselves, to alter the perception that the region’s
economies work unfairly.

The growing anxiety stemming from perceptions of unfairness has been
reinforced by the challenges that come with globalization.® Globaliza-
tion’s intensification of market competition has accelerated the Schum-
peterian process of “creative destruction,” whereby inefficient businesses
are pushed out of the market by efficient ones.” That acceleration has
raised economic uncertainty, especially for unskilled workers who feel at
the mercy of global forces that they cannot control. The resulting sense of

7. For preliminary evidence that initial inequality may itself limit reform efforts (includ-
ing but not necessarily reform of the labor market specifically), see Behrman, Birdsall, and
Pettersson (2008, forthcoming).

8. See, for instance, De la Torre, Levy-Yeyati, and Schmukler (2002); Calvo (2005); De
Ferranti and others (2000); and Rodrik (1997).

9. Economist Joseph Schumpeter proposed the idea that a market economy ensures
growth by allowing new, better companies to topple the old through a process that he called
“creative destruction,” which is essential for sustaining long-term growth in market
economies. Schumpeter believed that entrepreneurs are the ones who drive economies, gen-
erating growth and, through their successes and failures, setting business cycles in motion
(Schumpeter 1975).
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insecurity is of course much greater in countries where social safety nets
are weak or truncated and where human capital (due to lack of educa-
tional and retraining opportunities) is inflexible, as those factors make the
adjustment toward new employment unduly protracted and painful.

In short, we take the position that the reform agenda in the region has
been incomplete—that it has left out what we call, in an allusion to a polit-
ical expression invoked in the United States in the 1970s, the “silent
majority.” The economic reforms that did take place, with their empha-
sis on stability and competitiveness, were not meant to address a deeper
underlying problem in Latin America: the poor distribution of opportu-
nities and productive assets across households, regions, ethnic groups, and
other divides. Measured income inequality in Latin America is simply a
good proxy for the limited access of the poor to economic and social
assets, of the low returns on the assets that they do have, and of their lim-
ited access to opportunities for advancement.!? Given the low level of edu-
cation of the silent majority (see chapter 9), and their poor access to land
and credit (chapters 7 and 5), it is not surprising (at least in retrospect)
that the majority of households did not benefit from rising wages for edu-
cated labor and could not exploit higher returns to business and other
investment. Furthermore, the lack of explicit attention to equity consid-
erations in economic reforms happened at the time when globalization
was on the rise. Hence, growing economic insecurity was added to a long-
standing perception of systemic unfairness, and that combination con-
tributed significantly to Latin Americans’ frustration with market reform.

As we write, in late 2007, the risk of a new round of populism and pro-
tectionism hangs over the region—an unsurprising result of historic injus-
tices combined with, in most countries, rising anxiety about the future
among the silent majority. That risk suggests that attacking inequality is a
political as well as an economic necessity. Income inequality in Latin Amer-
ica is largely a function of the extremely high concentration of income in

10. Birdsall and Londofio (1997) shows that education and land inequality measured at
the economy-wide level reduces the income growth of the poorest quintile twice as much as
it reduces the income growth of the average household. The study also shows that Latin
America is not different from other regions in terms of the effects of income distribution on
growth; it is its much higher inequality in the distribution of land and education that makes
it an outlier where growth is even lower than its income inequality alone can explain. See
also Deininger and Olinto (2000).
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the top decile. Indeed, measured inequality would be similar to that in the
United States, except for the higher proportion of income captured by the
richest 10 percent of households in Latin America.!! The concentration of
income at the top in Latin America reflects and reinforces a long history in
which the economic elites were politically powerful—indeed, the economic
and political elites often were one and the same, and they could abuse their
political position to reinforce their economic privileges.'?

What alternatives are there to the ultimately destructive course of pop-
ulism and protectionism? What policies and practices can attack injustice
while creating sustainable economic opportunities for all and helping
unleash more fully shared growth? What concrete policy actions will give
the region’s silent majority the sense that they and their children have a
chance for a better future?

In this book we suggest that Latin America should turn to a new
focus—on equity, or fairness. We look beyond the Washington Consen-
sus to an agenda explicitly designed to improve job opportunities and cre-
ate assets for the region’s silent majority—an agenda that attacks
inequality in the distribution of productive assets. We propose a “toolkit”
of twelve sets of policies, mostly economic in nature, aimed specifically at
making economic life in Latin America more fair.

At the same time, we have selected policies that do not sacrifice growth.
What is known about the links among poverty, inequality, and growth in
developing countries suggests that opportunities abound for win-win solu-
tions—that is, solutions that can lead to simultaneous advances in growth
and equity. Because the room for win-win solutions is larger where finan-
cial markets and other markets are weak and regulatory arrangements to
compensate for their inherent imperfections are inadequate, it is larger in
Latin America than in developed countries.' In effect, where financial and
labor markets do not work well, the poor and the unskilled are more likely
to be elbowed out of access to credit, jobs, and other opportunities to be

11.IDB (1999, p. 16). This comparison is for the late 1990s and does not take into account
the growing concentration of income in the top 1 percent in the United States since 2000.

12.Karl (2001) elaborates on the corrosive interaction of economic and political privilege
in the region. See Engerman and Sokoloff (2002) for the historic origins of this interaction.

13. Birdsall (2007) emphasizes weak markets and poor government policy as key factors
in making inequality a problem in developing countries. See Barro (2000) for evidence that
inequality reduces growth more in poor than rich economies.
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productive. The opportunities that they lose as individuals and households
are lost to the economy as a whole, reducing overall growth. An example
is the inability of small business owners with movable collateral to bor-
row where the legal and regulatory framework does not guarantee that
creditors can seize that collateral in the event of default.

In developed countries, by contrast, more competitive markets and
stronger institutions help ensure more equitable access, which reduces the
room for win-win situations for growth and equity. But where capital and
other markets do not work well and government policy and institutions
do not either, market and policy failures combine with high inequality to
undermine opportunities not only for the poor, but for growth itself. That
implies that there is room to reduce inequality while enhancing efficiency
and growth.'* In other words, there need not be a trade-off between “eco-
nomic” policies—for example, to maintain macroeconomic stability and
enhance growth—and “social” policies to reduce poverty and inequality.
Indeed, they can be mutually reinforcing."> Put another way, there need
not be a trade-off between efficiency and equity.

In the remainder of this introduction we set out the facts with respect
to growth, reforms, and changes in poverty and equity since the early
1990s. We suggest the relevance to job and wage insecurity of the increas-
ing integration of Latin America into global trade and capital markets and
the implications of growing integration for our equity agenda. We then
introduce and summarize our agenda for 2007 and beyond in the form of
a twelve-part equity policy toolkit.

1990-2006: Economic Reforms, Disappointing Results,
Reform Fatigue

In the 1990s, Latin America championed open market reforms. Fiscal and
monetary discipline cut the inflation rate to single digits almost everywhere,

14. Birdsall (2007). That is not to say that there can never be a trade-off between growth
and inequality. But when inequality is as high as it is in Latin America, it is probably a source
of inefficiency, so the likelihood of a trade-off is smaller. There is, in other words, plenty of room
for achieving both, well inside what economists call the production frontier defining the trade-
off between equity and efficiency. Birdsall (2001) defines “equity” as distinct from inequality.

15. For essays on this theme applicable to Latin America, see Birdsall, Graham, and Sabot
(1998).
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FI1GURE 6. Progress with Structural Reforms in Latin America®
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and trade liberalization brought average tariffs down from more than 40
percent to nearly 10 percent. Financial liberalization was just as aggres-
sive: direct credit controls were abandoned, interest rates deregulated, for-
eign direct investment (FDI) regimes opened, and foreign exchange and
capital account controls dismantled. Banks, power plants, telecommuni-
cations systems, and, to a lesser extent, roads and water services were sold
to the private sector (figure 6).

Implementation varied across countries, but the overall quality and
extent of economic reforms in Latin America in the 1990s were far greater
than at any time in memory. By reducing expenditures, writing off debt
(in some cases using proceeds from privatization), and adopting steadier
monetary and exchange rate policies, Latin American governments
reduced inflation and volatility, at least in countries that escaped the finan-
cial crisis of the late 1990s.

But real GDP growth in the region was a modest 1.5 percent per capita
per year for the decade—higher than in the crisis-laden “lost decade” of
the 1980s but well short of per capita GDP growth in Asia (figure 1) and

1



12

FAIR GROWTH

of Latin America’s own growth in the 1960s and 1970s.1¢ Since 2003, the
region’s economies have done better, expanding at about 3.5 percent per
capita per year,!” bolstered by robust global demand (especially from
China) and strong commodity prices.'® Macroeconomic stability and
exchange rate flexibility contributed to the region’s improved external sec-
tor performance and increased resilience to shocks.

But even with those gains, growth continues to lag that in other parts
of the world—including, more recently, Africa and the Middle East, which
once trailed Latin America. Most Latin American countries are growing
more slowly than the developing world as a whole and, in some cases,
even more slowly than the developed countries (figure 2).

Perhaps even more worrisome is the fact that labor productivity growth
has been minimal.”” Compared with investment in the rapidly growing
economies of Asia, both public and private investment in science and tech-
nology to foster learning and innovation are low in Latin America.?’ And

16. Annual GDP growth in Latin America averaged 2.5 percent per capita in 1960-70
and 3.2 percent per capita in 1970-80 (ECLAC 2004b).

17. Real growth in Latin America is projected to be around 4.9 percent (3.5 percent per
capita) in 2007 and 4.2 percent (2.9 percent per capita) in 2008 (IMF 2007a).

18. Latin American exports grew by 21 percent in 2006 (building on 19 percent growth
in 2005 and an exceptional 23 percent increase in 2004), largely as a result of the robust
growth in the United States and the strong demand for commodities from rapidly expand-
ing Asian economies, particularly China and India. Countries like Argentina, Brazil, Chile,
and Peru benefited significantly from China’s strong demand for soy and copper. Net oil
exporters such as Colombia, Ecuador, Mexico, and Venezuela also posted strong trade per-
formances. In 2005, the overall price index for commodities exported by Latin America rose
by 21 percent (15 percent excluding energy products such as crude oil, petroleum products,
and natural gas). In 2004, average prices for commodities exported by the region increased
by 29 percent (Cornejo Azzarri, Mesquita and Shearer 2006; ECLAC 2006c¢, 2006d; IMF
2006a).

19. Between 1990 and 20035, labor productivity growth averaged 0.4 percent in Latin
America, while it was 3.3 in emerging Asian economies and 1.5 in the advanced economies
over the same period (IMF 2007b). IDB (2004a) shows that between 1985 and 2000, nine
Latin American countries experienced negative growth rates in productivity per worker
(Panama, Venezuela, Colombia, Honduras, Ecuador, Bolivia, Paraguay, Peru, and
Nicaragua) and only four (Chile, the Dominican Republic, El Salvador, and Uruguay) exhib-
ited growth rates above 1 percent a year. The study finds no statistically significant differ-
ence in the rate of labor productivity growth in the region for 1985-90, 1990-95, and
1995-2000. Low labor productivity growth explains the low wage levels and painfully slow
increases in wages in Latin America over the last decade (Ocampo 2004).

20. Malkin (2006) shows that Latin America invested US$11 billion on research and devel-
opment (R&D) in 2002, US$1 billion less than South Korea’s R&D investment in 2003. Ten
years ago, China and Latin America shared similar levels of R&D investment (0.6 percent
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despite clear improvements in fiscal positions, public debt levels remain
high—averaging an estimated 52 percent of GDP in 2006—and far exceed
levels during the mid-1990s.2! Although there is some evidence of export
diversification, most countries are still heavily dependent on primary com-
modity or “maquila” (apparel) exports.?? With trade overall constituting
a low percentage of GDP (figure 7) and debt remaining high, many
economies in Latin America continue to be vulnerable to shifts in finan-
cial market sentiments and declines in commodity prices, even given their
accumulation of high reserves (as of late 2007). Finally, Latin American
countries (except Chile) rank poorly in most indexes measuring ability to
compete in the global economy.?

Relatively slow growth and commodity dependence have added to the
sense of vulnerability in the region, especially to competition from Asia.
While China is an important and growing market for Latin American
commodity exporters, it also is a significant competitor in the manufac-
turing sector.?* China’s accession to the World Trade Organization
(WTO) in late 2001 and the removal in 2005 of OECD quotas on textile

of GDP). By 2005, China had more than doubled its ratio of R&D investment, to 1.4 per-
cent of GDP, while Latin America saw overall R&D investment shrink by 3 percent in the
same period.

21. IMF (2007b); reference is to weighted averages. Between 2002 and 2006, Latin
America’s debt-to-GDP ratio dropped 24 percentage points, reflecting the effects of strong
primary surpluses, faster growth, and appreciating exchange rates as well as relatively benign
global circumstances (IMF 2006a). More public debt is now domestic rather than external,
but it continues to be short-maturity debt, implying that governments have traded a currency
for a maturity mismatch and still face high rollover risk in the event of a financial or other
crisis. See also IDB (2006).

22. Commodities constitute about 50 percent of Latin America’s exports, and the share
in the Andean region is even higher, about 84 percent (ECLAC 2007a). Most countries still
specialize in goods that are not dynamic in world trade. The little diversification that has
taken place recently in Latin America (for example, in Mexico) owes more to the decisions
of foreign companies and preferential access to the U.S. market than to the traditional tools
of export promotion and development. Central American countries have succeeded at curb-
ing dependency on traditional commodity exports, but El Salvador and Honduras are now
increasingly concentrated on exporting maquila manufactures (goods assembled from
imported inputs for export). Export concentration has increased in Guatemala in recent
years (ECLAC 2006e, 2004a; ECLAC-SIGCI 2007; World Bank 2005a; IMF 2007c).

23. See, for example, the World Bank’s Doing Business indicators (World Bank 2006a;
www.doingbusiness.org) and the World Economic Forum’s Global Competitiveness Index
(Lopez-Claros and others 2006).

24. For further discussion, see Perry and others (2007a); Blazquez-Lidoy, Rodriguez, and
Santiso (2006); Schott (2006); Lora (2007); Mesquita Moreira (2007); and Hummels (2006).

13
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FIGURE 7. Trade as a Percentage of GDP, Various Regions, 1990-2004
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and clothing imports pose a special challenge for producers in Central
America. Mexico in particular has an export structure that is very similar
to that of China. Once in the top position in the U.S. imports market after
Canada, Mexico has seen its share of exports to the United States decline,
and its economy is threatened all the more by the eventual erosion of its
NAFTA preference, which will come with multilateral liberalization.
Other countries in Central America that had taken small steps to get into
manufacturing (and services) also are experiencing losses in market share,
especially in the United States, to more competitive Chinese and Asian
products. Between late 2001 and 2004, China’s share of U.S. imports of
textiles and apparel doubled from 9 to 18 percent while that of Mexico
and the Caribbean dropped by a similar amount.? So far, analysts who

25. Chinese exports to the United States of textile and apparel products liberalized under
phase 3 of the WTO's Agreement on Textile and Clothing (ATC) (for example, selected
home furnishings of cotton, selected fabric and yarn products, and several types of com-
mercially important apparel accessories) grew fourfold, and China’s share in those categories
jumped from 15 to 45 percent between 2001 and 2004. India and Pakistan also saw increases
of 29 and 24 percent respectively in their market share over the same period. Mexico’s
exports of the same products dropped 11 percent, and CAFTA saw an overall decline of
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predicted that the combination of proximity and preferences would pre-
serve Latin America’s market share have not been vindicated.?

In short, after more than a decade of open market reforms, Latin Amer-
ica still has not found its competitive legs. Although the region is ahead in
terms of absolute income, the economic escalator is moving faster in other
parts of the world. More than fifteen years after the embrace of market
reforms throughout the region, only Chile (where market reforms began
earlier) can claim strong and continuous, crisis-free growth.

What about poverty and inequality? At the beginning of the 1990s
poverty rates declined from their peaks in the late 1980s, helped by reduced
inflation. But progress slowed in the late 1990s in the context of low
growth and financial crises and recovered in most countries only when eco-
nomic growth increased in the last few years (2004-06). In 2005-06, close
to 40 percent of the region’s population still lived in poverty, about the
same rate as in 1980, and in absolute numbers another 73 million people
had been added to the poverty rolls.?” Even where poverty fell, income
inequality stayed high. Between 1990 and 2005, only Uruguay and
Panama (and to a lesser extent Honduras) showed any marked improve-
ment in already high levels of income inequality (figure 8).28

5.5 percent in exports in this category, although El Salvador, Honduras, and Nicaragua saw
modest increases (Bhattacharya and Elliott 2005).

26. Bhattacharya and Elliott (20035). Several studies show that East Asian suppliers are
ahead in adopting technologies that allow them to operate as full-package apparel suppli-
ers (that is, they manage the process from procuring materials and assembling apparel to
labeling, packaging, and shipping the product to stores) and to respond rapidly to orders.
China has the workforce and the infrastructure to deliver high-quality apparel at competi-
tive prices on a timely basis throughout the world (many Chinese firms are full-package sup-
pliers). India (and perhaps Pakistan) also has an advantage in global textile and apparel
markets because it has access to local inputs and a large pool of low-wage workers. Mex-
ico and much of Latin America stand to lose market share because their wages are relatively
high (compared with those of other apparel exporters, including China, where manufac-
turing wages are four times lower than in Latin America) and because Latin American pro-
ducers have not made the move to providing full-package services (Bldzquez-Lidoy,
Rodriguez, and Santiso 2006).

27. We are referring to country-specific poverty lines (as measured by ECLAC; see note
4). In countries like Bolivia, Honduras, and Nicaragua—where poverty rates reach or exceed
60 percent—the proportion of the poor failed to drop much if at all between 1990 and
2004-0S. Poverty actually increased slightly in Bolivia and also in Paraguay, Uruguay, and
Argentina in the same period. In Venezuela, the proportion of poor people rose significantly
before dropping again with the boom in commodity prices since 2002 (table 1).

28. On inequality in the 1990s, see also Székely (2001).

15
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FI1GURE 8. Gini Coefficients of Income Distribution,
Selected Latin American Countries?
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Source: ECLAC (2006a).

a. Data are for 1990 and 2005 or closest available year. For Ecuador, Panama, and Uruguay,
data refer to urban areas. Data for Argentina refer to Gran Buenos Aires and for Paraguay, to the
Asuncién metropolitan area. Gini coefficients come from different household surveys and may
not always be comparable.

Such results were all the more frustrating considering that since the
1980s Latin America has seen significant increases in the level of public
spending on basic health and education (figure 9); devolution of revenue
and authority for local services to local governments; and institutional
innovations such as programs providing cash transfers to participants
who keep their children in school or who use health services, which tar-
get the poorest households in Mexico, Brazil, and Chile (see chapter 3 in
this volume).?®

Not surprisingly, public opinion surveys in the early 2000s indicated
that in country after country, citizens were discouraged. The majority of
Latin Americans surveyed believed that their economies and democracies

29. On the recent trends and orientation of public social spending in Latin America see, for
example, ECLAC (2005, 2001); see also Clements, Faircloth, and Verhoeven (2007). For an
overview of the gradual change over time in the criteria to design and implement social policies
and programs in the region, see Birdsall and Székely (2003); and Cohen and Franco (2006).



INTRODUCTION 17
FI1GURE 9. PublicSocial Spending in Latin America
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were not functioning well (figures 10a and 10b), and that their quality of
life was lower than that of previous generations (figure 10c). In the same
surveys, citizens consistently expressed the sense that the region’s societies
were fundamentally unjust (figure 10d)—no doubt a reflection of the
underlying inequity in opportunities for schooling, jobs, and participation
in the political system.

There has been a recent increase, consistent with the current gain in
growth, in the proportion of Latin Americans who believe that their
economies are improving (figure 10a). However, opinion surveys highlight
the political unpopularity of reforms across the region. In country after
country, voters are increasingly unhappy with the market reforms of the
1990s and doubtful about their potential benefits (figure 10e).3° That sen-
timent was especially strong among middle-income families. Opposition
to privatization, for example, increased in the late 1990s among survey
respondents with some secondary or technical education from more than

30. On the unpopularity of reforms in Latin America, see also Panizza and Yaiiez (2006);
Lora and Olivera (2005); and Lora and Panizza (2002).
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FIGURE 10a.

How would you describe your country’s present

economic situation?
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FIGURE 10b. How satisfied are you with the way that democracy
works in your country?
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FIGURE 10 c. Would you say that your quality of life today is higher
than, similar to, or lower than that of your parents’ generation?
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Source: Graham (2002), from U.S. General Social Survey (2001) and Latinobarémetro (2001).

FIGURE 10d. Doyou think that the income distribution in your
country is very fair, fair, unfair, or very unfair??
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a. Percent responding unfair and very unfair, 2001.
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FIGURE 10 e. Support for Privatization and the Market Economy
in Latin America, 1998-2003*
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Source: Panizza and Yanez (2006) based on Latinobarémetro surveys.

a. Percent of respondents who think that the privatization process was beneficial for the
country; percent of respondents who think that a market economy is good for the country. Note
that Latinobarémetro surveys from 1998 and 2000 ask “Do you think that a market economy is
good for the country?” For the year 2003 the question was “Are you satisfied with the functioning
of the market economy?”

45 percent to more than 65 percent, while the increase for the overall pop-
ulation was from 40 percent to 50 percent (figure 11).3!

In all, the adoption of the Washington Consensus turned out to be a
costly political affair for reformers. A few incumbents were favored by vot-
ers for their success in taming inflation, but little electoral recognition was
accorded those who advanced the rest of the macroeconomic and structural
policies deemed necessary to accelerate growth and ensure stability.’? It is

31. Lora and Panizza (2002). On the middle-income issue, see Birdsall and Menezes
(2005) and Birdsall (2002). Birdsall, Graham, and Pettinato (2000) uses Latinobarémetro
survey data on attitudes toward reform to assess the extent to which attitudes differed among
poor, middle-income, and rich respondents. They report regression results indicating that
middle-income respondents were more supportive of reforms early in the process and were
least supportive later, indicating an increasingly negative overall attitude.

32. Lora and Olivera (2005) found that between 1985 and 2002 in seventeen Latin
American countries the incumbent’s party was rewarded in presidential elections for reduc-
tions in the rate of inflation and (although less) in legislative elections for increases in the rate
of growth. But the electorate seems averse to pro-market policies, irrespective of their effects
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FIGURE 1 1. Negative Opinion of Privatization, by Educational Level®
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Source: Lora and Panizza (2002). Authors’ calculations based on Latinobarémetro 1998, 2000,
2001.

a. Percent of respondents who believe that privatization has not been beneficial. Survey
question: “State-run public services of water and electricity have been privatized. Taking into
account price and quality, are you today much happier, happier, less happy, or much less happy
with privatized services?” Here only “much less happy” and “less happy” responses are illustrated.

no coincidence that since 1999 the structural reform index for Latin Amer-
ica has flattened out (figure 3).>* Although a widespread reversal of open
market policies and a return to the irresponsible populism of earlier decades
seems unlikely, the momentum for continued reform has dissipated.’*

on growth or inflation. The authors’ estimates imply that the typical reduction in the infla-
tion rate—from, say, 20 percent to 8 percent during a president’s term—boosts the vote for
his or her party by 21 percent. If the same incumbent also introduces the average number of
pro-market reforms, however, the party loses 23 percent of the vote on that account. (The
evidence of adverse pay-offs in legislative elections is weak.)

33. Since 2000, in Argentina, Uruguay, Brazil, and Bolivia, voters have chosen presidents
who emphasized the needs of the poor and working-class population (Juan Forero, “Pop-
ulist Movements Wrest Much of Latin America from Old Parties,” New York Times, April
20, 2006, p. A8; “The Battle for Latin America’s Soul,” Economist, May 18, 2006; “The
Return of Populism,” Economist, April 12, 2006).

34. Developments in 2006 in Bolivia—including a decree by President Evo Morales rena-
tionalizing oil and gas—suggest that a return to populism in Latin America is not out of the
question. In 2007, President Hugo Chdvez of Venezuela also announced plans to nationalize
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Globalization, Jobs, and Middle-Income Households

Globalization has almost certainly contributed to the growing sense of
economic insecurity among the silent majority of middle-income and poor
households in Latin America. As with domestic market reforms, the
greater integration of Latin America’s economies into global financial
markets has not worked as hoped or as advertised.?> Along with financial
globalization came more frequent financial crises (although not necessar-
ily because of globalization per se), with large economic and political
costs. The collapse of the Mexican peso in 1995 was followed by major
financial crises in Brazil (1999), Ecuador (1999-2000), Argentina
(2001-02), Uruguay (2002), and the Dominican Republic (2003), some
of which involved a triple collapse (currency, banking, and debt) and a
widespread breakdown of contracts.’¢ Latin American economies have
been especially vulnerable because of their heavy reliance on external sav-
ings, relatively high debt levels, and widespread currency and maturity
mismatches on debtor balance sheets. The crises probably increased inse-
curity despite the benefits of the increased foreign direct investment and
expansion of investment and export volumes brought by greater integra-
tion and open markets.

The silent majority has not escaped the effects of the crises. To be sure,
global markets have brought economic insecurity to middle-income
households everywhere.?” But in Latin America insecurity is a far greater

energy and telecom companies (Simon Romero and Juan Forero, “Bolivia's Energy
Takeover: Populism Rules in the Andes,” New York Times, May 3, 2006, p. A8; “Now It’s
the People’s Gas,” Economist, May 4, 2006; “A Hard Bargain,” Economist, November 2,
2006; “Tin Soldiers,” Economist, February 15, 2007; Andy Webb-Vidal, “Chavez to
Nationalise Telecoms, Power,” Financial Times, January 8, 2007; Juan Forero, “Chévez Sets
Plans for Nationalization,” Washington Post, January 9, 2007, p. A10; Andy Webb-Vida,
“Chavez Elaborates on Nationalisation Plans,” Financial Times, February 02, 2007; Bene-
dict Mander, “Venezuela Takes Over U.S. Oil Projects,” Financial Times, June 26, 2007).

35. For middle-income countries, integration into the world’s financial markets has not
led to such expected benefits as a truly countercyclical monetary policy, consumption
smoothing, deepening and diversification of domestic financial markets, noticeable reduc-
tion in the cost of capital, or significant availability of long-duration financial contracts
denominated in the domestic currency (De la Torre, Levy-Yeyati, and Schmukler 2002).

36. De la Torre, Levy-Yeyati, and Schmukler (2002); De la Torre, Gozzi, and Schmuk-
ler (2007b).

37. See Birdsall, Graham, and Pettinato (2000).
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TABLE 1. Poverty Rates in Selected Countries, 1990-2005°
Percent of population

1990 1994 1997 1999 2002 2004 2005

Argentina 21.2 13.2 17.8 19.7 415 25.9 22.6
Bolivia n.a. n.a. 62.1 60.6 62.4 63.9 n.a.
Brazil 48 45.3 35.8 375 38.7 37.7 36.3
Chile 38.6 27.6 23.2 21.7 20.2 18.7 n.a.
Colombia® 56.1 52.5 50.9 54.9 51.1 51.1 46.8
Costa Rica 26.3 23.1 225 20.3 20.3 20.5 21.1
Dominican Republic n.a. n.a. n.a. 46.9 44.9 54.4 47.5
Ecuadore 62.1 57.9 56.2 63.5 49 47.5 45.2
El Salvador n.a. 54.2 55.5 49.8 48.9 47.5 n.a.
Guatemala 69.4 n.a. 61.1 n.a. 60.2 n.a. n.a.
Honduras 80.8 77.9 79.1 79.7 77.3 74.8 n.a.
Mexico 47.7 45.1 52.9 46.9 39.4 37 35.5
Nicaragua n.a. 73.6 69.9 n.a. 69.3 n.a. n.a.
Panama 39.9 30.8 29.7 25.8 253 22.4 24 .4
Paraguay n.a. 49.9 46.3 49 50.1 59.1 55
Peru® n.a. n.a. 47.6 48.6 54.8 54.7 51.1
Uruguay 17.9 9.7 9.5 9.4 15.4 20.9 18.8
Venezuela 39.8 48.7 48 49.4 48.6 45.4 37.1

Source: ECLAC (2006a).

a. Data are for 1990, 1994, 1997, 1999, 2002, 2004, 2005 or closest available year. For Ecuador,
Panama, Paraguay, and Uruguay, data refer to urban areas. Data for Argentina are for metropolitan
areas.

b. New measurement starting 2001, data are not strictly comparable with previous years.

worry for far more households, because “middle-income” households are
far from “middle class.”38 In the United States, the median national income
is about 73 percent of average national income.** In Brazil, it is only about
33 percent of average income, and in Honduras (between 1989 and 1996)
it was lower than the World Bank poverty line of US$2.00 a day.*
Because so many middle-income households are close to the poverty
line, short-term economic downturns like the one in Argentina in 2001
can create an entire class, the newly poor. Indeed, by 2002, as many as
45 percent of individuals in Argentina were counted as poor (almost dou-
ble the share of just two years earlier) (table 1). Crises have tended to

38. See Birdsall and Menezes (2005).

39. DeNavas-Walt, Proctor, and Hill Lee (2006, table A-1); reference is to median and
average national household income.

40. Birdsall (2002). In Chile, median income has been about half of average income.
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increase poverty, with the incidence remaining higher even after a crisis
has passed.*!

In retrospect, the failure to focus on job creation in the 1990s may have
undermined the success of the standard market reforms—trade liberal-
ization, privatization, and opening of the capital markets—and hampered
the region’s ability to capitalize on the potential benefits of globalization.*
Jobs and the labor market were not part of the reform agenda of the
1990s. Job growth was extremely weak in the 1990s, about 2.2 percent a
year, and it failed to keep up with the rate of growth of the working-age
population; moreover, it was concentrated for the most part in low-
productivity activities.*?

At the end of the 1990s, unemployment in most countries was as bad
as or worse than it was at the beginning (figure 12). It remained high
through the early 2000s and reached record levels in 2002-03.# Indica-
tors of deterioration in job quality were even more widespread. Almost
everywhere, salaried employment decreased as a percentage of total

41. See Lustig and Arias (2000). Cline (2002) estimates that at least 40 million people
were pushed into poverty during the crises in Mexico (1995), Thailand and Indonesia
(1997), Korea and Russia (1998), Brazil (1999), and Argentina and Turkey (2001). Poverty
increased significantly more in countries in which crisis management was unsuccessful—for
example, Indonesia, Russia, and Argentina.

42. Evidence in Heckman and Pagés (2004, 2000) suggests that labor market inflexibil-
ity (severance payments and other forms of employment protection) in Latin America has a
significant negative impact on the level and distribution of employment and substantially
affects the efficiency of labor markets. In particular, job security reduces the job prospects—
and possibly wages—of younger and less experienced workers. Evidence in Besley and
Burgess (2004) from another setting, India, suggests that job protection and other rigidities
inhibited productivity, output growth, investment, and job growth in the registered manu-
facturing sector between 1958 and 1992. Labor inflexibility (or pro-worker regulations) was
also shown to increase informal sector activity. The authors’ empirical model compares the
experience of two states and predicts that without its pro-employer reforms, the state of
Andhra Pradesh would have registered manufacturing output that was 72 percent of its
actual 1990 level and manufacturing employment that was 73 percent of its 1990 level. Had
the state of West Bengal not passed any pro-worker amendments, it would have enjoyed reg-
istered manufacturing output that was 24 percent higher than its 1990 level and an employ-
ment rate that was 23 percent higher.

43. See IDB (2004a) for a comprehensive discussion of labor market issues.

44. Between 1990 and 1999, the average unemployment rate in Argentina rose from 7.5
percent to 14.3 percent; during the same period, unemployment in Colombia and Ecuador
increased from 10.5 to 19.4 percent and from 6.1 to 15.1 percent respectively. In 2003,
unemployment reached more than 16 percent in Argentina, Colombia, the Dominican
Republic, Panama, Uruguay, and Venezuela and was near or above 10 percent in Bolivia,
Brazil, Chile, Ecuador, Nicaragua, Paraguay, and Peru (ECLAC 2007a; ILO 2006).
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FIGURE 12. Urban Unemployment, 1990-2006
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a. Beginning in 1991, includes an adjustment in the data for Argentina, Brazil, and Mexico to
account for changes in methodologies in 2002, 2003, and 2005, respectively.

b. Data for Chile and Venezuela refer to nationwide total. Data for Brazil are for six metropoli-
tan areas and for Peru are for metropolitan Lima. New measurement starting 2003 and 2002 for
Argentina and Brazil, respectively; data are not comparable with previous years. Mexico data from
1997 onward are not strictly comparable with previous years because of methodological changes
and alterations in geographical coverage.
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employment.*> Most countries saw increases in the share of jobs consid-
ered low quality, such as temporary employment, involuntary part-time
work, self-employment, and jobs in microenterprises and small firms.*
Employment finally picked up beginning in 2004 as growth recovered,
but the 2006 unemployment rate, at about 9 percent, was still higher than
in 1990.

Meanwhile, average wages stagnated or declined almost everywhere
(rising only slightly in 2005-06).#” In most countries the majority of new
jobs created between 1980 and 2005 were in the informal sector,* help-
ing to keep average wages low. Yet the topic of wage levels was surpris-
ingly absent from political discourse, as was that of jobs.

The impact of the overall reform package on productivity and invest-
ment growth was modest for many reasons, including the difficulty of
avoiding exchange rate appreciation. But a key missing element was the
politically charged issue of reducing “protections” in formal sector jobs,
which ended up protecting only a fortunate minority. Unattended labor
rigidities appear to have limited job creation not only directly but indi-
rectly, by reducing firms’ capacity to adapt to changes in the economic
environment and by making adjustment to the financial and other shocks
of the 1990s more difficult.*

45. ECLAC (2006a). While wage employment as a share of total employment rose
between 2002 and 2005 (from 67.5 percent to 68.5 percent), the average figure is still lower
than in 1990 (71 percent).

46. ECLAC (2006a); ILO (2006). Between 1990 and 2002, about seven of every ten
newly employed workers in Latin America were in the informal sector and about six of every
ten new wage and salaried jobs had no social security coverage. During the 1990s, self-
employment grew by an average of 2.8 percent a year and domestic work by 3.9 percent a
year. The recent upturn in employment and partly in wages in response to the period of
growth in 2003-06 has not significantly improved the quality of new jobs in the region
(ECLAC 2006a; ILO 2003).

47. ECLAC (2006a, 2006¢); and Duryea, Jaramillo, and Pagés (2003).

48. ECLAC (2006a).

49. Bertola (1990) finds for a sample of industrial countries that employment protection
reduces job destruction but also inhibits job creation. Caballero and others (2004) shows
that job security regulation hinders the creative destruction process, with negative effects on
the annual speed of adjustment to shocks and productivity growth. Loayza, Oviedo, and
Servén (2005), in an analysis of a large sample of industrial and developing countries, sug-
gests that a heavier regulatory burden—particularly in labor and product markets—reduces
growth and induces informality.
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It is not surprising that working-class, middle-income households felt
particularly squeezed by the economic reforms, which, although they
made industry more competitive, failed to create good jobs.® By under-
mining job creation in the formal sector, long-standing labor rigidities (see
chapter 6) may have made the effects of other reforms not only less effi-
cient but also less politically acceptable.

Part of the problem is that in societies that start with high levels of
inequality and highly segmented labor markets, new market opportuni-
ties alone are not likely to reach those lacking good education and finan-
cial and other assets. Latin American countries that liberalized other
markets but not their labor market saw increases in the size of the infor-
mal employment sector but not in wages or productivity, as the cost of
capital but not the cost of labor in the formal sector fell.’' Probably
because easier and cheaper access to capital tends to raise the demand for
skilled but not for unskilled labor, job opportunities and salaries of skilled
labor in the formal sector increased disproportionately, widening the gap
between the returns on higher education and those on secondary and pri-
mary education and between the wages for high-paying jobs and those for
low-paying jobs.*?

The job problem goes a long way toward explaining Latin American
middle-income households’ sense of insecurity and anxiety regarding the
opening of economies and the other reforms of the past fifteen years.
Arguably, the massive public protests that erupted in Argentina, Ecuador,
and Bolivia in the last several years were fueled in part by discontent over
high unemployment and economic instability.’3 The protests themselves

50. See Birdsall, Graham, and Pettinato (2000) on the middle-income squeeze in Latin
America.

51. For example, in Mexico between 1996 and 1998, GDP per capita increased by 9.7
percent in real terms, but poverty hardly declined. In fact, the incomes of the poorest 30 per-
cent of the population contracted during that period. The huge increase in average income
was due entirely to income gains among the richest 30 percent, particularly the richest 10
percent of the population (Székely and Hilgert 2001; Attanasio and Székely 2001).

52. Behrman, Birdsall, and Székely (2003) concludes on the basis of an econometric
analysis covering eighteen countries that structural reforms in the 1990s led to a widening
of the gap between returns to more-educated workers and returns to less-educated workers
in Latin America.

53. In Argentina, Ecuador, and Bolivia protests led to the ousting of incumbent presi-
dents. However, it would be an exaggeration to blame their departure on the reforms.

27
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involved other concerns, such as indigenous rights in the case of Bolivia
and Ecuador. Still, their experience highlights the fact that open market
economic reforms do not make for good politics anymore, if they ever did.

A Policy Toolkit for Promoting Equity and Growth

In this book we discuss what we call an “equity toolkit” for the region—
a dozen tools to build more visibly just societies in which not only the elite
but the silent majority have full access to economic, social, and political
opportunities. We believe that our equity agenda is not only fully consis-
tent with growth but that it may actually accelerate growth, by better tap-
ping the potential of all the region’s people. Some of the policies and
programs in our toolkit already are familiar in the reform debate in the
region (for example, those regarding education, fiscal policy, and pension
reform). But we propose that the debate about even these familiar reform
challenges be reshaped to incorporate issues of fairness more explicitly.

Our equity toolkit also is designed to help make market-oriented poli-
cies more politically sustainable. A new, politically visible agenda for
improving fairness would help governments, civil society, and businesses
address a key political economy challenge for the region today: how to
give new impetus to reforms in an increasingly hostile political environ-
ment. It is difficult to believe that there will be popular support for more
reforms if there is no sense that they will improve fairness.

We distinguish our equity toolkit from anything that might be called
“populist.” For example, our toolkit takes into account the demands and
constraints of an open economy. Latin American economies need to
remain open if they are to exploit the potential benefits of integration into
the global economy. But without attention to fairness, the integration
process will increase economic insecurity and produce too many losers
and too few winners.

Behind our twelve tools is a simple theory of change. We believe that
there is “policy space”—that there are politically realistic win-win options
for equity that will not sacrifice and can even enhance growth. They need
not sacrifice growth because, for the most part, they are not a matter of
money but of the rules of the game and of political and civic leadership.
Even when money is needed—say, for education—using these tools,
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though fiscally costly today, can be politically rewarding. And, of course,
it will yield more than ample economic returns tomorrow.

Some are options that have been taken up in some countries of the
region but not in others, and thus there are experiences to be shared. Some
are options that are understood to be about “growth” but that have not
been politically shaped or sold as also being about “fairness.” Some, such
as a more progressive tax structure, are politically (and even economically)
controversial and create major policy challenges with many moving parts;
those options demand political leadership of the first order, the engage-
ment of civil society, and the support of the business community. Some
are more like plumbing, a matter of know-how; they involve detailed tech-
nical and regulatory fixes, such as protecting minority shareholders’ rights
and promoting markets for factoring and leasing.

Some can and ought to be taken up by civil society—such as charging
reasonable tuition for public university students from wealthy households.
Some need the active involvement of the banking and business communi-
ties in developing and monitoring detailed changes—such as new pru-
dential rules to minimize the tendency of temporary booms to lead to
overexpansion of access to credit.

Finally, our focus is on domestic policy and practices. But responsibility
also lies with the industrialized countries, whose actions entail high costs
to workers and the poor in Latin America, especially with regard to trade.
The demands of fairness justifiably apply to rich countries and to multilat-
eral banks and other international donor organizations (as well as to inter-
national nongovernmental organizations), from which much of the rhetoric
about poverty reduction—and more recently about equity—emanates.

We have organized our twelve equity tools into four key categories. We
first emphasize mainstreaming poverty and equity considerations into
economy-wide policies (tools 1-4). We focus next on workers (tools 5-7),
since jobs and the labor market were neglected in the reform agenda of
the last decade. We then discuss policies and practices that would better
respond to consumers and citizens (tools 8—11); these are relevant to both
the rich and the vast majority of non-rich households in the region.
Finally, we address global opportunities and constraints (tool 12), focus-
ing primarily on how the United States can help advance the ideas and the
reality of fair growth in Latin America (box 1).

29



30

FAIR GROWTH

BOX 1. Equity Toolkit

Mainstreaming Poverty and Equity Considerations
into Economy-wide Policies

1. Rule-based fiscal discipline. Lack of fiscal discipline—evident when gov-
ernments consistently spend more than they collect and more than they can
easily finance through sustainable borrowing—nhas high costs for the poor
and the emerging middle class. Commitment to fiscal discipline must go
beyond making idiosyncratic efforts to developing a healthy budget
grounded in transparent rules and procedures.

2. Smoothing booms and busts. Economic booms are better for the rich;
busts are worse for the poor. The fiscal and monetary policies and tough
banking and other financial standards needed to manage volatility and
minimize crisis cannot be improvised. They should be locked in when times
are good.

3. Social safety nets that trigger automatically. A modern system provides
an income floor for working and middle-class households as well as the
poor. During slumps, spending should kick in automatically for emergency
public works employment and for subsidies to encourage families to keep
their children in school.

4. More taxes on the rich and better spending on the rest. Latin America
relies heavily on regressive consumption taxes. Closing income tax loop-
holes and reducing evasion would increase revenues without adding to the
tax burden of working-class and middle-income households.

Responding to Workers in a Global Economy

5. Giving small businesses a chance. Weak financial and judicial systems
and onerous red tape block talented small entrepreneurs from expanding
their businesses. Improving enforcement of credit contracts and sharehold-
ers’ rights, ending the practice of offering insiders credit from state-owned
banks, and increasing access to information and professional services would
help create more small firms and more jobs.

6. Protecting job mobility and workers’ rights. The poor bear the cost of a
job contracting environment that has the wrong kind of worker protections
and too many legal rules. Latin America needs more aggressive protection of
workers’ rights of association and collective bargaining, more independent
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and democratic unions, and more unemployment and other social insur-
ance to replace inflexible rules that discourage job mobility and growth.

7. Repairing rural markets. Land titling and investment in rural infrastruc-
ture, research and development, and extension services can help boost the
productivity and increase the competitiveness of rural markets in Latin
America, finally giving the rural poor a fair chance.

Responding to Consumers and Citizens

8. Tackling corruption head on. Corruption undermines competition,
reduces investment, and weakens government, hurting small businesses,
consumers, taxpayers, and—especially—the poor. An independent judicial
system, greater transparency, and an active civil society are essential ele-
ments in a serious anticorruption agenda.

9. Schools for the poor, too. Education systems in Latin America suffer
from low levels of quality, efficiency, and equity. Critical reforms include
more school autonomy and accountability to parents, reduced subsidies to
better-off students for higher education, and more public spending on
preschool programs.

10. Dealing openly with discrimination. A serious attack on poverty and
inequality has to include a visible attack on discrimination. Political leader-
ship can help break down the social and political barriers against members
of Afro-descendent and indigenous groups—and, in some arenas, against
women.

11. Consumer-driven public services. Shortcomings in infrastructure, public
health, and regulatory services such as consumer protection have cost the
poor and the near-poor dearly. Poor and other low-income consumers must
now be at the heart of a new culture of service delivery.

Global Opportunities and Constraints

12. How the United State can help: opening markets and more. A practical
agenda for how the U.S. can help diminish poverty and inequality in Latin
America includes buttressing free trade agreements through aid programs
that compensate and help the losers and pressing the financial community
to encourage U.S.-based remittance senders and Latin-based receivers to
open bank accounts to facilitate the process.
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Choices and Caveats

We have five important caveats. First, we cannot pretend that there is any
consensus on the content of our toolkit. We believe that the business elite
is prepared to embrace an agenda that focuses on more widely shared
opportunities, if only to reduce social tensions and stave off antigrowth
populism. But we have no real basis for that intuition. In any event,
although our focus on fairness as a fundamental goal is new, some of our
tools are not. They already are fully endorsed by the business elite; indeed,
some were included in the Washington Consensus.

Second, we do not directly address health, despite its crucial link to
equity. There is nothing close to a technical consensus about the right
approach to organizing and financing health systems, as there is with the
issues that we do tackle. The health issue is also, from an institutional and
policy point of view, so different in different countries and so complex that
it would have been even more foolhardy to attack it in this short volume
than it has been to tackle the twelve issues that we chose. However, the
lessons of chapter 11 are relevant to public provision of health services.

Third, our toolkit focuses narrowly on economic and social policies,
yet fairness concerns a much broader arena of public policy. Good gover-
nance goes well beyond our toolkit—to promoting democracy, extending
civil liberties, and ensuring the rule of law, all actions that are central to
equity. With one exception—corruption (see chapter 8)—we refer to these
political and institutional topics only tangentially, when they have obvi-
ous links to economic and social policies.

Fourth, our toolkit is not a substitute for rigorous, case-by-case diag-
nosis of the binding constraints to growth and equity in a given country.
It does not identify the main problems in a specific case, nor set out pri-
orities, nor delineate the main components of a needed policy strategy, nor
provide guidance on reform sequencing. That can flow only from diag-
nostic work on individual countries, for which our toolkit cannot substi-
tute.’* We just provide a set of “tools” that should come in handy once
such a diagnosis has been performed.

Fifth, our toolkit approach does not pretend to completely understand
the links between policy reforms and outcomes. If we have learned anything

54. On this approach to analysis, see Rodrik (2006).
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over the past twenty years or so, it is that such links are elusive and that
outcomes often do not correspond to initial expectations. While we
believe that the appropriate use of the policies in the toolkit can help to
improve equity without sacrificing growth, we do not claim to fully under-
stand the transmission channels that link policy actions to outcomes.
That said, we do not want to be too modest. It is high time for leaders
(in government, business, and civil society) in Latin America to embrace
fairness as a fundamental goal. Latin America has undertaken one set of
changes in order to develop more open and competitive market
economies. The benefits of that first step now need to be complemented
and reinforced by a second set of changes—changes aimed at fairness and
at emphasizing jobs and access to key productive assets for the silent
majority. Long-standing inequality in the region has fostered a deep sense
of unfairness and injustice. We hope that our agenda rekindles hope that
open markets and democratic institutions will, finally, make a difference.
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A Dozen Equity Tools






Rule-Based
Fiscal Discipline

n the last fifteen years the countries of Latin America have made great

progress in taming their budget deficits, helping to finally overcome the

inflation that plagued the region before and during the 1980s. But in

many countries deficit reduction still relies mostly on competent finance
ministers, who in turn depend on the support of their heads of state, and
on “emergency” revenue and tax measures that create their own ineffi-
ciencies and distortions. For example, Argentina, Brazil, Colombia,
Ecuador, Peru, and Venezuela have all periodically boosted tax revenues
by imposing a financial transactions tax, which at higher rates and over
time has coincided with significant welfare losses and financial disinter-
mediation.! Other countries have contained fiscal deficits by unduly com-
pressing public investment and social spending—ultimately, an
unsustainable option. In many countries, the costs of servicing debt
remain high, requiring governments to run primary surpluses to contain
further debt increases (table 1-1).

Missing in many countries are the institutional rules, political arrange-
ments, and structural fixes—for example, reform of unduly generous and
inequitable public pension systems—that would give investors confidence

1. Kirilenko and Perry (2004) estimates that, on average, financial transaction taxes have
resulted in financial disintermediation of between 4 and 44 cents for every dollar in revenue,
with well-above-average values of 46 cents in Argentina, 58 cents in Brazil, 64 cents in
Colombia, 48 cents in Ecuador, 66 cents in Peru, and 49 cents in Venezuela. See also Baca-
Campodoénico, Mello, and Kirilenko (2006) and Kirilenko and Summers (2003).
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TABLE 1-1. Public Debt and Primary Surpluses, 2003-06
Percent of GDP

Public debt?

2003 2004 2005 2006 Primary surplus®

Country Gross Net Gross Net Gross Net Gross Net 2003 2004 2005 2006

Argentina 145 125 132 111 89 n.aa. na. na. 30 50 44 na.

Brazil 77 57 72 52 75 52 73 51 43 46 48 43
Chile 45 13 39 11 32 8 28 3 22 45 73 86
Colombia 53 45 50 39 46 34 45 32 15 32 40 3.1
Mexico 50 44 46 41 44 39 43 38 03 13 1.8 2.1
Peru 47 33 44 28 38 n.a. 32 na. 05 10 16 3.0

Uruguay 104 95 92 88 69 n.a. 64 n.a. 27 38 39 37

Sources: IMF, country reports; Panizza and others (2006); Banco Central do Brasil.

a. Includes domestic and external debt of the general government (central government, states or
provinces, and municipalities).

b. Surplus net of interest on government debt.

that budget deficits will not get out of control in the future. Uncertainty
persists about whether countries will sustain fiscal discipline when gov-
ernments change from one administration to another or when political
pressure grows during periods of low growth to spend too much and
spend badly. Some countries suffer because excessively fragmented leg-
islative bodies prevent the formation of stable coalitions or congressional
majorities—or because decentralization undermines the government’s
capacity to keep overall public sector spending in check.?

Fiscal indiscipline—seen when governments consistently spend more
than they collect and more than they can easily finance through sustain-
able borrowing—has had high costs for the poor in the region. In most of
Latin America past fiscal laxity too often induced governments either to
print money, fueling inflation, or to issue large amounts of debt, driving

2. For example, in the 1990s Colombia more than doubled the share of centrally col-
lected revenues transferred to local governments without transferring spending responsibil-
ity and political accountability. See Acosta and Bird (2003) and Alesina, Carrasquilla, and
Echavarria Soto (2002) for further discussion on Colombia. Ahmad and Garcia-Escribano
(2006) reviews the challenges of fiscal decentralization in Peru, including the need to clarify
subnational-spending responsibilities and financing sources that increase local accountabil-
ity. On the experience of Argentina, see Cuevas (2003).
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real interest rates to onerous levels.? Inflation hurts poor people because
their capacity to protect their earnings—through indexed savings, for
example—is limited.* In contrast, fiscal discipline protects poor people’s
consumption and allows for lower interest rates than would otherwise
prevail, unleashing new investment and job creation. Public savings also
allow governments to use countercyclical policy to protect poor and
working-class families during economic downturns.

Of course, inflation has fallen dramatically in the region over the last
decade, thus reducing its regressive effect.’ But creditworthy small firms
and poor households still face high real interest rates. Since they have no
alternative to the local market for their financing needs, this limits their
expansion, and thus reduces overall investment and employment.t To
bring down interest rates requires a host of institutional and structural
fixes, but good fiscal policy is key (box 1-1). Good fiscal policy entails
holding down deficits, including in good times, both to allow for coun-
tercyclical public spending in bad times (see chapter 2) and to reduce
reliance on public borrowing, which in the past has led to unsustainable

3. Real interest rates were very high in Latin America in the 1990s, reaching more than
10 percent on average for the majority of countries, compared with 6 percent on average in
Southeast Asia (Indonesia, Malaysia, Philippines, South Korea, and Thailand) and about 5.6
percent in the United States in 1990-2000 (WDI 2006). Since 2001, interest rates have fallen
against a backdrop of fairly low inflation in most Latin American countries, but they remain
well above those in other regions, especially in Brazil (IMF 2007¢; Gelos 2006; ECLAC
2006¢).

4. See Easterly and Fischer (2001) for evidence on the impact of inflation on the poor.
Estimates in Behrman, Birdsall and Székely (2001), based on household data from seventeen
Latin American countries over the last two decades, suggest that inflation and volatility in
per capita GDP worsen poverty.

5. The average inflation rate in Latin America declined from close to 600 percent in 1990
to just under 10 percent in the last three years of the decade, with more than half of the
region’s countries recording single-digit rates. In 2000-06 average inflation remained at
around 7.3 percent in the region (IMF 2007a). Carstens and Jdcome (2005) finds that insti-
tutional reforms aimed at increasing the central banks’ autonomy and accountability in the
region, together with macroeconomic policies, played a key role in bringing down inflation
to single digits.

6. Interest rates remain high because, given high ratios of public debt to revenues, cred-
itors price in default risk and because of high public borrowing (in part to finance servicing
of existing debt). Although in the OECD higher real interest rates have been shown to con-
tribute to higher unemployment (Blanchard and Wolfers 1999), estimates of the relationship
show no statistically robust effect in Latin America. The data are, however, much “noisier”
on real interest rates (due to noncaptured inflation volatility itself), the credit markets are
much more segmented, and employment and unemployment data are less reliable.
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BOX 1-1. The Fiscal Policy of Presidents Cardoso and Lula in Brazil

Throughout his presidency, Brazil’s Fernando Henrique Cardoso (1995-2002)
was widely criticized by the left for making macroeconomic discipline a pri-
ority at the expense of much-needed investments in the social sector. His
successor, Luiz Inacio Lula da Silva (2003-), has faced similar criticism for
continuing the disciplined macroeconomic approach, including from mem-
bers of his own cabinet and Workers’ Party. But their critics are missing the
point. Fiscal discipline and sound management of the government’s debt
constitute good social policy. In effect, the vulnerability of the government’s
fiscal stance and of public debt to economic and financial shocks goes a long
way toward explaining the high level of the domestic real interest rate.’
Hence, additional and durable improvements on the fiscal and public debt
fronts are important in the quest for lower real interest rates, which encour-
age job creation. Real interest rates in Brazil were extremely high during the
1990s, averaging 21 percent for 1997-99. They have stabilized since then but
remain very high by international standards, averaging about 13 percent in
2003-06. In order to lower interest rates to single digits, Brazil will have not
only to sustain the fiscal gains achieved to date but also to push through
with further fiscal reforms, including politically difficult reforms in pensions
and taxes.

1. World Bank (2006b).

levels of public debt.” Some public debt (to finance small deficits) is rea-
sonable, especially when economic growth ensures that the ratio of debt
to GDP is not continuously rising beyond a safe range. In effect, there is a
growing consensus that emerging market economies, with their history of
inflation and volatility, should meet a tough standard of public debt to
GDP—the IMF suggests no more than 30 percent—which is tougher than
the standard for developed countries.® In Latin America, only Chile cur-
rently meets that standard.

7. Although we emphasize surpluses and deficits, additional indicators are used to assess
a country’s fiscal solvency in the medium and long term, including accounting and economic
measures of government net worth (see Easterly, Irwin, and Servén 2007; Traa and Carare
2007). Fiscal deficits are obviously easier to manage and make compatible with long-term
public debt sustainability where economic growth is vigorous.

8. IMF (2003a) estimates a benchmark debt-to-GDP ratio for emerging markets at 25
percent of GDP and for developing countries at 30 percent of GDP. Artana, Lépez Murphy,
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In short, a fiscal policy aimed at sustained “fairness” for the great
majority of citizens today requires building an institutional culture of rule-
based discipline and in many countries managing a string of primary sur-
pluses that are demonstrably sustainable—that is, not based on unrealistic
spending cuts and distortionary taxes inimical to efficiency and growth.’
Until the markets are convinced that deficit spending is justified by the
prospect of high growth and investment-intensive public spending, the
hard reality is that most countries of Latin America will benefit their poor
most by managing actual (not just primary) surpluses in good times to
build confidence and in bad times to create space for deficit spending (see
chapter 2).'9 In fact, despite a few exceptions in the last couple of years
(most notably Chile), governments in the region have run overall fiscal
deficits since 1993.1

Maintaining fiscal discipline from one administration to another
requires a budget process that is fully institutionalized within a country’s
legal and regulatory systems and in its legislative procedures.'> Examples
of fiscal discipline measures include the following:

and Navajas (2003) suggests a Maastricht-type debt limit of 30 percent of GDP for the
region once reasonable levels of indebtedness are reached, which is half the EU level. That
reflects Latin America’s narrow domestic capital markets, higher interest, and lower revenue
shares relative to GDP. See also Reinhart, Rogoff, and Savastano (2003).

9. Dervis and Birdsall (2006) notes that governments now are stuck with high primary
surpluses in order to finance debt service while minimizing total deficits. Calderén, Easterly,
and Servén (2003a, 2003b) estimates that over half of the total fiscal adjustment in
Argentina, Bolivia, Brazil, Chile, and Peru during the 1990s reflected infrastructure com-
pression, which in turn may have lowered long-term GDP growth by more than 1 percent a
year. A similar case of excessive budgetary rigidity is found in the example of Ecuador in
Cueva (2007), which estimates that about 90 percent of central government expenditures
are nondiscretionary. In most highly indebted countries, achieving a positive fiscal balance
that is demonstrably sustainable will require structural fixes—pension reform and so forth—
that are politically very difficult. For high-debt countries, Dervis and Birdsall (2006) recom-
mends a large facility at the IMF or World Bank that would be used to lend at below-market
rates to help them reduce the debt that creates the need for primary surpluses, without cut-
ting back on key investments in development.

10. In the short run, given existing debt-service burdens, the primary surpluses needed
just to get a zero fiscal surplus or deficit would be as high as 8 percent in Brazil and near 6
percent in Uruguay (estimates based on 2003-06 data from IMF country reports.) In the
medium term, the real issue is the ratio of net debt to GDP and revenue base. Some nominal
deficit would be consistent with avoiding increases in these ratios.

11. ECLAC (2006¢, 2000).

12. An example of movement in this direction is Brazil’s Fiscal Responsibility Law, which
since its approval in 2000 has encouraged fiscal consolidation across all levels of government

1
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Prohibition of unfunded expenditures (defined over the business
cycle, with saving taking place during good times and dis-saving dur-
ing bad times)"?

Legal ceilings on total public sector indebtedness relative to GDP
Standards and obligations for disclosure of the entire fiscal cycle—
budget preparation, approval, and execution—to improve account-
ability of fiscal authorities and enable better monitoring by voters
An independent source of published estimates of actual and pro-
jected government revenue and expenditures (as in the case of the
U.S. Congressional Budget Office) to provide the public an alterna-
tive to the executive branch’s estimates

Fiscal contingency funds that set aside unexpected revenue due to
high world prices of oil, copper, and other natural resources (see also
chapter 2).

and increased fiscal transparency. In Colombia and Peru, following a generally poor start
and repeated modifications, fiscal responsibility laws recently have helped to contain dis-
cretionary procyclical spending (Corbacho and Schwartz 2007, forthcoming; Mello 2006).
For a comprehensive analysis of different instruments and approaches (including various
types of fiscal rules, fiscal responsibility laws, and fiscal agencies) to improve the incentives
for governments to maintain fiscal discipline, see IMF (2007, forthcoming).

13. In Brazil, recognizing the risk of a continuously rising tax burden—which in turn has
been pushed up by ever-increasing current expenditures—the government introduced a new
measure in the 2006 budget law to establish ceilings, as a share of GDP, for the federal gov-
ernment’s revenue and expenditure estimates in the annual budget law. Unfortunately, the
measure did not survive congressional scrutiny without an amendment that basically under-
mined its original intent, and the government decided not to include the same or a similar
proposal in the budget for 2007 (World Bank 2007a).



Smoothing Booms
and Busts

igh financial and economic volatility—together with low growth and
high inequality—is a Latin American trademark. The region’s
volatility, including the frequency of devastating financial crises, has
been among the highest in the world.! It has reflected a wide range
of external and homegrown factors: major swings in foreign capital flows
(partly reflecting imperfections in the international financial architecture),
sharp fluctuations in commodity prices (on which many economies are
still unusually dependent), lack of credible domestic monetary policies,
weaknesses in domestic financial sectors, and stop-go patterns of fiscal
spending. Economic volatility in Latin America stands out regardless of
the indicator chosen to measure it, whether it is the real exchange rate, the
real interest rate, the budget deficit, banking system credit, or the growth
rates of consumption, income, and employment. And while after the
1980s, as countries left hyperinflation behind, volatility did not increase
in some dimensions (and even declined somewhat), it arguably rose along
other dimensions, especially with respect to international capital flows.?
Hopes have been raised in recent years that volatility may be on a
downward trend, given the region’s stronger fiscal and external positions,
improved financial regulation and supervision, and more flexible

1. See De la Torre, Levy-Yeyati, and Schmukler (2002); De Ferranti and others (2000);
Hausmann and Gavin (1998); Singh (2006); and IDB (1995).

2. For instance, the variance in growth of real income and consumption did not increase
in the 1990s above the level in the 1980s.
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exchange rate regimes. However, the recent calm may be mainly a reflec-
tion of currently benign international financial conditions, such as abun-
dant investable funds in major financial centers seeking yields throughout
the world in the face of low interest rates in OECD countries, as well as
buoyant export markets due to the strong demand in China for mining
and agricultural products. These conditions cannot be expected to last
indefinitely.

Volatility is bad for growth.? The uncertainty of returns on investment
in human and physical capital undercuts total investment and biases the
direction of investment toward shorter-term and riskier projects. Volatil-
ity is especially costly in Latin America because the region’s underdevel-
oped financial markets fail to enable smaller firms to invest in
technological adaptations and innovations and low-income households to
invest in education, skill building, and health.

Equally worrying but less remarked, volatility in the form of financial
crises involves inequitable wealth transfers that create major and endur-
ing adverse distributional effects, including for those who do not directly
participate in the financial system.* Volatility is particularly costly to poor
and near-poor households. To be sure, the income of the rich fluctuates
more, but a smaller fluctuation for a poor household can be much more
costly. The poor benefit less during booms (when individuals with real and
financial assets tend to gain most), and they are the first to lose jobs dur-
ing busts.’ For the poor, even short-term losses can have long-term impli-
cations. Evidence from Mexico and elsewhere suggests that many children
who drop out of school to work in bad times never return.é

So, policies aimed at explicitly and systematically reducing volatility
can exploit a vast terrain for win-win solutions to simultaneously advance
the goals of growth, equity, and poverty reduction.

3. For more on Latin America’s history of macroeconomic volatility and financial crisis
and its impact on growth, see Singh (2006). On volatility and its relationship to growth, see
Sahay and Goyal (2006); Hnatkovska and Loayza (2004); Ramey and Ramey (1995); and
Easterly and others (1993).

4. See, for instance, Halac and Schmukler (2004). Dervis and Birdsall (2006) discusses
the mechanisms by which high public debt in emerging markets generates inequality.

5. See Birdsall (2007, figure 7).

6. See Székely (1999); Lustig (2000); Duryea, Lam, and Levison (2007); Skoufias and
Parker (2006); Blanco and Valdivia (2006); Guarcello, Mealli, and Rosati (2003); and Rucci
(2004).
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Policies to manage macrofinancial volatility and thus reduce the prob-
ability of crises cannot themselves be unpredictable or subject to constant
improvisation. Instead, policies must be designed ex ante to lock in polit-
ically sustainable actions and responses. At the same time, rigid precom-
mitments such as currency pegs can increase volatility over the longer
horizon. Generally speaking, fiscal targeting and other institutional
arrangements that put the emphasis on rules over discretion are a supe-
rior way to go. In particular, a framework should be established at the
outset to constrain opportunities for political manipulation, thereby
ensuring that a cushion of adequate savings is accumulated—not squan-
dered—in good times and guaranteeing that mechanisms for compen-
satory spending (for example, on the social safety net discussed below) are
triggered automatically in bad times.

In short, smoothing booms and busts requires fiscal, monetary, bank-
ing, and other policy tools that not only are well designed but also are
underpinned by sound institutional fundamentals.”

Fiscal Tools

Rules to lock in additional fiscal effort during booms. Such rules
help avoid sharp fiscal contractions, thereby stabilizing spending on
social programs in bad times, preventing spending binges when a
country is enjoying a bonanza, and keeping public investment plans
on track throughout the business cycle.® They also can help protect

7. A country could conceivably mitigate the consequences of volatility through market-
supplied insurance, but it is at best thinly supplied in international capital markets. Hence,
the emphasis unavoidably has to be placed on self-insurance (private and public savings
accumulated in good times for use in bad) and self-protection (policy actions to reduce the
likelihood that adverse shocks and sharp fluctuations will occur).

8. Governments in developed countries enjoy the benefits of countercyclical fiscal policy.
During recessions they are still able to borrow at low cost in local and international finan-
cial markets; as a result, they can engage in deficit spending to stimulate their economy and
provide a social safety net for their citizens. In Latin America, however, governments have
been compelled to tighten fiscal policy (and even generate surpluses) in bad times—thereby
exacerbating the economic downturn—because they tend to lose access to financial markets
precisely when they need access most. Few countries, with the possible exception of Chile,
command sufficient confidence in external markets to borrow in bad times. Building the
capacity to undertake countercyclical fiscal policy therefore is a key priority for Latin Amer-
ican countries, and it begins with saving in good times.
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access to financial markets in bad times. Specific standards for
adopting a primary budget position—the fiscal position net of inter-
est costs—that can be sustained over a long horizon need to be
defined in each country (see chapter 1). In all cases, however, year-
to-year fiscal policy targets should be defined, taking into account
not just the country’s long-run solvency but also its business cycle
(cyclical deviations from actual and potential output). The “struc-
tural budget rule” used in Chile to determine year-to-year fiscal tar-
gets is a good example of how countercyclicality can be built into
the budgetary process.’

Stabilization funds to smooth government spending during good
times and bad. Such contingency funds ideally operate under rules
set by the national congress, stipulating that excess revenues earned
during good times will be saved or used to pay down the public debt.
If funds are saved, the government can draw down the funds in times
of revenue shortfalls to help maintain critical spending. The Chilean
copper stabilization fund is a good example.

Monetary Tools

A framework for countercyclical monetary policy that emphasizes
building a credible record of low and stable inflation in the context
of exchange rate flexibility.'® Monetary policy should enhance the
role of the local currency as a store of value for savings, thereby pro-
viding a reliable currency of denomination for credit contracts. A
reliable currency is essential to minimizing currency mismatches

9. The Chilean “structural budget balance” is a measure of the fiscal position adjusted
for the output cycle (the difference between potential and actual GDP) and the “excess” or
“shortfall” in copper-related revenues relative to trend. For a detailed discussion of the main
issues and experience with the Chilean structural budget rule, see LeFort (2006); Rodriguez,
Tokman, and Vega (2006); and Velasco and others (2007). For further discussion of struc-
tural balance, see Dos Reis, Manasse, and Panizza (2007) and Balassone and Kumar (2007,
forthcoming).

10. The feasibility of introducing a monetary policy framework that allows a government
to maintain low and stable inflation while maintaining a flexible exchange rate depends on
sound fiscal and debt fundamentals, in particular controlling deficits and borrowing so that
monetary authorities are not unduly constrained in raising interest rates by fear of increas-
ing the government’s debt burden.
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and ensuring that currency depreciations do not have adverse bal-
ance sheet effects; it also makes exchange rate flexibility more fea-
sible. Given Latin America’s openness to capital flows, exchange
rate flexibility is necessary to allow for the countercyclical mone-
tary policy that has eluded Latin American countries for decades.!!

Banking Tools

Prudential standards (for capital, provisions, liquidity) that follow
best international practices yet are appropriately adapted to coun-
try circumstances. Latin America must strive to converge toward the
worldwide trend of enhancing the sensitivity to risk of bank regula-
tion and supervision. Such efforts need to match the increasing
sophistication of risk management systems among leading financial
entities, take into account the implications of financial globalization,
and reflect the growing complexity of financial products and mar-
kets. International accords and standards can help Latin American
countries with that task. However, such standards must be adapted
to better address specific features of the banking systems in individ-
ual countries—including higher volatility, illiquidity of securities
markets, financial dollarization, and high exposure to government
debt paper, among others.

Countercyclical loan-loss provisioning requirements to dampen the
amplitude of the credit cycle and protect banks’ solvency during
downturns. Banks would then have to build countercyclical provi-
sions in times of high credit growth to use during the downswing of
the credit cycle to absorb the losses from downward loan reclassifica-
tions and asset write-downs.!?

Countercyclical liquidity or reserve requirements. Such requirements
would be higher in good times (with buoyant deposit growth) and

11. Monetary policy in Latin America has tended to be procyclical, with interest rates
typically increasing sharply at the worse of times and thus magnifying the recessionary effects
of adverse shocks. See, for instance, Calvo and Reinhart (2002) and Hausmann, Panizza,
and Stein (2000).

12. The system of “statistical” provisions introduced in Spain is an interesting and use-
ful example of countercyclical provisions.
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lower in times of systemic liquidity crunches.!® Such requirements
do not exist in industrialized countries, but they can help in Latin
America at least until creditor rights are much more consolidated in
law and enforced in the region.

Other Policy Steps

Encouraging the entry of first-rate foreign banks, which in countries
like Mexico, Chile, Peru, and Colombia have enhanced the stability
and resiliency of the domestic banking system. Foreign banks bring
sounder banking practices and access, through the parent bank, to
external capital and liquidity. They typically operate under the
stricter regulatory and supervisory procedures of their home coun-
try, setting a high standard in the local market.

Promoting the development of local currency—-denominated debt
markets and reducing the exposure of government debt to rollover,
interest, and exchange rate risks. Mexico has made substantial
progress on this front. Reducing the exposure of governments to risks
associated with their debt entails generating a debt profile that takes
into account risks, not just costs. CPI-indexed instruments can com-
plement local debt market development in a way that is consistent
with reducing currency mismatches.'* To lengthen the term of private
sector debt while limiting instability in capital inflows, Chilean-style
reserve requirements discouraging excessive short-term indebtedness
may be considered.!

13. These requirements should be complemented by management of adequate interna-
tional reserves and, if possible, by arrangements for automatic access to international lines
of credit in the event of a liquidity squeeze. The idea of Argentina’s international repo facil-
ity, which was negotiated in the second half of the 1990s, was to lock in automatic access to
hard-currency liquidity in good times for use in bad times. However, the repo contract gave
Argentina the option of using government bonds, valued at market prices, as collateral to
obtain liquidity from international banks. The price of those bonds declined steeply as fears
of default rose and financial conditions in Argentina deteriorated in 2000 and 2001, pre-
cisely when the bonds were needed most.

14. See Goldstein and Turner (2004) on controlling currency mismatches. See also De la
Torre and Schmukler (2004).

15. See Williamson (2005, 2000) for a brief discussion of Chile’s uncompensated reserve
requirement.
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Multilateral financial institutions, such as the World Bank and the
Inter-American Development Bank, can buttress such efforts by issu-
ing or guaranteeing growth-linked bonds'® and by exploiting their
own balance sheet (obligations and income in a country’s currency)
to lend in borrowing countries’ local currency, while hedging such
positions in international markets—for example, by issuing bonds
denominated in individual local currencies or in a suitable basket
thereof.'”

Continuing efforts to diversify trade and increase foreign direct
investment, including by negotiating multilateral, regional, and
bilateral agreements. In the face of the entry of exports from the
Asian giants (China and India) into the world markets, it is even
more critical for Latin America to build broader markets for non-
traditional export products, reducing its excessive dependence on a
few commodity exports whose prices are subject to large fluctua-
tions. Openness to foreign direct investment makes sense in this con-
text because it is more stable and permanent than other forms of
capital inflows, such as portfolio investment and short-term debt.

Diversifying catastrophic risk. Many countries in the region are dis-
proportionately exposed to natural disasters (earthquakes in Cen-
tral America, hurricanes in the Caribbean). These disasters are
particularly damaging for the poor, whose homes and livelihoods
they destroy. Global financial markets offer little help in managing
catastrophic risk in developing countries. But there is room for
domestic authorities to cooperate regionally and internationally,
with multilateral financial institutions and private firms, to create
special catastrophe insurance programs. Such programs would tap
the international capital markets to insure the domestic economy
and victims of natural disasters against at least part of their losses.

16. See Borenzstein and Mauro (2004); Council of Economic Advisers (2004); and
Chamon and Mauro (2006).

17. Eichengreen, Hausmann, and Panizza (2005) and Levy-Yeyati (2004) offer interest-
ing proposals in this regard. In 2001 the World Bank began offering some of its emerging
market borrowers financial products denominated in their domestic currencies, but at mod-
est volumes. In 2005 the Inter-American Development Bank approved on a pilot basis a local
currency option for disbursement of a US$300 million loan to Mexico. See also CGD (2006,
2005).
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Social Safety Nets That
Trigger Automatically

deally, a publicly financed social safety net serves two purposes. First,

it protects the many people vulnerable to income losses, especially dur-

ing economic downturns—including not only the 32 percent of all

households that are poor in Latin America (as measured by ECLAC)
but also another 20 to 30 percent of middle-income households. Safety
net programs establish a floor below which households are not allowed
to fall. Some programs, such as food stamps, protect households hit by
sudden disability, unexpected job loss, death of a major breadwinner,
and so on. In addition, an arsenal of these and other measures—emer-
gency public works jobs, special school subsidies—should be available in
times of increased unemployment and real wage declines. Second, an ade-
quate public safety net provides cash and in-kind transfers to chronically
poor households to minimize the most dangerous risks associated with
deep poverty—such as child malnutrition and missed schooling. (Social
safety nets can be distinguished from social insurance programs. Social
safety nets transfer income in one way or another to the needy. They tar-
get the chronically poor as well as other households that are put at risk
of poverty by economic shocks. In contrast, social insurance programs—
contributory pensions, unemployment insurance, and so forth—are
largely related to earnings and need not include any transfers, although
some may contain an element of cross-subsidization, as when pension
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programs find ways to provide cash transfers to those who have not made
adequate contributions).!

An Income Floor

Only a few countries have developed systematic programs to provide tem-
porary or “emergency” income support for working-class and middle-
income as well as poor households hit by sudden job loss due to
exogenous shocks or a major economic downturn.? Such programs must
be carefully designed to avoid encouraging abuse and dependency. A few
initiatives undertaken in the 1990s, such as Argentina’s Trabajar and
Chile’s Chile Joven, seem to have worked relatively well, but they were
mostly ad hoc emergency programs that were not fully institutionalized,
and they have been discontinued.? (In 2002, Argentina launched Jefes y
Jefas de Hogar, replacing Trabajar, which served as the government’s
main safety net response to the economic crisis of 2001-02. Despite tar-
geting flaws, it seems to have helped mitigate the impact of the crisis some-
what, especially among the extremely poor.* Although Chile Joven no
longer exists, Chile has developed smaller, more focused programs—Ilike

1.The World Bank makes the following distinction: “Social insurance programs help
households manage risk, but before the fact. Safety nets take up the load where households
cannot participate in social insurance schemes or when the benefits from those are
exhausted.” “Safety Nets and Transfers” (http://go.worldbank.org/RJP1CF2CMO [June
2007]; Grosh, Blomquist, and Amde 2002, p. 5). This chapter is concerned with the latter.
We discuss pensions in chapter 4 and unemployment insurance in chapter 6.

2. For a review of programs introduced in Argentina, Chile, Colombia, and Peru since
the 1990s, including a summary of the results of their impact evaluations, see Bouillon and
Tejerina (2006). In practice, some of the workfare programs have become tools in the gen-
eral effort to combat poverty and high unemployment, operating even after a recession or
crisis has passed, as in Argentina, Chile, and Uruguay in recent years. Some have lasted
longer than intended because of a lack of appropriate guidelines for bringing them to a close
once the crisis is over (ECLAC 2006b).

3. See Paredes (2005); Santiago Consultores Asociados (1999); and Bravo and Contreras
(2000) on Chile Joven, a training program for unemployed youth. See Jalan and Ravallion
(2003); Ravallion (2000); and Coady, Grosh, and Hoddinott (2004) on Argentina’s Traba-
jar, a labor-intensive public works program.

4. At its peak in 2003, Jefes y Jefas reached nearly 2 million beneficiaries, who were
required to work or participate in training activities for at least twenty hours a week in
exchange for a cash transfer. Coverage has since declined by about 20 percent. Galasso and
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Programa Especial de Jévenes—that finance job training for out-of-
school, unemployed youth, targeting areas with the highest incidence of
poverty or youth unemployment).’ Across countries, specifically counter-
cyclical programs are even rarer than initiatives such as these.

To meet the challenge of spending on countercyclical or emergency
programs, governments normally need to spend more during recessions or
periods of low growth, when they are collecting less. That is why in chap-
ter 1 we emphasize the need for fiscal surpluses or low deficits and in chap-
ter 2 we highlight the advisability of saving in good times (see also box 3-1
for the role of the IMF).¢ Emergency programs should be permanently
available, but spending on them must be short-lived and disciplined.
Given their debt burdens and fiscal pressures, many countries in the region
will need to rely for some years on external support to finance counter-
cyclical social safety net programs, but that support should not be seen as
being available indefinitely.

We highlight three guidelines for emergency programs:

Automatic kick-ins. Programs need to be established before a down-
turn occurs, and a commitment must be made to maintain steady
levels of adequate spending during fiscal tightening. A minimum
spending level should always be maintained for primary education
and health programs. Countercyclical spending should kick in auto-
matically to provide for emergency public works employment and
subsidies to families to keep their children in school.

Sunset clauses. Countercyclical programs need to have clear “sun-
set” or exit clauses to preserve the fiscal integrity of the budget and
reduce program vulnerability to political pressures.

Ravallion (2004) shows that about 40 percent of Jefes’ participants in its first year came from
the poorest 20 percent of the population and 90 percent fell below the official poverty line—
which is better than average for social programs in the country but not as well-targeted as
its predecessor, the smaller-scale Trabajar. Many of Jefes’ beneficiaries were new entrants
into the labor force (mostly women) as opposed to workers who had lost their jobs as a result
of the crisis. All in all, for 2002, the program helped reduce aggregate unemployment by
about 2.5 percent and prevented an extra 2 percent of the population from falling into
extreme poverty.

5. For further details on Chile’s Programa Especial de Jévenes (short for Programa de
Formacion en Oficios para Jovenes de Escasos Recursos), see Universidad de Chile (2006)
and Quapper and Valenzuela (2005).

6. Birdsall (2002) and Birdsall and Menezes (2005) elaborate on these points. See also
Braun and di Gresia (2003) and Hicks and Wodon (2001).
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BOX 3-1. The Role of the IMF

Governments’ social spending and programs critical to the most vulnerable
groups come under increased pressure during economic shocks or bud-
getary retrenchments. Spending on personnel salaries is politically invulner-
able so spending on complementary but critical inputs (books, medicine,
and so forth) is often cut drastically. For example, during the 1999-2000 cri-
sis, hospitals in Ecuador adjusted by cutting spending on vaccines. In 2003,
the IMF board approved a recommendation (based on a report from the
fund’s Independent Evaluation Office) to encourage fund staff during Article
IV consultations to invite national authorities to suggest whether they would
want to see programs protected in the event of a negative shock and if so,
which ones.’

Systematic and thoughtful implementation of this nonintrusive approach
would help countries protect fiscal adjustment from untoward political
pressure. It would also help the IMF itself, rescuing it from the widespread
perception, which is ultimately harmful to its effectiveness, that its support
for fiscal discipline mindlessly and callously pushes spending reductions
that hurt the poor.?

1. IMF (2003b).

2. Nancy Birdsall, letter to Horst Kohler, managing director of the International Monetary
Fund, January 8, 2004 (Washington: Center for Global Development). For more on the role
of the IMF, see CGD (2007).

Targeting mechanisms. For emergency employment programs, self-
selection works best; accordingly, the wage offered must be slightly
below the market wage so that the jobs created are of interest only
(or mainly) to the population targeted. Chile’s emergency public
works program, which employed millions during the country’s
recession in the 1980s, is a good example.”

Chronic Poverty

Latin America has a long history of uncoordinated programs to help the
chronically poor, often driven by populist clientelism and marred by

7. See Subbarao (2003, 1997).
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weak, arbitrary, and politically unsustainable funding.® But in the 1990s
Brazil, Mexico, and other countries introduced a new generation of well-
regulated, targeted programs that are reaching a large proportion of poor
households, often while spending less than 1 percent of GDP (box 3-2).°
Such programs often have taken the form of “conditional cash trans-
fers”—for example, transfer to mothers who keep their children in school.
These institutional innovations represent effective public investment,
including in human capital formation, at the same time that they protect
the poorest families from destitution in the worst economic times.

If a program is to protect the very poor against the worst risks of deep
poverty, it must have the following four characteristics:

Commonsense targeting of poor individuals and households. Ade-
quate targeting requires a reliable system of information gathering on
household living standards and a heavy dose of common sense, which
dictates some geographical targeting of poor neighborhoods and poor
regions, as in conditional cash-transfer programs in Honduras and
Nicaragua.'® Systems of information gathering—Chile and Mexico

8. Lindert, Skoufias, and Shapiro (2006) examines the evolution of public transfers in
the context of the broader welfare state in Latin America. Their findings, based on fifty-six
interventions in eight countries, suggest that public social transfers have been largely regres-
sive in the region—primarily because the bulk of funds goes toward social insurance (pen-
sions, unemployment), which are highly regressive (see chapter 4). Social assistance transfers
are more progressive in absolute terms, with the average program transferring 38 percent
more to the bottom quintile than would be the case with a random allocation. Still, 35 per-
cent of programs are regressive. Conditional cash transfers are the best targeted. In Mexico’s
Oportunidades, the poorest quintile receives nearly nine times more benefits than the rich-
est. Targeting efficiency is also impressive in Brazil’s Bolsa Familia, where 73 percent of
transfers reach the poorest quintile of the population. Other types of cash transfers, how-
ever, show mixed results. Mexico’s farmer-support program, PROCAMPO, is regressive,
with 43 percent of benefits going to the richest quintile and 12 percent to the poorest. School-
based meal programs tend to favor the poor, but other meal programs show mixed results.
Finally, scholarships are found to be quite regressive, with 37 percent of benefits going to
the richest quintile and only 8 percent for the poorest quintile.

9. Another good example of an innovative cash transfer program is Chile’s Solidario,
started in 2002, which provides cash transfers to extremely poor families, many of which
are indigenous. See Galasso (2006) and Palma and Urzuaa (2005).

10. Most conditional cash transfer programs in the region rely on a combination of geo-
graphical targeting and household assessment mechanisms to determine eligibility. When
selecting communities to participate, programs like Colombia’s Familias en Accién and
Nicaragua’s Red de Proteccion Social also look at each community’s capacity to respond to
increased demand in health and education services (Rawlings and Rubio 2005; Rawlings
2005). Coady, Grosh, and Hoddinott (2004) suggests that combining multiple targeting
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BOX 3-2. Two Successful Safety Net Programs

Mexico’s Progresa, started in 1997, was designed to provide school subsi-
dies, nutritional supplements, and cash food payments to poor families in
rural areas of the country. Based on community feedback, household infor-
mation, and geographical targeting of poor regions, Progresa showed what
poverty reduction programs can do to promote growth-inducing invest-
ments in the country’s future. In the first three years, the program reached
close to 3 million rural families, about 30 percent of the estimated poor in
the country, making a substantial difference in such indicators as school
enrollment. Renamed Oportunidades, the program began a gradual roll-
out to urban areas in 2002, expanding its coverage to 4.2 million house-
holds (close to one-fifth of the country’s population) the following year at a
cost of MXN$22.3 billion (US$2.1 hillion), or 0.32 percent of GDP. By 2007,
the program reached about 5 million families (24 percent of the population)
with a budget of MXN$39 billion (US$3.5 billion), or 0.39 percent of GDP.

Oportunidades now includes high school students, who also participate in
a savings plan called J6venes con Oportunidades. The program offers a
bonus that grows each year and turns into a savings fund if the student
completes high school before turning twenty-two years of age. Students can
use the bonus to help fund higher education or buy health insurance; they
also can put it up as collateral for microcredit or use it to make a down pay-
ment on a house. Since 2003, Jovenes con Oportunidades has opened more
than 270,000 savings accounts on behalf of Oportunidades beneficiaries. Its
impact has not yet been formally evaluated.

Between 1995 and 1998, Bolsa Escola guaranteed a minimum-wage
income to poor families in Brazil’s Federal District as long as their children
(ages seven to fourteen) attended school regularly. In 1996 the program cov-
ered more than 44,000 children (12 percent of public school enrollment
that year) at a cost of less than 1 percent of the district’s total budget, and it
made a substantial difference in such indicators as school drop-out and rep-
etition rates as well as the employment rate of children ages ten to four-
teen. The program was later adopted in other cities and states.

1. See De Janvry and Sadoulet (2006) for a discussion on how to make conditional cash
transfer programs more efficient by targeting and calibrating grants.

(continued)
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BOX 3-2. Two Successful Safety Net Programs (continued)

In 2003, the Brazilian government combined what was by then a federal
Bolsa Escola program (Bolsa Escola Federal) with three other federal condi-
tional cash transfer programs to create Bolsa Familia, promoting education,
health, and nutrition. With a budget of R$5.9 billion (US$2 billion), or 0.30
percent of GDP, Bolsa Familia reached 7 million families by the end of 2004,
transferring on average about US$25 per family per month through an elec-
tronic card (cartdo de beneficio social) issued and distributed by local
branches of a government bank. As of 2007, the program reached 11.1 mil-
lion families (100 percent of the estimated poor based on a program-spe-
cific poverty line of R$120 a month, about US$2 a day) and had an annual
budget of R$8.8 billion (US$4.1 hillion), or 0.35 percent of GDP.

An important feature of both programs is that cash transfers go mainly to
women, who usually are the caregivers in the family. Many research studies
have shown women are more likely than men to spend the money on their
children.

Sources: On Mexico’s Progresa-Oportunidades, see México-SEDESOL (2007); Behrman,
Parker, and Todd (2007); Cruz, de la Torre, and Veldzquez (2006); Gertler, Martinez, Rubio-
Codina (2006); Levy (2006a); Skoufias (2000, 2005); Schultz (2004); Gertler (2004); and
Skoufias and Parker (2001). On Brazil’s Bolsa Escola/Bolsa Familia, see Lindert and others
(2007); Vaitsman and Paes-Sousa (2007); Brasil-MDS (2007); Brasil-MP (2007); De Janvry,
Finan, and Sadoulet (2006); Soares and others (2006); Draibe (2006); De Janvry and others
(2005); Cardoso and Souza (2004); Bourguignon, Ferreira, and Leite (2003); and Caccia Bava
and others (1998). De Janvry and Sadoulet (2005) outlines key lessons from both the Brazil-
ian and Mexican programs. De Janvry and others (2006) finds that the conditional transfers
in Mexico have helped protect school enrollment from the impacts of economic shocks.
Overviews of other experiences in Latin America can be found in Morley and Coady (2003);
Rawlings (2005); Rawlings and Rubio (2005); Villatoro (2005b); Handa and Davis (2006); and
De la Briére and Rawlings (2006).

mechanisms tends to yield more accurate results. The authors rank eighty-five antipoverty
programs in thirty-six developing countries on the basis of their targeting performance.
Argentina’s Trabajar appears at the top of the list as the best-targeted intervention, with 80
percent of the benefits on average going to the poorest quintile of the population.
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have made good progress—can function only if they allow analysts
in- and outside government full access to the data and provide for full
public dissemination.!!

Politically transparent rules that govern how money is spent. Pro-
grams have to be immune to clientelism, political manipulation, and
corruption in procurement. It makes sense to include nongovern-
ment officials in program governance or to find other ways to insu-
late program leadership from political changes.

Community involvement. Active participation of the community
should be an integral part of the program, and opportunities for
communities to form partnerships with nongovernmental organiza-
tions should be provided.'?

Evaluation. The costs associated with rigorous evaluation can rep-
resent as little as 1 percent of total program costs."* The experience
of Mexico, which has sponsored independent evaluation of its cash
transfer program (box 3-2), shows that the returns to evaluation are
high, in terms of both increasing the effectiveness of spending
through design adjustments and making the political case for sus-
taining good programs.'#

11. Chile and Mexico examples are from Castafieda and others (2005).

12. Some of the existing programs, like Oportunidades in Mexico, include community
mechanisms for validating beneficiaries (Villatoro 2005a). Community participation in
Argentina’s Jefes y Jefas program helped reduce political and social conflict (Kessler and
Roggi 2005). For further discussion of community-based targeting in social safety net pro-
grams, see Conning and Kevane (2002) and Pritchett (2005).

13.IDB (2003a).

14. See the recent report by a CGD working group on why good impact evaluation is too
rare (Savedoff, Levine, and Birdsall 2006). For further details on Mexico’s experience, see
Behrman and Skoufias (2006) and Cohen, Franco, and Villatoro (2006). For the experiences
of Latin American countries with the monitoring and evaluation of government programs
in general, see May and others (2006) and Zaltsman (2006).
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More Taxes on the Rich and
Better Spending on the Rest

n the 1990s some Latin American governments succeeded in broaden-

ing their tax base and improving revenue collection. The emphasis was

on improving the efficiency of the tax system to increase revenues,

without much regard for the incidence of the tax burden on different
income groups. Only Chile made the incidence of government spending
measurably more progressive on the expenditure side.! Progress thus was
limited in making the fiscal system overall—taxes and expenditures—
more progressive.

The Tax Side

Most economists endorse the view that tax systems should not bear the
burden of income redistribution—that the focus should be on efficiency,
with any redistribution handled primarily through expenditures. But
although government expenditure is and will continue to be the better
instrument to deal with redistribution, it is time in Latin America to con-
sider equity in taxation too, for at least three reasons.

First, most tax systems in Latin America are not good at generating rev-
enue, and their ineffectiveness is a major constraint on using the expendi-
ture side of the budget to reduce the region’s high income inequality. Tax
revenues average about 18 percent of GDP, well below what might be

1. ECLAC (2005).
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expected given average per capita income.? (Brazil is an exception; there
taxes are actually too high, at more than 35 percent of GDP.)? Changes in
tax policy and more efficient tax collection could increase revenues while
reducing the regressivity in actual tax collections. Raising more revenue
would allow for increased spending. That would reduce inequality simply
because in Latin America the proportion of government spending trans-
ferred to the bottom half of the population is larger than that population’s
share of national income. For example, although only 10 percent of gov-
ernment spending goes to the poorest 20 percent of families, that poorest
20 percent accounts for only 4 percent of national income. So, increasing
the absolute amount of government spending would improve the overall
distribution of real income, even without any change in the distribution
of spending.

Second, most tax systems in the region are unusually regressive com-
pared with those in OECD nations. They tax an equal or greater portion
of the income of poor and middle-income households than of rich house-
holds; estimates from one study of Argentina suggest that of the high Gini
coefficient of 55.9, as much as 7 points reflects the increase in inequality
due to the regressive effect of taxes.* Tax systems are regressive for at least

2. Latin America’s tax ratio is from ECLAC-ILPES database, based on 2005 values,
except for Brazil, Colombia, and Ecuador (2004), Bolivia (2003), and Uruguay (2002). Data
for Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador, and Uruguay refer to
general government (central government, states or provinces, and municipalities); data for
the rest are for central government. “For the development level of the countries, average tax
burdens ought to be 24 percent of GDP. The primary deficiency in tax collection is for taxes
on income and property, which on average amount to only 4.5 percent of GDP; in keeping
with the development level of the countries, those taxes ought to generate 8 percent” (IDB
1999, p. 183).

3. Brazil’s revenue ratio, though high by international standards, is the result of an overly
complex and distortive tax system that depends heavily on cascading federal, state, and
municipal indirect taxes with heavy burdens on labor and production. See Pessino and
Fenochietto (2007, forthcoming) and OECD (2005a) for further discussion.

4. Pessino and Fenochietto (2007, forthcoming) estimates that in Argentina, the Gini
coefficient calculated on the distribution of income before taxes is 48.7; after (personal)
income, VAT, and payroll taxes it increases to 55.9. The impact of VAT alone raises the
Gini coefficient to 53.5 (personal income taxes alone raise the Gini to 49.9). In 1996 the
after-tax Gini coefficient for Chile was 49.6 and the before-tax Gini was 48.8 (Engel, Gale-
tovic, and Raddatz 1999). In Central America, the regressivity of tax systems is reflected in
higher after-tax Gini coefficients for El Salvador, Honduras, and especially Nicaragua,
where the before-tax Gini coefficient was 50.1 and the after-tax Gini was 69.2 in 2000
(Agosin and others 2005).
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three reasons: revenues are derived largely from neutral or regressive taxes
(value-added tax, other consumption taxes, and single-rate payroll taxes);
effective taxation of high-income people is low; and enforcement of cor-
porate and personal income tax regulations is weak.

The value-added tax and other taxes on consumption account for
about 60 percent of total revenues in the region; the figure is about 30 per-
cent in Europe.® Despite various exemptions on such basic necessities as
food and medicine, the value-added, excise, trade, and other consump-
tion-based taxes tend to be regressive.’ They collect a higher percentage
from the incomes of the poor than from those of the rich, in large part
because the poor spend a larger share of their income than the rich.

Payroll taxes—which are set at a rate of more than 15 percent in most
countries—also are regressive.” Although in principle they finance specific
health and pay-as-you-go pension benefits and therefore can be thought
of as “contributions,” the relationship between the value of the contribu-
tions and the benefits has been weak.® The de-linking of contributions and
benefits is due in some cases to overgenerous pension benefits (which
exceed the contributions plus a reasonable imputation of a rate of return)

S. Tanzi and Zee (2000). Martner and Aldunate (2006) estimates that indirect taxes
accounted for about 56 percent of total tax revenues in Latin America and 31 percent of tax
revenues in Europe in 2003-04.

6. Pessino and Fenochietto (2007, forthcoming) shows that while various exemptions on
food, durable goods, and education reduce the tax burden imposed on the poor, they reduce
the burden on the rich even more and make tax systems more susceptible to evasion and
cheating. In Argentina, the two richest quintiles receive 76 percent of the exemptions on edu-
cation and 59 percent of all other exemptions on different goods and services. Those exemp-
tions reduce the tax burden on the poorest quintiles by 25 percent, with the exemptions on
food like bread, milk, and meat helping the most. But the cost is several times what they
receive: each US$1 of exemptions in education (which goes mostly to the rich) costs US$17.
In the case of milk, each US$1 costs US$S.

7. Economists have generally concluded that in the long run, the burden of payroll taxes
falls on workers, not consumers. Brazil collects close to 8 percent of GDP in payroll taxes
while Argentina collects about 5 percent of GDP. Payroll taxes are capped in some coun-
tries, so the average tax rate declines as income increases. In Argentina, prior to elimination
of the cap in 2003, the burden of the full tax (without deducting presumed benefits) repre-
sented around 28 percent of the wage of the poorest quintile, 33 percent of the wage of the
middle quintile, and 21 percent of the wage of the richest quintile. In Chile, payroll taxation
fell significantly as a result of the privatization of pension fund administration (Pessino and
Fenochietto 2007, forthcoming).

8. See Levy (2006b) for evidence of a wide wedge between the costs and the value of
social security contributions in Mexico.
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and in other cases to severe deterioration in the quality of health services
and erosion in the real value of pensions as a result of inflation.

Finally, personal income tax rates are progressive on paper because
they apply only to high-income taxpayers—as few as 3 percent to 5 per-
cent of all households in some countries. But with few taxpayers affected
and the high rates of evasion discussed below, the personal income tax
cannot compensate for the inherent regressivity of other taxes. Though
statutory marginal rates rise as income rises in most countries, with top
rates around 40 percent or higher, effective tax rates are much lower. In
Argentina, Chile, and Guatemala in the mid-1990s, for example, effective
tax rates for the richest 10 percent of households were a mere 8 percent
of income.’ In contrast, average effective tax rates on top income earners
in the United States are closer to 40 percent, including federal and state
taxes.'? Overall revenue collection can only be poor when households that
control more than 50 percent of income contribute so little in taxes.

Why is it that in most countries of the region personal income and other
nonconsumption taxes fail to compensate much if at all for efficient but
regressive value-added taxes and payroll “contributions”? In many coun-
tries, most households with above-average income are exempt from per-
sonal income tax because of relatively high minimum personal exemption
levels.!" Minimum taxable levels and multiple exemptions and other loop-
holes combine with underfunded and ineffective tax administration, lax
enforcement, and widespread evasion (box 4-1) to minimize the taxes paid
by high-income households. Exemptions of income from capital allow
many high-income households to reduce their tax burden dramatically.
And in some countries it is all too easy to shelter personal income in
shadow “corporations” with high expenses.

There is no need to raise personal income tax rates. They already are high
and, on paper, highly progressive. However, there is room to reduce over-
all regressivity and enhance fairness in the region’s tax systems by reducing

9.IDB (1999).

10. Schmitt (2005).

11. Minimum personal exemption levels have increased from a regional average starting
at 60 percent of per capita GDP in the mid 1980s to 2.3 times per capita GDP in the 2000s.
The minimums are as high as eight times the average income in Nicaragua and four times
the average income in Colombia (Bird 2003; IDEA 2007; Stotsky and WoldeMariam 2002).
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BOX 4-1. Tax Evasion in Argentina, Brazil, and Chile

Tax evasion rates are very high throughout Latin America and affect all
major taxes." The level of personal income tax evasion is estimated at
almost 50 percent in Argentina, 55 percent in Brazil, and 56 percent in
Chile, while corporate income tax evasion is estimated at about 46, 42, and
35 percent respectively.?

TABLE 4-1. Tax Evasion Rates in Argentina, Brazil, and Chile, 2000

Percent

Tax Argentina Brazil Chile
Value-added tax (VAT) 39 o 20
Payroll tax 43 55 17
Personal income tax 49 55 57
Corporate income tax 46 42 35
Informal economy as percent of GNP 40 39

a. Payroll tax figures are for 1999 (1998 for Brazil). Personal and corporate income taxes for Brazil are
for 1998. VAT figures for Chile and Argentina are for 1997. Estimates of tax evasion vary widely. For exam-
ple, the official estimate for VAT evasion in Argentina in 2004 was 25 percent; an independent study’s esti-
mates of evasion of VAT and payroll taxes in the country in 2004 were around 29 percent and 52 to 56
percent respectively (Cont and Susmel 2006; Cont 2006).

Estimates suggest that a 30 percent reduction in evasion of VAT, personal
and corporate income taxes, and payroll and wealth taxes would generate a
17 percent increase in tax collection in Argentina, 14 percent in Brazil, and
12 percent in Chile.

1. The discussion in this box is based on Pessino and Fenochietto (2007, forthcoming).

2. An average-wage employee in Argentina who is a non-evader pays on average more
than 50 percent of his or her income in taxes (including payroll taxes) while an informal
worker who complies only with VAT and some property taxes pays only 12 percent. So, of a
total tax burden of 24 percent, non-evaders pay 50 percent while full evaders pay around
12 percent.

evasion and eliminating loopholes that tend to favor high-income house-
holds. In principle, increasing the actual tax burden on high-income earn-
ers could create negative work or other incentive problems, but we believe
that any effect would be small. Revenue increases might also be small, but
the tax systems would be perceived, finally, as reasonably fair. Similarly,
even the fear that taxing income from capital would lead to capital flight
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Increasing compliance is no easy task. Implementing a system to improve
the collection and cross-indexing of information on potential taxpayers
(identifying individual social and fiscal attributes), such as that based on the
Social Security number in the United States, would help detect and reduce
evasion. Increasing the perceived probability of auditing by implementing
an information-crossing system would also have a positive impact on com-
pliance. In the 1980s, Chile became the first country in the region to insti-
tute a tax identification number to facilitate the identification of individuals
and their transactions and assets. Chile is more advanced than Argentina
and Brazil in crossing personal, tax, and social data, which may explain its
better tax collection level and expenditure management.

But more progress is needed. In Argentina, the SINTyS project—Sistema
de Identificacién Nacional Tributario y Social (National Tax and Social Iden-
tification System)—was initiated in the office of the chief of the Cabinet of
Ministers. Since its start, the project has collected data of relevance in tax
administration. But so far there has not been collaboration between the
office responsible for tax administration and the SINTyS project office in
building a shared database of key information to cross with information on
income or wealth taxes. An exception occurred in late 2001, when the tax
administration crossed information on deposits or funds sent abroad (which
came to light when depositors went to court to demand the return of
deposits that had been confiscated by the administration of then President
Fernando de la Rua in the wake of the economic crisis) and used it to detect
evasion, catching several noncompliant taxpayers.

States, municipalities, and other subnational government units also need
to fight evasion. A first step is to create an incentive for them to do so in the
many countries where these units receive fixed transfers from the central
government, often independent of their own revenue efforts.

may well be exaggerated. Other factors—unstable prices, poor contract
enforcement—are equally probable sources of capital flight. Indeed, com-
pared with the United States, where effective average tax rates already are
as high as 40 percent for higher-income households, Latin America is not
close to bumping up against the traditional economists’ concern that
enforced high tax rates will discourage work, innovation, and investment.
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BOX 4-2. Politics of Tax Reform

The recent literature on taxation in Latin America suggests that making tax
systems more progressive is a major political challenge. In a 2004 World
Bank report, Inequality in Latin America: Breaking with History? the bottom
line was not much of a bottom line: although “there is almost certainly
some potential to make tax systems somewhat more progressive . . . the
extent to which this is possible will depend on issues of overall political and
social consensus as much as on the details of tax instruments.” In a 2003
background paper for that report, “Taxation in Latin America: Reflections
on Sustainability and the Balance between Equity and Efficiency,” Richard
Bird, a distinguished authority on tax issues worldwide, wrote: “Some spe-
cific suggestions are made in [this] paper with respect to how both the effi-
ciency and the equity outcomes of Latin American tax systems might be
improved. My general conclusion, however, is . . . somewhat pessimistic. . . .
a more democratic and sustainable outcome cannot, as it were, be induced
by better fiscal institutions. On the contrary, a more encompassing and
legitimate state is itself the key ingredient needed for a more balanced and
sustainable tax system.”

But might “overall political and social consensus” and a “more encom-
passing and legitimate state” be in part the product of a more and visibly
fair tax regime? Is politics the problem or the solution? Politics was never
said to be an impossible barrier to reform of macroeconomic or trade pol-
icy or to privatization of state-owned enterprises. There is surely political
room to build a constituency favoring, for example, reduced evasion, some
property taxes, and—in the interests of job creation—reduced reliance on
payroll taxes. The key change may need to come from political leaders who
decide to champion tax systems built on the principles of fairness and
transparency.

1. De Ferranti and others (2004, p. 255). See also Bird (2003, p.2).

Compared with increasing the value-added tax, increasing tax collec-
tion from the few high-income earners (say, the top 10 percent) might not
raise much revenue in the short run. But that should not be an excuse for
inaction. Now that an initial round of tax reforms is in place (establish-
ing and consolidating the value-added tax), the democratic governments
of the region should put a premium on making tax systems more visibly
fair (box 4-2). Tax systems that are fair—and perceived to be fair by the
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majority of the population—make transparent the connection between
tax payments and citizenship. An increase in reliance on personal and
wealth taxes would help inform citizens at all income levels of the taxes
that they pay, raising awareness among Latin Americans about their
responsibilities as well as their rights as citizens—bearing in mind that the
value-added tax, for all its merits, is an invisible tax (box 4-3). If citizens,
particularly the working poor, understood how much they are paying
their governments, they might be more easily mobilized to press for pub-
lic services and for accountability from their elected officials.

More visibly fair tax systems might also make higher ratios of taxes to
GDP more politically acceptable (as would, of course, more efficient pub-
lic spending and less corruption.)'? And higher tax-to-GDP ratios would
allow for increased spending, benefiting the bottom half, by income, of the
population.

The key steps to making tax systems both more effective and fair are to

Reduce high rates of evasion of all types of taxes (see box 4-1), elim-
inate loopholes, and lower the thresholds below which income is
exempted.’® Where top marginal tax rates are punitive for those who
actually pay (one example is Brazil), a package of reduced top rates
and stiffened enforcement makes sense.

Improve tax administration. Doing so is critical to better enforce-
ment.'* Tax administrations in most countries are weak, inefficient,

12. Public opinion polls show that on average only 23 percent of Latin Americans sur-
veyed in 2003 believed that tax collection was “impartial” and only 15 percent trusted that
tax revenues would be well spent by the government. In 2005 about 21 percent of respon-
dents trusted that their tax money would be put to good use (Latinobarémetro 2003, 2005).

13. Pessino and Fenochietto (2007, forthcoming) estimates that eliminating all personal
income tax exemptions and privileges would increase collections by 47 percent in Argentina,
62 percent in Brazil, and 40 percent in Chile. They argue against eliminating income tax
exemptions indiscriminately, since many promote savings or investment and their elimina-
tion could increase capital flight. They recommend eliminating exemptions on indirect taxes
that are granted as political privileges, such as exemptions for promotion of particular indus-
tries or regions or for communications media, although doing so would not markedly
increase revenues. Exemptions on capital, medical, and educational expenses in Argentina
and Brazil are most likely benefiting middle- and high-income households and might be
worth eliminating, but their effects are more ambiguous and need further research. In
Colombia, the fiscal cost of exemptions is calculated at 9.2 percent of GDP; in Guatemala
and Mexico, it is calculated at 7.3 and 6.3 percent of GDP respectively (IDEA 2007).

14. Tax administrations in Latin America have not relied much on scientific analysis (the-
oretical or empirical) of tax noncompliance in designing measures to reduce evasion. In most
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BOX 4-3. Citizens as Taxpayers

Linking citizens’ rights and the payment of taxes is crucial to legitimizing tax
reform in Latin America. Because the value-added tax and other consump-
tion-based taxes are folded into the price of goods, consumers may not know
that they pay taxes on their purchases. That is also true in other regions, but
in Latin America an unusually high proportion of all revenue comes from
such taxes. Independent research and policy institutes could help by publish-
ing analyses of how much tax different income groups actually pay.’

The same problem applies to payroll and income taxes. Many workers need
not file individual tax returns, given the minimum income rules. As a result,
Latin Americans are rarely conscious of the taxes deducted every month from
their paychecks and often are unaware of their pretax income; of what per-
centage of their wages goes for contributions to pension, health, and other
social insurance programs; and of what percentage goes to general taxes.

A system based on tax rebates for those with incomes below a given
threshold would be more transparent than the current system.? Implement-
ing it would be expensive and demand a very good, efficient tax bureau-
cracy, something that is scarce in the region. But its merits would more than
outweigh its costs.

FIGURE 4-1. Personal Income Tax Revenue in Latin America
and in OECD Countries, 2004°
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Sources: ECLAC-ILPES database for Brazil, Chile, and Peru; OECD (2005a) for OECD countries
including Mexico; Pessino and Fenochietto (2007, forthcoming) for Argentina.

a. Payroll contributions encompass pensions and unemployment, health, and other such
insurance, depending on the country. Figures are for general government, except those for Peru,
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1. Martinez-Vazquez (2001) suggests that in Mexico, lack of information on the actual dis-
tribution of tax burdens has contributed to the lack of voluntary compliance with tax laws
because of the general perception that many do not contribute their fair share of taxes.

2. This point is convincingly elaborated in De la Torre (2002).
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understaffed, and underfunded.’S Reforms are needed to increase
their ability to effectively audit tax returns, detect errors and evasion,
and enforce collection, especially among the wealthy, who tend to
wield significant political influence. Such changes require increasing
their technical expertise and providing them with political backing.'¢
They should also be allowed to recover evaded taxes through admin-
istrative channels before resorting to the justice system. The U.S.
Internal Revenue Service already does that.!” Peru’s success in tax
administration in the 1990s and the experience of Ecuador’s inter-
nal revenue service indicate that more revenue can be raised without

countries there is no systematic effort to measure tax evasion levels on a consistent annual
or biannual basis. Chile is the exception, where the tax administration relies on an annual
in-house study of VAT evasion to design tax policy goals (Baer 2006). Many countries,
among them Argentina and Brazil, designed so-called simplified regimes based on the pop-
ular belief that tax complexity is one of the key reasons for tax evasion. While tax com-
plexity may be a factor, the extent of its relationship with tax evasion in Latin America has
never been rigorously studied (Pessino and Fenochietto, 2007 forthcoming). Moreover,
there have been very few empirical investigations of any of the reasons for tax evasion in
the region. Fenochietto (1999) is among the earliest, most comprehensive tax evasion sur-
veys in the region.

15. In Chile, Brazil, and Argentina, tax administrations cite lack of resources, personnel,
and training as obstacles to performing efficiently. Pessino and Fenochietto (2007, forth-
coming) shows that among the three, Chile’s tax administration is the most productive.
While Argentina’s tax administration has 1,000 employees per percentage point of GDP col-
lected and processes 277 tax reports per employee, Chile’s has 146 employees per percent-
age point collected and processes 899 reports per employee. In Brazil, the government has
resorted to higher taxes or new distortive ones to improve collection instead of focusing on
tax administration performance. In many countries, performance is measured by increases
in tax collection, leading to incorrect evaluations because an increase in revenue can depend
on other factors, like GDP growth, tax legislation, and changes in the tax base.

16. The degree of political independence of tax administrations varies across countries.
Chile’s tax administration is an autonomous decentralized public agency whose director is
appointed by the president. Efforts to decentralize tax administration, to allow directors to
be nominated by the president and approved by the Senate, and to establish tenure of six
years for the director failed in Argentina in the 1990s. In Brazil, the 1988 constitution abol-
ished tenure for the tax administration’s director and staff as part of efforts to reduce job
security among public officials. But in this case, the lack of job stability makes the tax admin-
istrator easily replaceable and very susceptible to political interference. In Chile, the direc-
tor has more stability than in other countries. Between 1974 and 1999, Chile’s tax
administration had just five directors while Argentina had eleven. Note, however, that sta-
bility of tenure might not be a good idea in all countries and under all circumstances.

17. For further discussion on this point, see Baer (2006). Tax administrations in many
Latin American countries suffer from the inefficiency and slowness of the justice system in
penalizing evaders. Even when evasion is detected, an inefficient (and corrupt) judiciary
makes it extremely difficult to recover large outstanding debts.
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major changes in tax regimes.'® Chile also has shown that it is pos-
sible to achieve high productivity in tax administration.

Reduce reliance on high, single-rate payroll taxes. Lowering payroll
taxes would increase collection from both payroll and value-added
taxes (through reduced evasion) and, along with other policy
changes, would reduce the high cost of labor (see chapter 6), in turn
reducing the level of informal employment. But to make room for
lowering payroll taxes, governments must tackle head on the diffi-
cult problem of benefits. In many countries, it would make sense to
drop payroll “contributions” for pension and health benefits and
finance minimum entitlements from general, progressive taxation.
Implement progressive taxes and make tax payments more visible to
taxpayers. In addition to better enforcement of the personal income
tax, there are at least three other possibilities. One is to tax property
(implying investment in municipal tax administration). A second is
to tax gross assets; the tax could be treated as a minimum corporate
tax, deductible on corporate income tax. Mexico has implemented
a reasonably effective minimum corporate tax. A third, more con-
troversial possibility is to establish procedures for taxing income
from assets held abroad. That would require bilateral agreements
with countries such as the United States to share access to informa-
tion on assets of nonresidents.

The Expenditure Side: Pensions and More

Substantial improvement in redistribution can be achieved through sensible
government spending. In the interests of equity, more spending on health,
education, and public infrastructure such as roads makes sense. Greater
spending could benefit not only the poor (as in Mexico’s Oportunidades or
in Brazil’s Bolsa Familia; see chapter 3, box 3-2 ) but also the many other

18. Personnel and technology were at the center of Ecuador’s tax administration reform,
initiated in 1998, which established its internal revenue service (Servicio de Rentas Internas).
Of the 1,700 employees of the old tax administration system, all but five accepted buyout
offers and resigned in the wake of the reforms. The newly formed agency was granted insti-
tutional autonomy, which limits political interference and enhances its authority. Previously,
fiscal agents were unable to win a single tax collection case in court. As a result of reforms,
tax collections nearly doubled in three years, from US$1.4 billion (7.3 percent of GDP) in
1998 to US$2.3 billion (13 percent of GDP) in 2001 (Drosdoff 2002). Fuentes (2006) dis-
cusses recent tax administration reform efforts in Central America.
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households whose per capita income is well below the average—in most
countries as much as 70 percent of all households.

It is a question not just of more spending but of more efficient spend-
ing. Our discussion of other policy areas (education and consumer-driven
public services) focuses on radical new approaches to make public spend-
ing both more efficient and more fair. One simple way is to spend more
on preschool-age children in poor households (see box 4-4). Here we con-
centrate on a single big-ticket item—pay-as-you-go pensions. Through
such pensions, public spending benefits disproportionately households
with above-average income."

In Latin America the biggest problem plaguing pension systems in
terms of their effect on equity is their low coverage—low not just in
absolute terms but also in terms of what would be expected given per
capita income.?® Across countries, formal coverage does tend to rise with
per capita income. But even in Colombia, where per capita income is
higher than the Latin America average, less than 25 percent of the eco-
nomically active population is covered. In Argentina, the figure is nearly
40 percent; in Chile, about 60 percent. In the region overall, pensions are
far from universal, and they usually exclude workers in the informal sec-
tor and in agriculture.?! Effective coverage, furthermore, is much lower
because many workers, especially women, fail to qualify for pensions
because they never manage to document sufficiently long and continuous
employment in formal sector jobs.?

19. In Latin America, the richest quintile of the population receives on average about 61
percent of net pension benefits (full benefit amount received minus total contributions), while
the poorest quintile only receives 3 percent (Lindert, Skoufias, and Shapiro 2006).

20. Gill, Packard, and Yermo (2005); Lucchetti and Rofman (2006). We do not com-
ment here on other valid objectives of pension programs, such as being fiscally sustainable
and promoting savings.

21. In nearly half the countries in Latin America, less than 30 percent of the economi-
cally active population is covered by a pension system. Between the mid-1990s and early
2000s, the proportion of the labor force with pension coverage fell in nine countries
(Argentina, Bolivia, Brazil, Colombia, Chile, Costa Rica, Paraguay, Uruguay, and
Venezuela). Across countries, coverage is much higher in wealthier quintiles and urban areas
than in poorer quintiles and rural areas. A simple average shows that in seventeen countries
fewer than four of every ten persons age sixty-five or older directly receive some type of pen-
sion income (Lucchetti and Rofman 2006).

22. For example, in Colombia, where less than 25 percent of the labor force is covered
by the pension system, only half of those covered will meet the minimum contribution period
required to qualify for a monthly pension; instead, they will receive their accumulated con-
tributions in a lump sum payment at retirement.
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BOX 4-4. Investing in Children in Unequal Societies

In unequal societies that have a high level of poverty, investments in disad-
vantaged children almost automatically reconcile equity and efficiency
goals. Early childhood interventions aimed at improving nutrition, health,
and cognitive development are crucial to helping children from poor fami-
lies overcome the disadvantages that too often prevent them from building
the most important of all assets—human capital. Efficient government
investment in disadvantaged children brings higher rates of return than
investment in low-skilled adults." In rural Colombia, the Community Child-
care and Nutrition Program, through which poor children received food and
childcare from one of the mothers in the community, had a significant
effect on the nutritional status of young children (three to five years of age)

1. Heckman and Masterov (2007) and Carneiro and Heckman (2003) make a strong pro-
ductivity case for investing in early childhood interventions based on evidence from the
United States. Garces, Thomas, and Currie (2000) shows the long-term effects of Head Start,
a U.S. early childhood development program. Studies of early childhood development pro-
grams in developing countries suggest robust benefits for all children, with cost-benefit
analyses showing returns of US$2 to US$5 for every US$1 invested. In general, children who
participate in an early childhood program show improved health and school achievement—
for example, higher enrollment rates in later schooling, less repetition of grades, and less
dropping out—when compared with nonparticipants in similar circumstances (World Bank
2005c; Attanasio and Vera-Hernandez 2004; Behrman and others 2006; Grantham-McGre-
gor and others 1991; Engle and others 2007; Curi and Menezes-Filho 2006; Moran 2003).
Schady 2006 reviews the literature on the impact of early childhood interventions in the
United States and discusses evidence from Latin America.

Low effective coverage today means a high and growing incidence of
people who will fall into poverty during their old age. Moreover, the pay-
as-you-go pension systems that are actuarially underfunded—that is,
where the expected present value of contributions is less than the expected
present value of pension benefits promised under the system—introduce
intergenerational inequity, because workers who are currently contribut-
ing to the system will have to pay more in taxes or receive lower pension
benefits (or both) than those who are currently retired. Because of low
coverage and actuarial deficits, pensions systems in most of the region are
exacerbating rather than mitigating income inequality.?

23. Despite formal membership contributions, virtually all public social security regimes
in Latin America run significant deficits, which are financed by general tax revenues (for
example, about 56 percent of federal social security benefits in Argentina and 89 percent in
Peru) (Lindert, Skoufias, and Shapiro 2006).
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who had been enrolled since birth, resulting in a relative increase of almost
four centimeters in height. Children ages thirteen to seventeen who had
benefited from the program were more likely to be in school later. In rural
Guatemala, nutritional supplements for preschool children increased their
probability of attending school and led to higher completed schooling and
higher adult cognitive achievement test scores.?

Democracy, decentralization, and the increasing role of civil society are
all increasing effective political demand for public investments in children
in the region. To make growing political support more sustainable, advo-
cates of these programs can

Push for earmarked taxes to fund child programs. Earmarking, never
ideal, may be necessary given the region’s political realities.

Build on the initiatives of small community groups, civil society, and
local governments.

Promote a political constituency of consumers by using direct subsidies
to poor and working-class families for investment in children. They
would then demand good-quality, sustained programs.

Build a supplier constituency by hiring and training mothers to start and
manage their own small daycare services, while providing public subsi-
dies to help poor neighbors pay for such services.

2. Attanasio and Vera-Hernandez (2004); Behrman and others (2006).

Unfortunately, the Chilean-style pension reforms introduced in several
Latin American countries during the 1990s seem to have done nothing to
expand effective coverage.?* And rather than augmenting coverage by pro-
viding a broad-based pension floor for the elderly, the pay-as-you-go pen-
sion systems that remain in the region tend to increase inequality by

24. Chilean-style reforms have been introduced in several countries since 1992, includ-
ing Argentina, Bolivia, Colombia, El Salvador, Mexico, Peru, and Uruguay. In essence, these
reforms consist of a shift away from government-administered, pay-as-you-go, defined-ben-
efit pension systems toward systems that rely mainly on the so-called “second pillar”—that
is, mandatory, privately administered, defined-contribution pension funds (Gill, Packard,
and Yermo 2005; Kay and Matijascic 2006). That this type of reform has failed to widen
coverage is illustrated in Chile itself, where coverage has failed to expand beyond 60 percent
of the labor force, the same as in the old pay-as-you-go system (Larrain Rios 2005). For in-
depth analysis of pension reform experiences in Mexico, Costa Rica, Brazil, Peru, Uruguay
and Argentina, see Kay and Sinha (2007).
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offering benefits only or mainly to formal sector workers. The problem of
providing coverage to the very poor may require a solution that goes
beyond expanding the formal pension system. There will always be many
people outside the system who will be deeply poor when they are old.
Because coverage of the formal pension scheme will never be sufficient,
some type of noncontributory income support program in old age may be
the only answer.?

Perhaps the most egregious forms of regressivity in pension systems in
the region are found in certain separate pay-as-you-go pension schemes
for certain classes of public sector employees—for example, those in the
education system, the judiciary, the police, the military, and public enter-
prises. Because such systems offer overgenerous pension benefits—that is,
pensions that vastly exceed what is warranted by accumulated contribu-
tions—to a privileged few, they are a huge and hugely regressive drain on
public finances.? In part, the excessive benefits reflect past public sector
wage negotiations that were often resolved by agreements to limit current
wage increases in return for future pension and other benefits. But those
future benefits were never funded; the result has been high and often
exploding public sector unfunded liabilities. To protect their benefits,
politically powerful groups have resisted incorporation into the general
pension system, so taxpayers bear the burden.?” In Brazil, the annual

25. In developed countries, social protection systems often include noncontributory old
age income support programs to protect the very poor. In Latin America, with the exception
perhaps of Brazil, very little effort has been made in that area. Brazil’s rural pension system
extends pension coverage to the rural poor through noncontributory mechanisms, financed
in part by taxes levied on the sale of agriculture products (ECLAC 2006b).

26. Excessive generosity takes the form of a retirement pension that vastly exceeds what
is warranted by accumulated contributions. In practice, this is the result of one or more fac-
tors: low contribution rates, low retirement age, pensions that are based on the recipient’s
last salary, and so forth.

27. In Chile, the social security programs for the Armed Forces were left out of the
reforms and their administration was maintained under the National Defense Social Secu-
rity Fund (Caja de Prevision de la Defensa Nacional) and the General Department of Social
Security for the Police Force (Direccion de Prevision de Carabineros de Chile). The pension
scheme runs at a deficit, and benefits are nearly totally (93-95 percent in 1997) financed by
the central revenue budget. Peru has a highly regressive pension system for a select group of
civil servants, the Cédula Viva, managed by the federal government, which provides signif-
icantly more generous benefits than the country’s national pension regime, which is open to
all workers. In 2004, the public subsidy to the Cédula Viva equaled 99 percent of its cost.
That same year pension reforms closed the Cédula Viva to new entrants and empowered the
legislature to reduce current benefits and make it more difficult to raise future benefits (Lin-
dert, Skoufias, and Shapiro 2006).
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deficit on the civil service pension system, which covers only 13 percent of
pensioners, constitutes around 3.8 percent of GDP.?8 In a country strug-
gling to sustain a primary fiscal surplus target of more than 4 percent of
GDP, that is a huge fiscal burden—and one that, short of reform, will
grow as the population ages.?’ Future taxpayers, including poorer work-
ers, will end up subsidizing more privileged workers.

Privileged pension programs for civil servants and the military are
essentially a political economy issue. The high costs are well known. Yet
the governments that have attempted reforms have so far been limited,
after huge and costly political fights, to minor fixes. There is the usual col-
lective action problem: losers are easy to identify (losses are big and con-
centrated among a politically vocal few) while winners are not (gains are
small for each individual and spread out over many beneficiaries). To
mobilize those who stand to gain requires making the imbalances clear to
everyone—and in some cases embarrassing the losers with public infor-
mation on the size of their benefits. (Protests erupted in Argentina in
2001-02 when the pension benefits of civil servants were revealed in the
press.) When legal contracts bind current taxpayers, at the least the pen-
sion rules for the future should be fixed.

With equity as the objective, improved pension policy calls for

Expanding coverage to reach more of the poor, while maintaining
the financial viability of pension systems and avoiding fiscal damage.

28. World Bank (2005b). The figure refers to the deficit of the combined pension schemes
for public sector workers at the federal, state, and municipal levels of governments in 2004.
Pensioners in the public sector scheme received R$1,973 on average in 2003, nearly five
times more than their counterparts in the private sector (for federal public servants, the aver-
age value of pensions can be up to twenty-five times greater than the average pension for pri-
vate sector workers). Cash-strapped states and municipalities are obliged under the Federal
Responsibility Law to constrain spending on salaries and pensions to below 60 percent of
revenues. Expenditures on civil servant pensions often can constitute up to 50 percent of the
total payroll of active/inactive employees and 30 percent of the total payroll, imposing an
onerous fiscal burden that squeezes out development spending (World Bank 2005b; Ferreira
Savoia 2007). Glomm and others (2005) and Glomm, Jung, and Tran (2006) examine the
negative impact of Brazil’s generous pension scheme and rising pension expenditure on con-
sumption, public investment, and GDP growth.

29. The population in Brazil sixty years of age and older is expected to grow at an annual
average rate of 3 percent in the next twenty years, while total population is growing at less
than 1.4 percent annually. Although reforms that Brazil pushed through in 2003-04 are a
step in the right direction, they save only about 0.2 to 0.3 percent of GDP (World Bank
2005b, 2007a; Ferreira Savoia 2007).
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In economies with large numbers of informal and self-employed
workers, that might require regulatory adjustments to allow groups
of self-employed workers to invest together in the country’s private
defined-contribution systems.

Including minimum benefits for low-income retirees enrolled in the
formal pension system, if necessary financed from general revenues.
Chile has set up a collective, or solidarity, scheme funded by employ-
ers and the state that pays benefits (partial insurance) to workers
with insufficient funds in their individual accounts.

Considering generic, non-contributory old age income support pro-
grams to protect the very poor, financed from general tax revenues.
Promoting informed public discussion of the immediate and long-
term costs of civil service, military, and state enterprise pay-as-you-
go pension programs. That is the first step toward creating the
political will and developing legislation to reduce the future tax bur-
den of these programs.



Giving Small
Businesses a Chance

oing business in Latin America is very difficult for small and medium-

size enterprises (SMEs), in every dimension. In business surveys,

Latin American SMEs report higher obstacles related to legal mat-

ters, financing, and corruption than do larger enterprises in their own
countries and SMEs in developed countries.! Moreover, analysis of sur-
veys indicates that equivalent obstacles hurt SMEs much more than other
enterprises.> The silver lining of that finding is, of course, that any
improvement in the business environment will bring a disproportionate
benefit to SMEs. And there is indeed much room to improve. The avail-
able comparative indicators of the quality of business environments paint
a grimmer picture for Latin SMEs than their peers in, say, developing Asia
and eastern Europe (figure 5-1). Typically, a Latin American SME faces
unduly slow and cumbersome bureaucratic procedures (which invite cor-
ruption), poorly designed tax regimes, onerous labor legislation, tight
financing constraints, and costly transportation and communications
infrastructure.’

1. As illustrated in the World Bank Enterprise Surveys (www.enterprisesurveys.org),
Investment Climate Assessments (World Bank 2005d, 2005¢), and World Business Envi-
ronment Survey 2000 (Batra, Kaufmann, and Stone 2003).

2. Beck, Demirgii¢-Kunt, and Maksimovic (2005) finds that the extent to which finan-
cial, legal, and corruption problems affect firm growth depends on firm size, with smaller
firms being most affected by these factors.

3. In high-income OECD countries, it takes on average six steps over twenty-five days at
a cost of around 8 percent of per capita income to open a new business. By contrast, Latin
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FI1GURE 5-1. Ease of Doing Business Index?
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Source: IMF (2006b) based on World Bank’s Doing Business Database.
a. Average across countries = 100.

American entrepreneurs on average go through eleven procedures over seventy days at a cost
of 60 percent of per capita income to start a business, second only to their peers in sub-Saha-
ran Africa. In Latin America, procedures to close a business take twice as long (3.6 compared
with 1.6 years), bankruptcy proceedings cost twice as much (15.8 percent compared with
6.8 percent of the estate), and the recovery rate (how many cents on the dollar claimants
such as creditors, tax authorities, and employees can recover from an insolvent firm) is about
a third of that of high-income OECD countries (26 percent compared with 72 percent of
debt, respectively) (World Bank 2006a). Senior management executives in Latin America
report spending more than 10 percent of their time in a typical week dealing with govern-
ment tax, customs, and labor regulations; dealing with government officials; completing offi-
cial paperwork; and so forth. That figure is the highest of any region and compares with just
under 3 percent in OECD countries (World Bank Enterprise Surveys). In Brazil, active SMEs
surveyed in 2004 cited high levels of taxes and compulsory government payments as the
main obstacle to doing business. The owners of failed SMEs also reported a high tax burden
as a key reason for their failures (SEBRAE 2004). In Mexico, high energy prices affect the
competitiveness of businesses across sectors and sizes. But the quality of electricity service is
especially poor for SMEs, which often experience variations in frequency and voltage and
service interruptions. Large firms have fewer quality problems because they generally are
served by more reliable, high-tension wires (World Bank 2006d). On the effects of corrup-
tion, see chapter 8 of this volume; for more on infrastructure costs, see chapter 11.
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Large enterprises in the region are, of course, not fully immune to those
obstacles. But they have access to greater and more varied resources that
help them to absorb the associated costs, they exert political influence to
get special treatment, or they move operations to, and obtain financing
from, foreign jurisdictions that offer a better business environment. Small
businesses and microenterprises do not have those options. To minimize
the costs of regulation and taxes, they often opt to remain informal as a
way to stay in business, further reducing their ability to borrow, acquire
new technologies, and expand in the long run.*

Reflecting the interaction between informality and smallness, the cor-
porate sector in Latin American countries tends to be characterized by the
so-called “missing middle.” At one extreme, a few large enterprises
account for a large share of a country’s GDP and, at the other, many small
firms and microenterprises account for a small fraction of GDP but a large
share of employment and household income.’ The missing middle reflects
the difficulties that small enterprises face in breaking the size barrier to
become medium-size firms.

Improving the business environment to level the playing field for SMEs
is easier said than done. For example, significant reforms in the 1990s that

4. Informal, small firms operate without being registered, regulated, or taxed (Palmade
and Anayiotos 2005). In Peru, nearly three-quarters of all microenterprises and small busi-
nesses operate outside of the formal economy; informality is much higher among microen-
terprises (75 percent) than among small firms (37 percent) (Peri—-MTPE 2006). In Chile,
there were 1.4 million microenterprises and small businesses in 2004, of which approxi-
mately half were informal. Chile’s informal microenterprises were shown to have signifi-
cantly lower sales than their counterparts in the formal economy as well as 25 percent less
capital (Chile Emprende 2005). A recent assessment of informality in twelve Latin Ameri-
can countries suggests that burdensome procedures often deter micro- and small entrepre-
neurs who attempt to formalize their businesses, raising costs and forcing them to remain
informal (see, for example, ILD 2006a-2006d). See also the discussion in Perry and others
(2007b).

5. Angelelli, Moudry and Llisterri (2006) reports that large firms constitute less than 0.5
percent of total firms in Latin America and employ close to one-fourth of the private sector
labor force. At the other extreme, microenterprises and small businesses together account
for 97 percent of all businesses and 63 percent of total private sector employment. In five of
seven countries with data available, microenterprises and SMEs together contribute to less
than 50 percent of GDP. In Brazil, formal microenterprises and small businesses account for
98 percent of all firms, nearly 70 percent of total private sector jobs, and about 20 percent
of GDP (SEBRAE 2006). In Peru, microbusinesses and small firms (both formal and infor-
mal, excluding self-employed individuals) account for 98 percent of total firms, employ 60
percent of the labor force, and contribute 42 percent to GDP (Pera-MTPE 2006, 2005).
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produced more stable financial systems did not boost financing of SMEs
to the extent expected.® At one extreme, large, reputable corporations can
raise financing from local or international banks or securities markets.” At
the other extreme, microenterprises have seen their access improve in
recent years. In the middle are SMEs, for which financing, even for work-
ing capital, seems to have stagnated. In order to expand, SMEs must rely
on retained earnings or borrow short term at high interest rates through
credit cards or current account overdrafts.®

The need for renewed policy efforts to give small businesses a better
chance is more urgent than ever given the growing competitive challenges
of economic globalization.” Most of our equity tools (for example, for
building infrastructure, smoothing booms and busts, and improving edu-
cation) would benefit SMEs indirectly. We focus in this chapter on two
areas in which policies could have direct effects: broadening access to
financing and reducing other costs of doing business.

Broadening Access to Financing

For at least two decades, the singular focus of policy for improving the
access of the poor to finance has been on “microcredit”—that is, on the

6. De la Torre, Gozzi, and Schmukler (2007a) and De la Torre and Schmukler (2004)
discuss at length the nature of this gap with respect to the state of development of Latin
American securities markets.

7. Segmentation of access to financial services can deepen with financial globalization (De
la Torre and Schmukler 2004); for example, IDB (2005) provides evidence that foreign bank
penetration (relative to GDP) tends to lower financing constraints, but mostly for larger
firms, and that consolidation of the banking sector increases financing constraints for small
firms. See also Clarke, Cull, and Martinez Peria (2001); Clarke and others (2005); and Beck,
Demirgli¢-Kunt, and Maksimovic (2003).

8. A 2000 survey in Argentina found that about half of industrial small and medium-size
businesses were resorting to overdrafts, paying at that time an average interest rate of 2.7
percent per month (38 percent annually) in real terms (World Bank 2004a; Bebczuk 2004).
Overall, credit to the nonfinancial private sector (as a share of GDP) remains low (about 9
percent in 2005)—and long-term credit, which is available at reasonable rates only to top-
tier companies, remains scarce (World Bank 2006e; Bebczuk 2007). Small firms fare some-
what better in Chile, where less than a third report facing serious financing constraints and
where bank credit finances about 25 percent of their investments. In Mexico, on the other
hand, financing obstacles are a major problem for nearly two-thirds of small firms, and
banks provide only 5 percent of their financing (World Bank Enterprise Surveys).

9. See note 7 for an example in the case of “financial” globalization.
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creation of institutions, often by nongovernment groups, designed to
make small loans to poor people, often women, and to very small
“microenterprises” (a term that in Latin America is generally understood
to refer to enterprises with ten or fewer employees.)!? Progress in provid-
ing access to finance for microenterprises has been impressive in at least
some countries, but financing for SMEs is still a major challenge.

Microfinance

Over the last two decades there has been considerable progress in Latin
America on expanding access to financing for microenterprises, even in
countries where the institutional framework is relatively weak—for exam-
ple, Bolivia and Nicaragua.!! The strong growth of the microfinance indus-
try has been propelled by innovative lending techniques (for example, the
use of credit scoring and e-banking) and the rising presence of credit
bureaus, which have enabled microfinance institutions to reach the needed
scale and bring costs down substantially.!> As a result, microfinance has
become a self-sustaining and highly profitable business in many countries.

10. There is no set definition of microenterprises or of small and medium-size enterprises.
The definition used by enterprise surveys and statistical offices tends to be based on number
of employees. Under that definition, microenterprises typically are considered to have ten or
fewer employees, small enterprises to have between ten and fifty employees, and medium-
size enterprises to have between fifty and 200 employees. For enterprise definitions in eigh-
teen Latin American countries, see Angelelli, Moudry, and Llisterri (2006). For definitions
in more than 100 countries, including in Latin America, see Marta Kozak, “Micro, Small,
and Medium Enterprises: A Collection of Published Data,” International Finance Corpora-
tion, January 26, 2007 (http://rru.worldbank.org/Documents/other/MSMEdatabase/msme_
database.htm [March 2007]). Banks, in contrast, make their distinctions based on gross
sales. For example, banks in Argentina and Chile would consider enterprises to be bigger
than “micro” only if their annual sales total at least US$30,000.

11. Latin America has seen more rapid advances in the development of microfinance than
any other region in the world. Today there are hundreds of institutions that specialize in
microfinance, plus a growing number of commercial banks that seriously target this sector
(Berger 2006). By 2005, microfinance institutions in Latin America served approximately 6
million clients (up from 1.8 million in 2001) and managed more than US$5.4 billion in loans
(up from US$1.1 billion in 2001). Coverage of microfinance is significant in Chile, Ecuador,
and Peru. Microlenders also have performed well in many of the poorest countries, such as
Nicaragua, Bolivia, and Guatemala, where they reach 58 percent, 32 percent, and 22 per-
cent of microenterprises respectively (Navajas and Tejerina 2006).

12. See, for example, Hardy, Holden, and Prokopenko (2003) for a description of how
the availability of debtor information systems combined with scoring technologies has
allowed Banco del Trabajo in Peru to become a commercially viable microfinance institution.
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But microfinance penetration is still minimal in some places.’® In
Colombia, interest rate ceilings are a key obstacle. Elsewhere, monetary
and banking authorities need to innovate, establishing a regulatory frame-
work and prudential norms specific to and appropriate for microfinance
institutions (including regarding capital, loan-loss provisions, and credit
risk analysis and management). Special efforts on the policy and regula-
tory side are critical to support the interest of microfinance institutions in
enabling the poor to save as well as borrow.'* The authorities also should
actively promote the modernization of debtor information systems (credit
bureaus), with special emphasis on broadening their coverage to include
debtors of both financial and nonfinancial institutions, improving the
quality of information, and making the information accessible to bank
and nonbank creditors (box 5-1). Examples of good practices in the region
should be adopted more widely.

SMEs

As is the case for microenterprises, success for small and medium-size
businesses requires that the best, most competitive among them be able to
grow—from small to medium size and from medium size to large.
Growth, in turn, requires that they have better access to credit at a rea-
sonable cost.

But access to credit for SMEs continues to be a largely unsolved prob-
lem in Latin America, even in the countries that have made significant

Credit scoring is an automated statistical technique used to screen loan applicants. It involves
analyzing a large sample of past borrowers to identify the characteristics that predict the like-
lihood of default. Scoring systems usually generate a single quantitative measure (the credit
score) to evaluate the credit application (De la Torre, Gozzi, and Schmukler 2007b).
Schreiner (2003) and Salazar and others (2003) present an overview of how scoring works
and its application to microfinance.

13. Microfinance has been far slower to develop in larger countries such as Brazil, Mex-
ico, Colombia, Argentina, and Venezuela, where the majority of the region’s poor live and
where more than half of all microentrepreneurs are based. In Mexico and Colombia, micro-
finance institutions reach 12 percent and 7 percent of microenterprises respectively. In Brazil
and also in Venezuela, microfinance penetration is less than 2 percent; in Argentina, it is less
than one-third of 1 percent (Navajas and Tejerina 2006). See also the analysis in Christen
and Miller (2006).

14. Roodman and Qureshi (2006) points out why microfinance institutions have tended
to expand in lending services more than in providing the financial service of savings and
other deposits.
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BOX 5-1. Microfinance Expansion

In Latin America—more than in Africa and Asia—microfinance has become
self-sustaining and profitable. Several microfinance institutions (MFIs) take
deposits as well as make loans, and many are able to borrow from banks or
have guarantees from banks that enable them to lend. What has worked for
MFIs in Latin America? We highlight the following three key contributors:

First, scoring technologies have played a crucial role in reducing costs,
even where the contractual environment is deficient. Hardy, Holden, and
Prokopenko (2002) describes how the availability of debtor information sys-
tems (credit bureaus) combined with scoring technologies has allowed
Banco del Trabajo in Peru to become a commercially viable microfinance
institution. Schreiner (2003) presents an overview of how scoring methods
work and their application to microfinance. Encouraging the adoption of
new technologies has allowed microlenders to reach the needed scale and
to standardize their products.

Second, the establishment and continuous modernization of credit
bureaus through legal and regulatory changes as well as through the cat-
alytic role of public policy have also been critical. The credit information
systems in Brazil, Chile, Argentina, and Peru fare the best." Credit bureaus
that disseminate information on debtors (positive as well as negative) allow
new entrants to build a credit record and its associated “reputation collat-
eral” and help drive down the costs of debtor screening and monitoring.2 In
order to facilitate transparency and arm’s-length lending, the regulatory
framework must encourage symmetry in making information available to
lenders. Because credit bureaus benefit from economies of scale, public pol-
icy should facilitate cooperation among creditors (in order to avoid exces-
sive fragmentation of the industry) while maximizing creditors’ access to
debtor information and adequately protecting privacy rights.

Third, successful MFIs have adopted adequate risk management policies.
MFIs and banks are high-volume, low-margin businesses that manage high
credit risk. So, as in the case of Calpia Bank in El Salvador, they display sig-
nificantly higher capital-to-asset ratios and have much more aggressive pro-
visioning policies than typical commercial banks.

1. Most Latin American countries have well-established, good-quality public and private
credit registries in which most banks participate. Factors like the absence of laws restricting
information sharing within the financial sector, increased foreign investment in credit reg-
istries, and the long-time use of this tool in the retail sector help explain advances in the sec-
tor since the 1990s. Brazil’s SERASA is the largest Latin American credit registry, with annual
sales close to US$150 million. (The country’s extensive chamber of commerce network oper-
ates a credit registry and bad-check list on a state-by-state basis.) Argentina and Chile also
have strong private credit registries. As in other developing regions, the consumer side of
credit registries appears to be more developed than the small business side.

2. Evidence in Djankov, McLiesh, and Shleifer (2007) suggests that credit registries have a
positive impact on firms’ access to bank finance, especially in poorer countries. See also IDB
(2005) and Love and Mylenko (2003).
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progress toward developing more resilient financial systems.!* Part of the
problem is that SME lending relies on local legal, information, and judi-
cial systems, which are inadequate in most Latin American countries.
Other forms of credit contracts, such as consumer loans and even
microloans, have expanded more quickly, presumably because they rely
less on the quality of financial statements and on local institutions for con-
tract enforcement and because scoring techniques and credit bureaus
appear to suffice for managing lender risks. As firms grow and become less
homogeneous, however, scoring methods become less applicable and the
relevance of financial statements, collateral laws, bankruptcy regimes, and
judicial processes rises.'® Because entering the SME lending business
implies high fixed costs, banks move only reluctantly into this sector—and
then only when other lines of business have been fully exploited. Moreover,
in the absence of visible improvements in the contractual environment,
even the modernization of credit bureaus, which helps microfinance, may
have less impact on SME lending, because banks that invest in finding and
building relationships with SMEs will avoid sharing with other banks the
information that they gain about individual firms.!”

For decades Latin American governments have tried to redress the
poor access of SMEs to credit by creating public banks that made loans
to this sector at below-market interest rates. But those banks have often
been plagued with problems of governance and political interference. The
resulting poor loan origination and collection practices, exacerbated by
political pressure to grant debt forgiveness, in many cases led to recur-
rent claims on government budgets.!® The banks’ subsidized interest

15. Even in successful corporate bond markets like Chile’s, access to financing is highly
segmented. Between 2000 and 2003, 100 percent of all the corporate bond issues in the local
stock market went to larger firms. In Argentina and Mexico in 2004, the top ten companies
accounted for more than 70 percent of trading in domestic stock markets; in Brazil, Chile,
and Peru, the ten largest firms accounted for roughly 50 percent of total stock market value
traded that year (De la Torre, Gozzi, and Schmuckler 2007b). See Beck and De la Torre
(2007) and De la Torre, Gozzi, and Schmukler (2007b) for a discussion of conceptual issues
in access to finance.

16. See Beck and Levine (2005) for evidence on the impact of contractual and legal envi-
ronments on financial depth.

17.1IDB (2005) suggests that in Latin America (especially in medium-size markets) banks
may be unwilling to disclose information on small business clients, at least not immediately,
even if that would reduce their risk.

18. For example, in 2001 the Brazilian government absorbed the nonperforming loan
portfolios of two public banks (Banco do Brasil and Caixa Economica Federal) at a net cost
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rates, furthermore, all too often favored rich and politically connected
borrowers. By distorting price signals and incentives, subsidized credit
programs probably slowed the creation of new small businesses and
accentuated their disadvantages vis-a-vis large firms.!

In addition to ongoing improvements in debtor information systems
and the diffusion of scoring techniques for evaluating smaller firms (see
box 5-2 for the indirect effects of continued strengthening of the overall
financial system),? key policies to encourage development of the SME
finance sector include

improving the institutional infrastructure that backs credit contracts:
securing the legal rights of creditors, in terms of both executing guar-
antees and implementing timely corporate bankruptcy proceedings;
securing the judicial and nonjudicial processes for contract enforce-
ment; and strengthening titling and property registries.?!

of about 6 percent of GDP. And in Mexico the government had to recapitalize Banrural (now
Financiera Rural), a development bank providing financing to the rural sector, with more than
US$1 billion in 1999, even after having significantly downsized its operations in previous
years. See De la Torre, Gozzi, and Schmukler (2006). For further discussion of the role and
record of public banks in Latin America, see IDB (2005) and Levy-Yeyati, Micco, and Panizza
(2007, forthcoming).

19. Many state-owned banks have since become private, and often taxpayers are stuck
with financing their losses, as governments assumed their debts. And little has arisen—either
in banking or in debt or equity markets—to take their place.

20. Developing small business credit-scoring technologies would help in evaluating risk
more efficiently and act as an effective account management tool. Evidence that doing so
might be feasible in Latin America is provided in Miller and Rojas (2005). In the United
States, FICO (Fair Isaac Corporation, the best-known credit score model in the United
States) provides some 350 lenders with a highly developed set of credit-scoring models based
on information on both small businesses and their owners. FICO contributes to approxi-
mately 900,000 lending decisions a year, considerably reducing loan processing time and
costs. See also Berger and Frame (2007) on small business credit-scoring models in the
United States.

21. Loan contracts are not enforced effectively in Latin America. Laws and judges tend to
have an unduly pro-debtor bias in disputes, making it excessively costly for creditors to
recover collateral in cases of default. In most of the region, titling and property registries are
weak and poorly managed, which makes it difficult for creditors to establish the priority and
seniority of their claims (IDB 2005; IFC 2006; World Bank 2006c¢). Countries that have
implemented titling reforms perform better than those that have not; but there is still a long
way to go if the region is to achieve international standards (see ILD 2006a-2006¢). Djankov,
McLiesh, and Shleifer (2007) finds that both better creditor rights and the presence of credit
registries are associated with a higher ratio of private credit to GDP, controlling for total
GDP, per capita income growth, and contemporaneous inflation. The study shows that pri-
vate credit rises following either improvements in creditor rights (especially in the case of
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BOX 5-2. AsSecurities Markets Grow

Broadening SME access to financing requires more than a single-minded
focus on a particular type of credit product or financial entity. Policies to
promote access must take into account the overall functioning of the finan-
cial system. For example, while it is unrealistic to expect institutional
investors (for example, pension funds) and securities markets to become the
main source of direct financing to SMEs, the development of securities mar-
kets—especially debt markets—and the institutional investor base is
nonetheless crucial to generate the indirect effects needed to improve the
overall availability of financing for SMEs. In effect, as securities markets
grow, they will attract the larger and blue-chip corporate clients away from
banks, thereby forcing banks to move down market and seek new business
by lending more to SMEs." To be sure, expectations have to be tamed to the
extent that the development of centralized securities markets depends sig-
nificantly on liquidity, economies of scale, and network externalities, which
can be very difficult to achieve in small emerging markets.

1. De la Torre and Schmukler (2004) outlines challenges in the development of securities
markets for small emerging economies.

facilitating the use of movable collateral (for example, accounts
receivable, future wage earnings, livestock, machinery, and invento-
ries); changing the legislation and civil codes on pledges and guar-
antees; modernizing the registries for movable assets; and stream-
lining the mechanisms for repossession of collateral.??

developed countries) or the introduction of credit registries (in the case of developing coun-
tries). Evidence in Haber (2006) suggests that in Mexico, weak contract rights and property
rights are key explanatory variables for the low levels o f credit offered by Mexican banks.
22. In most countries, the requisites demanded by financial institutions for granting credit
and accepting collateral remain very complex and costly. The process of establishing collateral
and obtaining credit can take sixteen months and cost about US$3,500 in Guatemala; in
Colombia it takes more than three years and costs around US$1,800 (ILD 2006b, 2006¢). Peru
has recently implemented a centralized collateral registry, which began operating in May 2006,
as part of an effort to broaden access to credit. In Mexico, reforms in 2000 provided for the
creation of a federal public registry of commerce on movable property, but collateral registries
continue to be run by the states, with each state deciding how to operate the registries and how
much to charge in taxes and duties, with no links among them. The process of converting reg-
istries to electronic access has been very slow; in some states security agreements still are man-
ually transcribed on paper. Mexico has a law providing for out-of-court enforcement, but
creditors cannot enforce a nonjudicial order if the debtor opposes it. Moreover, the debtor is
likely to successfully challenge as unconstitutional any out-of-court enforcement action,
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enhancing minority shareholder rights as well as improving account-
ing and disclosure practices. Both are of special relevance if firms are
to break the size threshold by issuing equity and debt securities in
local and international markets.?®

instituting a set of policies designed to encourage diversification of
financial intermediaries and products: removing legal, regulatory,
tax, and other obstacles to the development of factoring and leasing,
which are key sources of working capital and investment financing
for small and medium-size businesses;?* promoting competition in
credit markets by, for instance, allowing the entrance of non-deposit-
taking credit institutions—such as the Sociedades Financieras de
Objeto Limitado (Sofoles) in Mexico; and facilitating, through suitable
regulations, the establishment of bridges between credit institutions
and institutional investors (mutual funds, pension funds, and insur-
ance companies).?> Governments might also consider encouraging
reciprocal credit guarantee agreements to increase the availability of
credit to small businesses. In such agreements, lenders share loan
decisions and monitoring with agents who are in a better position to

regardless of the terms of the original contract. In the end, both parties often end up in court
anyway (World Bank 2006c; IMF 2007d). Brazil faces some of the same challenges as Mex-
ico in facilitating the use of collateral (see IFC 2006).

23. Market participants in most of the medium-size and larger Latin American countries
typically consider bond or equity issues of less than US$50 million unlikely to whet the
appetite of large institutional investors, in part because smaller issues would not generate
sufficient secondary market liquidity to enable orderly exit. This sort of size threshold for
new issues is also needed to spread out the transaction costs of issuing, as discussed in Zer-
vos (2004). However, $50 million is a hefty sum in relative terms for many Latin American
countries. It is, for instance, a multiple of the capital of most of the corporations within Latin
American countries and, hence, is a threshold that leaves only a handful of firms eligible to
participate through securities issuance in the local, centralized stock exchanges.

24. For a discussion of factoring markets and the possible role of government policy, see
De la Torre, Gozzi, and Schmuckler (2006) and Klapper (2006). Argentina is promoting
markets for invoice factoring through changes in the country’s legal and regulatory frame-
work. Some of the legal steps necessary include allowing and protecting the transfer of
invoices from small businesses to financial agents, establishing clear procedures to enforce
the buyer’s payment of invoices, and strengthening the creditor rights of factoring agents vis-
a-vis the borrowing firm (IDB 2005; Bakker and others 2004).

25. In this connection, the Latin American Shadow Financial Regulatory Committee (2004)
recommends that countries fix their regulatory framework to allow for the emergence of mutual
fund-style institutions (for example, by defining responsibilities vis-a-vis shareholders, capital re-
quirements, and so forth) whose assets are a diversified portfolio of loans to SMEs and whose
liabilities are shares owned by institutional investors that can be traded in the secondary market.
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observe borrowers’ effort or who have privileged information on or
leverage over borrowers.2

focusing on new reform strategies for development banks. Most
important are reforms aimed at separating subsidies from financing.
Subsidies in the form of below-market interest rates fuel misalloca-
tion of resources and mismanagement of risks and stifle the develop-
ment of private markets. Promoting market-based and sustainable
broadening of access for underserved sectors requires new and inno-
vative instruments, such as technical assistance, matching grants,
and special programs to modernize financial market infrastructure.
In Mexico, the promotion by Nacional Financiera (NAFIN) of an
Internet-based market for SME receivables discounting is a good
example of a development bank playing a market-friendly role.?”

The policies suggested above concentrate largely on improvements to
the contractual and informational environment that can unblock credit to
SMEs. These policies, while important, are of course not sufficient. In par-
ticular, they cannot by themselves give rise to high-quality entrepreneur-
ship, profitable projects, and investment optimism in the SME sector.
These latter ingredients are even more important, in the sense that they
alone could unleash adequate financing to SMEs even where weaknesses
remain in the contractual environment.

Reducing Other Costs of Doing Business

Latin American SMEs, compared with their peers in advanced economies,
have limited access to information and technology. Incomplete information

26. See Llisterri (2006); Llisterri and others (2006); and Malhotra and others (2006) for
further discussion.

27. In Mexico, NAFIN, a development bank, created an Internet-based system to pro-
vide factoring services to SMEs, ameliorating information problems, reducing transaction
costs, and fostering competition among financial institutions. The system works by creating
chains between buyers (large creditworthy firms) and their suppliers. Large buyers post the
receivables into the system, preventing fraud. All financial institutions can bid to factor a
specific transaction; the electronic platform allows wider participation, especially of smaller
regional banks. Since the start of the program in 2001, NAFIN-supported market infra-
structure has brokered more than 1.2 million factoring transactions (98 percent by SMEs).
For more details on this case, see De la Torre, Gozzi, and Schmukler (2006). The study by
De la Torre, Gozzi, and Schmukler (2007b) discusses the potential for market-friendly gov-
ernment interventions and examines a number of case studies, including that of NAFIN.
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and uncertainty, together with practical difficulties caused by weak prop-
erty rights in appropriating the gains from innovative effort, make these
enterprises reluctant to invest in learning and innovation. Most countries
have a long history of government programs that offer management and
technical support for small and medium-size enterprises. But frequently
such public programs have been of poor quality, being excessively supply-
driven and failing to focus on the new and changing needs of small busi-
nesses.?® A number of countries have expanded private sector participation
in the design, implementation, and evaluation of SME support programs,
with some positive results (see box 5-3). In Brazil and Chile, for example,
small businesses are increasingly required to share the costs of the services
that they receive. These are steps in the right direction.
Here are two additional specific steps:

First, a major “spring cleaning” of government red tape—regulatory,
tax, and bureaucratic intrusions—that affects small enterprises. Much
of the bureaucratic nuisance that hinders SME development stems
from regulations that have lost relevance but continue to be embod-
ied—often unconsciously—in the inertia of administrative habits.?’ A
high-level independent taskforce, with members from outside the gov-
ernment, can lend credibility and prestige to such a spring cleaning.

28. World Bank (2004a) highlights the excessive number of uncoordinated and overlap-
ping support programs for small businesses in Argentina. With a few exceptions, programs
showed low coverage and poor outcomes. Whether federal, provincial, or municipal, most
suffer from insufficient strategic vision and coherence. There is also a lack of adequate mon-
itoring and assessment mechanisms, making evaluation of cost effectiveness and impact very
difficult. In Mexico, the number of firms participating in the largest public SME support pro-
gram (which provides training services on a cost-sharing basis) fell sharply from about
94,000 firms in 2001 to 7,000 in 2005 because of the program’s budget cuts and low effi-
ciency (overhead figures were close to 60 percent). Among participating firms, the impact of
the program on firm productivity was minimal (World Bank 2006d). See also Lopez-
Acevedo and Tan (20095) for further discussion and evaluation of Mexico’s SME programs.

29. Colombia has made significant progress in reducing red tape by means of interinsti-
tutional coordination, simplification of existing procedures, and technological strengthen-
ing of government agencies. By mid-2006, hundreds of bureaucratic procedures had been
simplified and dozens eliminated. Almost all formalities for starting a business in Colombia
can now be completed in one day at one of the Centros de Atencién Empresarial, which are
established and managed by the Confederation of Chambers of Commerce and local gov-
ernments. The process previously took from fifty-five to sixty days and involved seventeen
separate procedures. Costs of starting a company have fallen by up to 75 percent for
microenterprises and small businesses (Castro Forero 2007). See also Sislen and others
(2007) for progress in reducing red tape in Lima, Peru.

87



88

FAIR GROWTH

BOX 5-3. Competitiveness and Innovation for Small
and Medium-Size Enterprises

Argentina’s Rafaela-Esperanza Enterprise Development Center (Centro de
Desarrollo Empresarial) is part of a new generation of government-spon-
sored business development services—with the government program as
intermediary. Rather than provide services directly to businesses, the public
agency arranges for businesses to use consultants selected through competi-
tive bidding. Small businesses pay some of the cost—not necessarily the full
cost, but enough to ensure that they are committed to using the advice that
they buy. The program combines reliance on private consultants with the
recognition that small businesses need some subsidy if they are to get the
best technical advice.

To improve the export performance of small and medium-size enter-
prises, Argentina’s Business Restructuring Program for Exports (Programa de
Reconversion Empresarial para las Exportaciones) departed radically from
the traditional (failed) export promotion programs. Using a US$27 million
grant from the government, it required individual firms to pay half the cost
of consultants and other services of approved projects. The projects were
chosen and the program managed by a private operator, selected by inter-
national tender. Between 1996 and 1999, the program attracted close to
1,000 clients; the number of approved projects exceeded expectations,
despite economic uncertainties in Argentina’s main export market, Brazil.

1. In total, the program attracted 967 clients (the goal was 900) and approved 1,089 pro-
jects. Close to 30 percent of the participating firms increased their export markets, and 32
percent increased the number of exported products. It has since ended, due to a combina-
tion of neglect and interference from the public agency that provided partial financing.
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Paraguay’s Voucher Training Program for Microbusinesses (Sistema de
Bonos de Capacitacion) was initiated to remedy past failures in financing
microenterprise training. Program beneficiaries (who ran microenterprises
of just a few employees) received publicly funded vouchers. They used them
to help purchase training and other services from prequalified private sup-
pliers, who then redeemed the vouchers for cash when a trainee completed
the course. Vouchers were valued at approximately U.S. $20 each, which cov-
ered up to 60 percent, on average, of the total cost of each course. Courses
offered by private providers were evaluated by the participants and the
results were made publicly available, allowing interested microentrepre-
neurs to make an informed choice of providers. The program helped create
a market for private training: by increasing microentrepreneur’s buying
power, it encouraged training institutions to compete to attract clients.
Between 1995 and 1997, more than 14,000 vouchers were distributed
through the program, and many microentrepreneurs continued to pay for
the courses in full after termination of the voucher program. The number
and diversity of service providers rose markedly. Managed by an indepen-
dent contractor, the program avoided problems common to this type of ini-
tiative when managed by governments, such as failure to reach the
beneficiaries most in need, inappropriate services, and abuses of the support
offered. Ecuador and Bolivia have implemented initiatives that build on
Paraguay’s voucher experience.

Sources: Ventura (2003, 2001); Goldmark (2006); Angelelli and Solis (2002); Oldsman (2000);
and Addis Botelho and Goldmark (2000).
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Second, government promotion of clusters and productive chains,
especially where comparative advantages are obvious and perhaps
also where government smart signaling (for example, through
strategic investment in infrastructure and human capital) can
“crowd in” private investment and enthusiasm. That would help
small businesses identify and gain access to new opportunities.3
Policy tools to promote clusters and chains could include a judi-
cious use of matching grants, which can improve small enterprise
access to the markets for technical and professional services and, at
the same time, foster the development of such markets.?! While this
requires a degree of pro-market activism on the part of the govern-
ment, it is a far cry from the old-style industrial policy of “picking

winners.”32

30. Empirical evidence shows that in both developed and developing countries, when
small firms are located in clusters they often are able to overcome some of the major con-
straints that they face, including lack of specialized skills and difficulty in accessing tech-
nology, inputs, market information, credit, and external services. Linking into clusters and
value chains also offers an opportunity to access larger and foreign markets (Pietrobelli and
Rabellotti 2006; Pietrobelli, Rabellotti, and Giuliani 2006). On the successful cluster of
salmon farming and processing businesses in southern Chile, see Maggi Campos (2006).
Gomes (2006) examines the case of small fruit exporters in three parts of Brazil who have
managed to meet the rising demand of global markets through different strategies and lev-
els of association with the public sector.

31. In general subsidies should go to the firm demanding the service, with participating
private firms sharing substantially in the costs of contracting for consulting, technical, and
professional services. Service contracting should be demand-driven to ensure the supplier
firm’s commitment to quality. Even the overall administration of the program can be sub-
contracted to a specialized private firm. Subsidies also can be used to encourage SMEs to
cofinance training of workers.

32. See Recart (2005) on the success of Fundacién Chile in fostering innovative business
development in key Chilean clusters.



Protecting Job Mobility
and Workers’ Rights

ainful, productive employment is crucial to enhancing equity and

income growth and to reducing poverty.! But its importance goes

well beyond that, making employment a legitimate policy concern in

its own right, not just a means to other ends. Productive employment
is not only about income. It is also about human dignity and a place in
society.

In Latin America jobs and the labor market were not part of the reform
agenda of the 1990s, and little progress has been made in this area com-
pared with others (see figure 6 in our Introduction). Surprisingly, neither
jobs nor wages were part of the political discourse in the 1990s. Yet recent
surveys of attitudes indicate that lack of jobs and low wages are the main
concerns in the region—ahead of crime and other social problems (figure
6-1).2 That is not surprising. Unemployment rose in the 1990s (figure 12
in the Introduction), and only 50 percent of workers are employed in the
formal sector (table 6-1).

Labor markets in the region, though highly regulated (figure 6-2), fail to
protect the great majority of workers.?> Regulation focuses on job security

1. Krugman (1994) singles out productivity, employment, and income distribution as the
three things that matter most in economics.

2. See also Latinobarémetro (2003, 2004, 2005).

3. The exceptions are Chile and, by some measures, Uruguay. Mandatory transfers to
workers are low in Uruguay, but the total cost of labor regulations is still relatively high—
well above that in Chile and most developed countries, mostly because of high payroll taxes
(social security contributions) (Botero and others 2003; Heckman and Pagés 2004).
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FIGURE 6-1. What do you consider to be your country’s most
important problem?

Unemployment

Crime/public security

Poverty/inflation

Political problems/terrorism

Health/education :|
1 1 1 1

0 5 10 15 20 25

Percent of respondents, 2006

Source: Latinobarémetro (2006).

(for example, mandating certain forms of severance pay), not on rights of
association or collective bargaining that would allow workers to negotiate
directly with employers. Inflexible labor rules and practices discourage
worker mobility and undermine the creation of productive employment in
the formal sector.* Jobs and wage income are insecure—especially for the
large majority of young, female, and unskilled workers. Training financed
by employers benefits only the small percentage of workers who are more
educated and skilled.’ There is little or no public support during spells of

4. Labor rigidities became even more binding with the loss of real wage flexibility in the
1990s, as the policy crutch that inflation had (ironically) provided disappeared.

5. Surveys by the IDB and World Bank in 1999-2000 show that three of four Latin Amer-
ican firms provide training for workers, a percentage not that different from those in the
United States and Canada. As in the United States and Canada, in Latin America more edu-
cated and skilled workers receive more training for longer periods. The difference is that the
percentage of educated workers in the labor force is much higher in the United States and
Canada, so a bigger share of the labor force ends up trained than in Latin America. Also, in
Latin America a much smaller share of the workforce is employed in the kind of firms that
provide training (IDB 2001; Duryea and Pagés 2002; World Bank 2006e).
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TABLE 6-1. Structure of Urban Employment in Latin America,
1995-2005

Percent
1995 2000 2004 2005
Informal sector 50.1 48.6 49.2 48.5
Self employed? 26.2 25.4 25.7 25.1
Domestic service 6.5 6.3 6.4 6.3
Microfirm® 17.4 17.0 17.2 17.0
Formal Sector 49.9 51.4 50.8 51.5
Public sector 13.2 12.8 12.8 12.8
Private firms¢ 34,7 36.4 35.8 36.5
Self employed 2.0 2.2 2.2 2.3

Source: ILO (2006).

a. Includes self-employed workers and workers with no pay.
b. Includes employers and salaried workers.

. Includes businesses with 6 or more employees.

FI1GURE 6-2. Index of Labor Market Rigidity?
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unemployment because few countries have society-wide unemployment
insurance schemes.® Overall, fewer workers today are covered by full-
benefit contracts (around 40 percent) than at the beginning of the 1990s.”
Open unemployment remains high (figure 12 in our Introduction). A large
informal sector in which labor productivity is low and workers lack min-
imal protection and benefits persists everywhere.® Labor laws and regula-
tions are often ignored by employers and employees alike because they are
obsolete and incompatible with the dynamics of today’s markets. And the
plethora of rules is such that even sensible regulations—say, on occupa-
tional safety—cannot possibly be enforced by ill-staffed labor ministries.

Ironically, severance payments—the insurance mechanism of choice in
Latin America—are a costly regulation for workers. Applying only to

6. Five countries in Latin America have functioning unemployment insurance programs:
Argentina, Brazil, Chile, Ecuador, and Uruguay. Where they exist, such programs do not
work very well. Coverage is limited to workers with regulated, tax-paying contracts. More
than 30 percent of government spending on unemployment insurance in the region goes to
the richest quintile of the population; less than 10 percent is directed toward the poorest
quintile (Perry and others 2006; Goiii, Lopez, and Servén 2006). The level and duration of
benefits are low compared with those in more developed countries, and unemployment
insurance systems generally lack any connection with training programs or national employ-
ment services (IDB 2004a).

7. ECLAC (2006b). In Mexico (1990-2001) and Argentina (1993-2001), more than 60
percent and 80 percent respectively of the unemployed who found jobs did not receive social
security benefits in their new jobs (IDB 2004a).

8. The informal sector tends to act as a cushion (given the absence of unemployment
insurance) that expands with the loss of formal sector jobs. Uncertainty and weaknesses in
labor contracting have been associated not only with a large informal sector but also with
the increased irrelevance of labor market regulations in the formal sector. Even when unen-
forced, unrealistic regulations are perceived as a threat that can cause firms to go informal.
Informal sector employment now constitutes half of all nonagricultural employment in the
region. In the United States in the early 2000s, the informal sector accounted for about 8.8
percent of the labor force (ILO 2006; Angelelli, Moudry, and Llisterri 2006). Informality is
particularly widespread among the poor. IDB (2004a) estimates that 60 percent of working
members of the poorest 40 percent of families in Latin America work in the informal sector.
In Colombia, available estimates put overall informality at about 61 percent of the labor
force, but that estimate rises to 91 percent of the poor (Departamento Nacional de
Planeacion, cited in Lindert, Skoufias, and Shapiro 2006). Recent studies suggest that the
region’s informal sector is very heterogeneous, with an upward tier of largely voluntarily
informal workers (including most self-employed and some informal salaried workers) and a
smaller lower tier for which the sector functions as a safety net. See Maloney (2004); and
Perry and others (2007b). But even if voluntary, informal employment (including work in
very small firms or self-employment) usually reflects low average productivity and wages
(Perry and others 2006; IDB 2004a; Saavedra 2003).
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those covered by full-benefit contracts in the formal sector, they are unre-
alistically generous, leading employers to find ways to avoid paying them.
The result is less job security because employers often fire employees
before severance payments are vested or become too onerous. There is lit-
tle incentive for job creation; rather than accept the regulatory burden and
risks of hiring new permanent workers, employers invest more in labor-
saving capital equipment.’

In the 1990s, many countries (for example, Argentina, Peru, Colom-
bia, and Brazil) introduced temporary and fixed-term employment con-
tracts with no benefits or incentives for training as part of half-hearted,
partial reforms to address labor rigidities. These are classic second-best
measures: they probably are an improvement but they have perverse
effects that have not yet been measured, such as reducing incentives for
employer-financed training and increasing wage gaps between protected
and temporary workers in the long run.'°

Labor market reform has no doubt been politically difficult. The idea
of deregulation and greater “flexibility” is highly inconsistent with the
pre-1980s social contract based on industrial sector job protection, and
in most countries an alternative safety net of unemployment and health
benefits for unemployed workers and their families barely exists. But
governments can no longer ignore the “jobs” problem. Lagging labor
reform may already have cost countries a great deal by undermining the
equity effects of other structural reforms in the region, as discussed in the
Introduction.

9. Heckman and Pagés (2004, 2000) find that severance pay in Latin America has neg-
ative and high negative effects on employment, mainly for younger and less experienced
workers. In Argentina, Pessino (2001) estimates that in 1999-2000 severance payments and
advance notice layoff costs represented between 6 percent and 7.5 percent of firm payroll
costs (excluding additional litigious expenses that may come up when layoffs occur).

10. IDB (2004a). Overall, temporary contracts accounted for most of the recent rise in
formal wage employment in the region—only 4 percent of the jobs created between 2002
and 2005 came with a permanent contract (ECLAC 2006a). In Mexico, 62 percent of the
increase in formal employment (covered by the Mexican Social Security Institute) in 2005-06
was accounted for by temporary contracts (which increased by 26.2 percent); only 38 per-
cent corresponded to permanent contracts (which were up by 2.8 percent). In Colombia, the
rise in seasonal employment (6.7 percent between January and September of 2006)
accounted for all of the increase in manufacturing employment (2.1 percent); the level of per-
manent employment in the country fell by 1.5 percent in the same period (ECLAC 2006¢).
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Latin America’s rigid labor laws and regulations are obsolete and
incompatible with the dynamics of today’s markets. In a global economy,
creative destruction is the norm. Creative destruction—the process in the
market economies whereby new, better companies are allowed to topple
old, less competitive ones—creates new opportunities, promotes effi-
ciency, and generates prosperity. But it also triggers an enormous degree
of job instability and dislocation. Many new jobs are created, but many
also are destroyed. The cost of being competitive in a global economy is,
in short, some job insecurity and dislocation.

Those who lose their jobs are not always those who can easily find a
job that has equivalent wages and benefits. That fact naturally creates an
incentive for uncompetitive businesses to ally with workers demanding
more job security and protection from the creative destruction process.!!
The way to avoid such a reaction is to make job changes easier for work-
ers and to soften the blow of dislocation with a reasonable package of
temporary unemployment payments and access to training and additional
education for displaced workers. Developed countries instituted unem-
ployment insurance when they were much poorer than they are today and
not much richer than some countries in Latin America now. Unemploy-
ment insurance may not be the top priority in the poorer countries of Cen-
tral America or in Bolivia and Paraguay. But there is a wider range of
policy options that include facilitating the portability of pension and other
benefits; protecting collective bargaining; and providing minimal tax-
financed income security to workers without jobs. For example, govern-
ments could establish emergency programs like Argentina’s Trabajar (see
chapter 3) and subsidize firms to upgrade workers’ skills through on-site
apprenticeships for unemployed youth (box 6-1).12

The real challenge for governments is to go beyond “deregulation” and
“flexibilization” to adopt a proactive stance that focuses on creating new

11. Rajan and Zingales (2004) argues that the group of opponents formed by workers
tends to surface during economic downturns. Those who have lost out in the process of cre-
ative destruction unleashed by markets see no legitimacy in a system in which they have been
proved losers. They want relief; since the markets offer them none, they try the political
route.

12. Evidence suggests that unless workers’ skills are upgraded, integration into interna-
tional markets would increase wage disparities in the region, probably because capital tends
to substitute for unskilled labor but to complement skilled labor.
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BOX 6-1. Linking Work and Education:
The Role of Firms and Governments

Policies and practices crucial to encouraging the constant renewal and
growth of the human capital of the labor force include the following:

Governments: Offer tax incentives to encourage firms to give
scholarships for short-term classroom training and on-site appren-
ticeships, particularly for unemployed youth. Scholarship stipends
should be set low enough to avoid discouraging recipients from
searching for jobs.

Firms: Create jobs that allow young people (sixteen years of age and
older) to work and attend school at the same time. That would offset
the pressure to leave school in bad times to compensate for a decline
in household income and in good times to take advantage of a
booming labor market. It would also be an effective way for firms to
recruit highly qualified youth for potential full-time employment. Legal
or regulatory changes might be necessary to allow special contracts for
young people who attend school—featuring flexible hours, below mini-
mum wages, and greater ease of firing or quitting. To avoid cheating,
school attendance should be required in youth training or apprentice-
ship programs.

jobs rather than protecting old ones and encourages individuals to prepare
for job mobility throughout life rather than seek job permanence. A proac-
tive stance also involves simplifying the legislative and regulatory frame-
work in order to enable better enforcement and redefining the role of the
labor ministry.!® The function of the ministry would shift from making
unrealistic attempts to enforce regulatory minutiae toward disseminating
information (for example, on economy-wide productivity changes to help
guide wage negotiations), setting broad standards (say, for occupational
safety), and protecting a fair contracting environment for individuals and
for unions.

13. Most Latin American countries have ratified most of the basic labor standards
embodied in International Labor Organization conventions: free association, the right to col-
lective bargaining, minimum working age, the prohibition of forced labor, and the prohibi-
tion of discrimination.
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Specific policies to strengthen workers’ rights include

Protecting workers’ rights of association and encouraging collective
bargaining (covering wages as well as work conditions) at the firm
level, within sector- or economy-wide guidelines.'* Providing flexible
guidelines for negotiation and conflict resolution. Raising penalties
for illegal anti-union practices and easing regulations that discourage
the creation of unions within firms. At the same time, establishing
regulations that emphasize transparency and accountability in labor
unions, including public sector unions, to ensure that unions are
democratic and corruption free.! Supporting training programs for
union leaders on emerging demands of their members—such as issues
pertaining to women in the workplace—and education programs for
union members on their rights and obligations.

Ensuring that the law does not prohibit flexible hiring arrangements.
Laws should allow employment contracts for hourly, part-time, and
seasonal employment. These contracts should have adequate social
protections, proportional to that in the law for open-ended con-
tracts, to prevent large-scale substitution of workers with new con-
tracts for workers with full-benefit contracts.

To increase labor mobility while reducing uncertainty for workers,
governments should aim to empower workers to adapt to economic
change, succeed in multiple career paths, and choose periods of self-
employment.'é Policy approaches include

Certification of skills based on national standards. In Mexico, a system
for certifying skills provides a bridge for workers between training and

14. Public sector unions in the region (for teachers, health workers, public enterprise
workers) are strong in most countries, although often their leadership is more politically
ambitious than is consistent with their members’ interests. We refer here primarily to unions
representing private sector workers.

15. Often the product of old, highly centralized systems for delivering public services,
public sector unions (for teachers, health workers, public enterprise workers) have become
an obstacle to privatization and political decentralization. While they often lack democratic
structures, their militancy and political power bring their members job stability and other
benefits, sometimes at the cost of other socially desirable public spending.

16. In addition to the ideas listed here, see emergency employment programs in chapter
3 of this volume.
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jobs and from jobs back to formal education. It also requires a
stronger partnership between the public and private sectors to bet-
ter disseminate updated information on job vacancies and to
develop effective job-search assistance programs.

Pension, health care, and other benefits that are portable across and
between jobs (see box 6-2 on Chile’s program).!” Developing the
financial system to enhance workers’ capacity to manage savings
throughout their life would contribute much to achieving that goal.
In the more advanced economies in the region, a system of unem-
ployment insurance (in lieu of high severance payments) that covers
all workers in regulated contracts. The system can be built on a par-
tially self-financed program of mandatory employee and employer
contributions to individual accounts, which can be rolled over into
retirement funds, as in Chile.!® Both individual accounts and collec-
tive insurance can be combined within the system to widen coverage
and limit adverse effects on work effort.!

Creation of health insurance, unemployment insurance, and pension
systems for informal sector workers.?’ Spain has had success in
implementing programs in these areas for the self-employed.?!

17.In Chile, Bolivia, Costa Rica, El Salvador, and Peru, structural reforms have allowed
governments to consolidate disparate systems, making pension portability possible (Mesa-
Lago 2005).

18. For further discussion on Chile’s unemployment insurance model, including its
applicability in other developing countries, see Acevedo, Eskenazi, and Pagés (2006) and
Sehnbruch (2006).

19. The Chilean unemployment insurance scheme includes a common fund built with a
portion of employers’ contributions and direct contributions from the state that pays for par-
tial insurance benefits for workers with insufficient funds in their individual accounts.

20. While the goal of reform should be to bring as many people into the regulated seg-
ment of the economy as possible, in the short and medium term many workers and firms
may remain out of the formal economy. It is important to address how to reach this large
segment of the labor force.

21. For more information on Spain’s program see ILO (1999).
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BOX 6-2. Portability in Chile

Chile has pioneered a funded, portable system of individual worker
accounts that can be used for retirement, work injury insurance and dis-
ability, and survivors’ pensions.’ A separate component, a subsidy funded
by the state out of general revenues, ensures a minimum retirement benefit
level to workers with insufficient funds in their individual accounts.? The
system has been a success financially, generating accumulated assets equal
to about 64 percent of Chile’s GDP as of early 2005 and fostering the devel-
opment of financial markets, with spillover effects on foreign investment,
productivity, and growth. The partially self-financed system is also more
equitable and progressive than the old pay-as-you-go system, which in
Chile applied different rates to different groups, depending on their politi-
cal clout.

But coverage under the new system—at around 60 percent of the labor
force—has not increased compared with that under the old system and so
remains a serious challenge. Partly to blame are high job-turnover rates and
high levels of informal employment and self-employment, which provide a
disincentive to save in a plan that is not liquid. (Self-employed workers, who
constitute at least 25 percent of the labor force, are not required to con-
tribute and rarely do.) High and regressive management fees on workers’
private accounts also are a problem.?

1. Other worker-initiated withdrawals are permitted only if the remaining balance in the
worker’s account is large enough to produce a pension that is at least 150 percent of the
minimum pension guarantee and 70 percent of the worker’s average wage over the past ten
years. So far, very few workers have met that requirement.

2. The subsidy is paid to workers who have contributed for at least twenty years to a pen-
sion fund and whose savings have been exhausted. As of mid-2007, a new solidarity pillar was
being debated in the Chilean congress as part of a comprehensive reform package submitted
by the Presidential Advisory Council for Pension Reform that aims at, among other things,
expanding coverage and increasing support to those with lower capacity to contribute.

3. Fees are calculated on gross wages instead of a percentage of the assets managed, as in
developed countries. Insufficient competition also is a concern. There are about six private
pension fund administrators in Chile, and they dominate the financial system.

Sources: Larrain Rios (2005); Berstein, Larrain, and Pino (2006); James, Martinez, and Igle-
sias (2006); Arenas de Mesa (2005); Arenas de Mesa and others (2007); Marcel (2006).



Repairing Rural Markets

ecause today only about 8 percent of GDP in Latin America comes

from agriculture, rural markets may seem less relevant than in the

past.! But nearly 20 percent of the region’s labor force still relies on

agriculture—in Guatemala, Nicaragua, and Honduras, the share is
close to 40 percent—and nearly 40 percent of the region’s poor, some 65
million people, live in rural areas.?

Inefficient rural markets in Latin America limit productivity growth in
agriculture and fail to provide the great majority of rural families with
enough income to cross the poverty line. Facing low incomes and increas-
ingly limited prospects, many rural workers migrate to cities, where they
join the informal, low-productivity workforce. Low incomes in the rural
sector put downward pressure on the wages of unskilled workers in urban
areas. Until agriculture is more productive, urban and rural poverty will
persist.

A dynamic agricultural sector—characterized by high productivity and
income growth—played the key role in the rapid, more equitable growth
seen in South Korea, Taiwan, Thailand, Malaysia, and Indonesia during

1. WDI (2006).

2. WDI (2006) and De Ferranti and others (2005). Agriculture absorbs more than one-
third of the labor force in Paraguay and about 20 percent of the workforce in Mexico, Brazil,
and Colombia (WDI 2006). In Bolivia, Guatemala, Honduras, Nicaragua, Paraguay, and
Peru, nearly 70 percent or more of the rural population lives in poverty (ECLAC 2006a).
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the latter half of the twentieth century.? The agricultural sector was a
source of capital and labor for the manufacturing sector. Resources were
pulled into manufacturing by rising wages and returns, rather than
squeezed out of agriculture by high taxes and stagnant or declining rela-
tive incomes, as in Latin America.*

Progress and Problems

There have been some signs of progress in the region in recent years. Chile
has seen the continuation of the previous decade’s upward trend in agri-
cultural productivity and exports, which has had positive effects on other
sectors and overall economic growth. Brazil also has experienced
increased productivity in its large agro-industrial sector, driven for the
most part by a surge in exports of soy, coffee, and sugar.’ Increasing inte-
gration in international markets has expanded market access for more
competitive sectors in various countries. Guatemala, for example, has seen
rapid growth in nontraditional agricultural exports over the last decade;
in the Cooperative Cuatro Pinos, smallholders have been successful in
exporting fruits and vegetables.é Agricultural producers across the region

3. World Bank (1993).

4. Secure property rights and a relatively equal distribution of land, high investment in
rural infrastructure and education, and limited direct and indirect taxation of agriculture
meant that rural incomes and productivity rose more rapidly in East Asia than in other
regions (World Bank 1993).

5. Since the mid-1980s, Chile has had a highly efficient agricultural sector, the result of
a long history of reform, adequate macroeconomic management, and continued investment
in knowledge and innovation in agriculture. Even after other countries implemented market
reforms in the 1990s, Chile’s agricultural productivity was outstanding compared with that
of the rest of the region (Acquaye and others 2004). More recently, several countries—
including Argentina, Brazil, Peru, and Uruguay in addition to Chile—have seen growth in
agricultural production, reflecting the recent commodity boom and increasing demand and
higher prices for regional exports. Argentina, Brazil, and Uruguay have expanded their farm
exports on the strength of higher prices for soy and its by-products. Some economies were
able to benefit from robust demand from high-performing Asian countries, notably China,
for meat, cereals, coffee, minerals (copper, iron, tin, nickel, and lead) and agricultural raw
materials (ECLAC 2006c, 2004a, 2004b).

6. De Janvry and Sadoulet (2004); Riveros and Santacoloma (2004); Lundy (2006).
Other noteworthy examples include Costa Rica’s decorative plants and tropical fruit
exports; successful exporting to the United States of fruits and vegetables by irrigation farm-
ers in northern Mexico; production of tropical fruits and vegetables for international
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also have benefited from the increase in supermarkets and rising demand
for value-added food products in domestic markets.” The return of macro-
economic stability has helped. In most countries, exchange rate regimes
are no longer a tax on the agriculture sector.

But huge numbers of people in large areas throughout the region are
still engaged in low-productivity agriculture, some despite relatively easy
access to markets and good agro-ecologies. In Nicaragua, half of the
extremely poor population lives in rural areas that are within four hours
of the capital, Managua. In Guatemala, subsistence agriculture still dom-
inates.® Global markets and the rise of supermarkets have so far left small,
less productive farmers in the region further behind.’

markets in northeast Brazil; and recent expansion of palm oil exports from Colombia (De
Ferranti and others 2004; Damiani 2007; Gomes 2006).

7. Domestic supermarkets have emerged as key players in Latin America’s agrifood econ-
omy. Their share in national food retail sales jumped from 10 to 20 percent in 1990 to more
than 50 percent by the early 2000s. Domestic supermarket demand for fruits and vegetables
in the region reached US$24 billion in 2000 while total exports of these products were worth
US$10.5 billion in the same year. Fruits and vegetables, dairy products, and value-added
foods sought after by supermarkets and consumers in rich countries pay better than basic
staples. They also tend not to have such important economies of scale in production, so the
potential exists to increase farm income on a limited amount of land (Reardon and Berdegué
2002, 2006; Berdegué and others 2005).

8. De Janvry and Sadoulet (2004) and Alwang and others (2004).

9. In Colombia and Brazil, the regional impacts of trade liberalization have revealed a
strong north-south differentiation, with the less competitive north generating far fewer
gains than the more productive south (Hewings 2004). Even larger and more sophisticated
farmers hoping to export their products must meet stringent international quality and san-
itary standards. (See Henson 2007 for an overview of the significant capacities required of
agricultural producers to gain access and succeed in high-value nontraditional agrifood
export markets). In domestic markets, small producers have been largely excluded from
the supermarket boom. Supermarkets’ practices regarding quality and safety standards,
cost, volume, consistency, and payment have a big impact on farmers, and small produc-
ers often are unable to compete due to lack of financing, management skills, and access to
relevant technologies. Recent studies show that where medium and large producers are
available to meet the year-round demand of processors and supermarkets (as in the case of
tomatoes in Mexico), small producers are simply excluded. In other situations, a select
group of small farmers, the commercial elite (who, according to evidence, tend to be more
educated, to have more access to transport and roads, and to have greater prior holdings
of irrigation and other physical assets such as wells and greenhouses), are the only small
farmers participating in the modern retail supply channels. Asset-poor small farmers are
left out. The few exceptions in the region tend to involve some type of donor or NGO sup-
port or subsidy. See Reardon and Berdegué (2002, 2006, 2007); Reardon (2006); and
Hazell and others (2006).
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Several factors contribute to pervasive low-productivity agriculture.
One, of course, is the unequal distribution of land itself.’® Government
programs to redistribute land (with compensation to prior owners) have
not worked well—even in Brazil and Colombia, where programs that ben-
efited from extensive technical support financed by the World Bank and
the Inter-American Development Bank have foundered in recent years.!!
An alternative approach is to support development of land markets,
including rental and leasing markets, which in turn requires a big push to
establish clear property rights.

Insecure property rights are a major constraint in most countries, and
they affect the poor disproportionately. Land titling and registering pro-
grams have advanced slowly. In most of the region, less than 50 percent
of farmers who cultivate small and medium-size holdings have legal title
to the land, either because no title exists or because there is no official
record of it. In the early 1990s, surveys showed that 63 percent of farm-
ers in Chile, Colombia, Honduras, and Paraguay lacked legal title to their
land."? The lack of an explicit title—and the insecurity of tenure more
generally—reduces incentives for productivity-enhancing investments,

10. Latin America has the highest land inequality of any region. Gini coefficients of land
distribution are on the order of 0.8, where 1.0 is perfect inequality and zero is perfect equal-
ity (De Ferranti and others 2004).

11. Recent initially promising market-oriented land redistribution efforts in Brazil and
Colombia are faltering. See Birdsall and de la Torre with Menezes (2001) for a brief analy-
sis of these efforts. Recent studies put part of the blame on the lack of sufficient public
resources to make a serious dent in land redistribution through adequate and widespread
compensation. Political considerations have often driven governments to target high-pro-
ductivity areas for redistribution instead of high-potential areas, resulting in costly land
acquisitions and little room for a sustained impact on productivity. (In practice, land reform
programs in the region often were implemented to address political grievances, with poverty
reduction and efficiency considerations taking a back seat.) See World Bank (2005¢). Pro-
gram failures have been also linked to lack of training, complementary inputs, and limited
access of beneficiaries to credit (see De Ferranti and others 2004, 2005; Deininger 2003; and
Deininger, Castagnini, and Gonzalez 2004).

12. Tejo (2003); Lopez and Valdés (2001); and De Ferranti and others (2005). ILD
(2006e) finds that in Colombia, more than 75 percent of rural properties are outside the
formal legal system of titles, registration, and other legal instruments that render property
negotiable in the market; in Mexico, the corresponding figure is 70 percent (ILD 2006¢).
(This includes land without valid title or registry, with legal irregularities, or with restric-
tions on its transfer.)
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limits use of land as collateral, and increases the potential for conflict. It
is also a severe obstacle to realizing the efficiency and equity benefits asso-
ciated with land rental activities, which is especially damaging in a region
where land ownership and access is so unequal. In most countries, land
rental markets are atrophied and socially segmented due to uncertain
property rights and weak enforcement.'?

Everywhere in the region, agricultural productivity is also limited by
suboptimal investments in infrastructure and other public goods in rural
areas.' In Peru only 5 percent of rural households have access to water,
electricity, telephone service, and roads; around 74 percent have access to
only one of those goods or to none.'> Government expenditure in the rural
sector has been highly regressive in most of the region and severely biased
in favor of big subsidies to specific producer groups.'¢ The lack of rural
roads is a serious barrier to commerce and trade.!” Access to credit in rural
communities also is limited, especially for small farmers and producers,

13. Where property rights are weak and land tenure insecure, as in most of Latin Amer-
ica, landowners are reluctant to rent out for fear that tenants will establish a claim to the
land. So rentals are few, informal, short term, and often restricted to closely related people
to facilitate enforcement (Deininger 2003). In Nicaragua, insecure tenure has been shown to
reduce participation on the supply side of rental markets (Deininger and Chamorro 2002).
In the Dominican Republic, insecure property rights reduce land rental market transactions
and cause market segmentation (Macours, De Janvry, and Sadoulet 2004).

14. Many countries expanded rural infrastructure services in the 1990s, but rural areas
remain greatly underserved, especially compared with urban areas (see chapter 11).

15. Escobal and Torero (2005). The authors find that rural households in Peru with
access to more than one service do much better economically than those with access to only
one, with multiple services significantly increasing agricultural productivity and diversifica-
tion beyond agriculture. On Peru’s deteriorating, inadequate rural infrastructure see also
Peltier-Thiberge (2006).

16. The share of private subsidies in public rural expenditure in Latin America has
declined over the past fifteen years, but in 2001, a number of countries—including Costa
Rica, Dominican Republic, Honduras, Panama, Paraguay, Peru, Venezuela, Ecuador, and
Uruguay—still spent about 45 percent of their rural budgets on nonsocial subsidies (Lopez
2005). In Colombia in 2005, out of the Ministry of Agriculture’s investment budget of
US$108 million, US$67.5 million (or 62.5 percent) went to private subsidies, mostly to large
producers, about US$ 8.5 million (or 7.8 percent) went to programs to support small farm-
ers, and US$8 million (or 7.5 percent) went to technology and technical assistance programs
(Caballero and others 2007).

17. In Peru and Ecuador, only 8 percent of rural and local roads are in good condition.
In Colombia, one-third of the rural population does not have ready access to the country’s
road network (Fay and Morrison 2007).
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and credit and other market failures mean poor farmers and rural workers
often are unable to exploit new technologies and market opportunities.!®

Many of the region’s poor, finally, live in difficult regions, where low
productivity in agriculture reflects geographic isolation, severe lack of
access to markets, and very low-productivity biophysical environments.
Examples include high-altitude areas in Central America’s Altiplano.
These are areas where migration may well be the best route out of poverty
but where historically the opportunity to migrate has been limited—by
language, culture, and low income itself.

What to Do?

What can be done to repair rural markets and boost the potential for agri-
cultural productivity growth in the region? Although local conditions dif-
fer, we suggest three priorities below.

Titling

Titling can be the next step to get land markets—rental as well as sales—
working in rural areas.!” Throughout most of the region, macroeconomic
liberalization and the elimination of special privileges for large producers
have helped to lower land prices considerably, reducing incentives for
speculative land acquisition and bringing prices more in line with agricul-
tural profits. In Brazil, following the elimination of tax exemptions on
unused land and the end of hyperinflation, land prices dropped by as
much as 70 percent in the early 1990s, making it easier to acquire land for
productive purposes. In Colombia, overall land prices are now more in
line with expected returns.?® The key step now is titling to secure clear

18. Recent econometric analyses cited in De Ferranti and others (2005) show that in both
Brazil and Mexico geographic location affects individuals’ ability to gain access to credit
regardless of personal, familial, and professional characteristics. Past government interven-
tions in rural credit markets—including through regulatory reforms and interest rate subsi-
dies by public banks—have not met with success. Most programs have struggled with limited
outreach, low recovery rates, high costs, and little identifiable impact at the farm level.

19. De Soto (2000) argues persuasively about the benefits of property titling in promot-
ing economic development and reducing poverty.

20. See Reydon and Cornélio (2006) and Reydon and Plata (2002) on the evolution of
land prices in Brazil; see Lavadenz and Deininger (2003) on the case of Colombia. During
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property rights. Titling increases incentives to invest in land and expands
the scope for more efficient land use and greater access of the poor to land
through rental transactions. In Nicaragua, Honduras, and parts of Brazil,
the receipt of registered title greatly increased the propensity to invest in
land, and titling was shown to have a significant positive effect on farm
income in Paraguay and Honduras.?! In Colombia, strengthened rental
and sales markets have been more effective than government-sponsored
land reforms in providing land access to poor but productive farmers.??
Of course, with secure property rights must come credit and legal assis-
tance and other competition-enhancing actions to help small farmers
exploit land markets.?

periods of macroeconomic instability, investors may use land as a hedge against inflation;
therefore an inflation premium is incorporated into the real land price. Because of lower
inflation, using land as a hedge has become less attractive in Latin America. But the expected
results of land liberalization in terms of greater market activity have only partly material-
ized, in large part because of low confidence in property rights.

21. In Nicaragua, Deininger and Chamorro (2002) finds that receipt of a registered title
increased land values by almost 30 percent and greatly boosted the propensity to invest.
Deininger (2005, 2003) reports that in the developing world increased tenure security has
been associated with as much as a 50 percent increase in land investment returns and has
raised land values by between 30 and 80 percent. Investments associated with tenure secu-
rity include planting of perennial crops, installation of drainage systems, and adoption of
soil conservation measures. In Honduras, Lopez (1996) shows that increases in land and
labor productivity associated with titling led to a 5 percent increase in farm income. Carter
and Olinto (1998) shows similar results for Paraguay. See Feder (2002) for evidence in Hon-
duras and in Brazil’s frontier lands.

22. See Deininger, Castagnini, and Gonzalez (2004). Recent experience in the region sug-
gests that increasing the access of the poor to land through rentals tends to be less politically
demanding and introduces fewer new economic inefficiencies than land reform based on
expropriation, and it is cheaper for government than land reform with compensation to orig-
inal owners (Macours, De Janvry, and Sadoulet 2004).

23. Past experiences, especially in Asia, suggest that to reap benefits, titling should be
complemented by a fair and effective legal system; solid, consolidated cadastral surveys; and
enforcement mechanisms. In their absence, receipt of a private land title may not provide
much tenure security (Deininger 2003). Boucher, Barham, and Carter (2005) reports that in
Nicaragua and Honduras, land rights continued to be contested even after major investments
in titling and national land administration initiatives in the 1990s. Legal uncertainty was a
major factor. In Nicaragua much of the newly titled land has been subjected to competing
claims, especially since courts are still processing claims by large landowners whose hold-
ings were expropriated by the government in the 1980s. In Honduras, the titling program
unintentionally exacerbated land conflicts by creating multiple claims to land and under-
mining existing institutions for conflict resolution. Carter (2002) argues that land market
activation policies on their own might not produce the fully beneficial productivity and dis-
tributional goals expected of them. Ensuring the efficacy of complementary factor markets is
crucial—in particular, pairing land policies with programs and policies to improve financial
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Increased Spending on Infrastructure in Rural Areas

This does not require expanding budgets. In most countries it requires
reallocating public rural expenditures, from big private subsidies to invest-
ments in roads, transportation, water and energy distribution, and com-
munications (see chapter 10).2* Chile has spent more than US$30 million
a year on an irrigation-drainage public subsidy scheme that targets a lim-
ited number of non-poor farmers. The lucky farmers are paid between 25
and 75 percent of their total investment, up to US$275,000.2

Active Policies Geared to Development

Employ active policies that target rural and agricultural development.
Investment in agricultural research and development (R&D) and exten-
sion services, which is essential to boosting productivity and improving
the competitiveness of rural sector activities in the region, would speed
diffusion of new technologies and encourage farmers to adopt improved

markets. Land titling programs alone have had relatively weak effects on access to credit in
developing countries, including in Latin America (Boucher, Barham, and Carter 2005,
2007). Macours, De Janvry, and Sadoulet (2004) finds that in the Dominican Republic lack
of access to working capital constrains participation of the poor in land rental markets; the
authors estimate that increasing both tenure security and tenant access to working capital
would boost the number of poor families with access to land through rentals by 151 percent
and the total land area rented by the poor by 310 percent. Removing the threat of govern-
ment expropriation in the name of land reform is important (Deininger 2005, 2003). That
was a key step in getting land rental markets going in Indonesia.

24. Expanding the coverage of paved roads in particular has been associated with
enhanced productivity. A 1 percent increase in road density in the region is associated with
an increase of 0.42 percent in agricultural productivity (Bravo-Ortega and Lederman
2004). Lopez (2005) suggests that reallocating just 10 percent of subsidy expenditures in
order to supply public goods could increase per capita agriculture income by about 2.3
percent in the region. By contrast, increasing total rural expenditure by 10 percent with-
out changing its composition raises agricultural incomes by only 0.6 percent. In East Asia,
the build-up of infrastructure—roads, bridges, transportation, electricity, water, and san-
itation—was a key factor in the rapid growth of agricultural productivity and output in
the 1970s and 1980s. During that time, countries in East Asia allocated a larger share of
public investment to rural areas than did other low- and middle-income countries (World
Bank 1993).

25. Lopez (2005). The author finds evidence suggesting that most irrigation services in
the region are completely or almost completely subsidized and that they benefit non-poor
farmers only.
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production and management techniques.?® In Parana, Brazil, the Fibrica
do Agricultor program has helped small farmers and entrepreneurs to
invest in equipment, management, technology, and commercial practices
and to develop strong and efficient organizations to meet the requirements
of specialized buyers (supermarkets).?” R&D policies should include
efforts to institutionalize agricultural research; support the development
and strengthening of scientific institutions capable of training, supporting,
and directing agricultural scientists; and help establish links between
research systems and farmers.?® Government support for R&D in Chile
was a key ingredient in the country’s agricultural success story. Active sup-
port from the government for agricultural research and extension services
was also essential in East Asia.?’

Urban land markets as well as rural markets need attention in Latin Amer-
ica. In urban areas, the economic logic of granting formal titles to squatters
is becoming more and more clear. Hernando de Soto’s work has empha-
sized how titling of poor people’s property can unleash its otherwise sup-
pressed value.?® Titling offers security and facilitates investment in home
improvements and community-based businesses. One recent study of titling
in Buenos Aires found positive effects on housing investment, school
achievement, and nutrition and a reduction in teenage pregnancy rates.’!

26. Empirical studies suggest that average annual rates of return on investments in agri-
cultural R&D are in the range of 40 to 60 percent. Agricultural research is also shown to
have positive effects on the alleviation of poverty across a wide range of countries and tech-
nologies (Acquaye and others 2004).

27. Reardon and Berdegue (2002, 2006) and Del Grossi and Graziano da Silva (2001).
In Parand, the state government, with financial and technical support from multilateral
development banks, has provided small local food processors with technical assistance, train-
ing in marketing, and commercial contacts to help them sell to supermarkets in intermedi-
ate-size cities. To facilitate commercial relations, a state-level licensing/certification program
for businesses also was created.

28. Brazil alone accounts for 50 percent of total regional agricultural research spending
(Argentina, Brazil, and Mexico together account for about 85 percent). Agricultural research
organizations in the region are relatively new and most are small; the majority have less than
200 researchers. Brazil and Mexico, responsible for 50 percent of regional agricultural out-
put in the 1990s, employ more than two-thirds of the region’s agricultural researchers, while
Central America, which produced 12 percent of total output, employs only 8 percent
(Acquaye and others 2004).

29. De Ferranti and others (2005) and World Bank (1993).

30. See De Soto (2000).

31. See Galiani and Schargrodsky (2007, 2004).
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To promote equality, countries should put a high priority on funding
for urban land titling programs. The public sector needs to finance these
programs, but experience has shown that they should be managed by pri-
vate groups that are held accountable for results. In Peru, the COFOPRI
(Comision de Formalizacion de la Propiedad Informal) program regular-
ized 1.6 million lots and registered more than 1.2 million titles in just over
five years by streamlining administrative and legal procedures and adopt-
ing a large-scale approach to regularizing vast tracks of illegal housing.*?

32. As a result of the reforms, roughly 80 percent of Peru’s eligible residents became
nationally registered property owners, affecting about 6.3 million individuals (Field 2004).
Field and Torero (2006) provides evidence of the positive impact of Peru’s titling program
on beneficiaries” access to credit.



Tackling Corruption
Head On

atin Americans are well aware of how corruption undermines their
governments and societies. In Transparency International’s latest sur-
veys of local and international perceptions of government corruption,
most countries in the region ended up in the bottom half of the 163
countries covered: Brazil, Mexico, and Peru ranked 70, Argentina 93,
Bolivia 105, and Ecuador and Venezuela 138.! Only Chile and Uruguay
did better, at 20 and 28 respectively. Latin America has democratic gov-
ernments and considerable transparency. Yet in terms of corruption, Latin
American countries rank consistently below the world average (table 8-1)
and just above the poorest nations in Africa and Asia in international com-
parisons.2 Low growth, limited access to information, the high dependence

1. Costa Rica ranked 55; El Salvador, 57; Colombia, 59; Guatemala, Nicaragua, and
Paraguay, 111; and Honduras, 121 (Transparency International 2006a).

2. In the 2006 Corruption Perceptions Index (CPI) nearly all Latin American countries
score below the world mean; Chile, Uruguay, and Costa Rica are the exceptions. The aver-
age score for Latin America excluding the three best performers is the same as that of Africa
and just slightly ahead of the scores for Eastern Europe and Central Asia (Transparency
International 2006a). The bribe index in Mocan (2004) suggests that corruption in
Argentina and Bolivia—measured as the share of citizens surveyed who indicated that they
had been asked for a bribe—is among the highest in the world (29 and 26 percent respec-
tively), behind only Indonesia (30 percent). Data in Kaufmann, Kraay, and Mastruzzi (2006)
measuring the quality of governance—including one indicator for control of corruption—
show Latin America with a low rating, especially when compared with developed countries
and East Asia. See also the ethics and corruption subindex in the World Economic Forum’s
Global Competitiveness Index 2006-2007 (Lopez-Claros and others 2006).

111



112

FAIR GROWTH

TABLE 8-1. Corruption Perceptions Index, 2006
Range 0-10, with 0 = most corrupt.

Region Index score Country Index score Country Index score
Africa 29 Ecuador 23 Mexico 33
Latin America? 2.9 Venezuela 23 Colombia 3.9
East Asia 5.7 Paraguay 2.6 Costa Rica 4.1
OECD® 7.4 Bolivia 2.7 Uruguay 6.4

Argentina 2.9 Chile 7.3
Global average 4.1 Brazil 33

Source: Transparency International (2006a)
a. Excluding Chile, Uruguay, and Costa Rica.
b. Excluding Mexico and Turkey.

of civil society organizations on public funding, and a public sector that
is still large despite a decade of privatization probably all contribute.

Despite an increase in awareness and visibility and the many small anti-
corruption legislative and program initiatives that have appeared, at least
on paper, it is difficult to document any real improvement. Attitude sur-
veys suggest that improvements occurred in Colombia and Mexico over
1995-2005 but that the situation deteriorated in Argentina and
Venezuela.> And, of course, such surveys may simply reflect general dis-
couragement in countries that are suffering economic setbacks and opti-
mism in countries that are doing better.

Corruption Poisons any Equity Strategy

One of the worst aspects of corruption in Latin America is its role in per-
petuating inequality and undermining efforts to reduce poverty. How does
that process work?

First, corruption undermines competition, and that hurts small busi-
nesses, consumers, and taxpayers. An obvious example is corruption in
procuring government services. * If a few large firms with the right contacts

3. See Lambsdorff (2005) for analysis of the Corruption Perceptions Index and its com-
ponent data and initial findings related to country trends in about sixty countries over
1995-2005.

4. Surveys of perceptions among Latin American business owners suggest that problems
of capture and corruption in public procurement are more serious than administrative cor-
ruption (for example, the extent of bribery associated with access to public services, customs,
and taxation) (Kaufmann 2003).
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and the capacity to pay bribes get the inside track, the costs will be paid
by others—in higher prices, wasted public money, poor-quality services,
and lost opportunities for competitive, job-intensive small firms to expand.
Less visible but also insidious are the effects on small businesses and con-
sumers of delays at customs, excessive tax and health “inspections,” and
so on—in part the result of an environment that encourages ill-paid pub-
lic servants to hope for side payments. In Peru, Colombia, Ecuador, and
Honduras, small businesses report requests for bribes to obtain services
more often than larger firms; they also report larger bribe payments to
secure public contracts. A survey in Mexico estimates that in 2005, fami-
lies paid nearly US$1.8 billion in bribes to obtain public services. For
households earning the minimum wage or less, the cost of bribes repre-
sented almost 25 percent of income.’

Second, by undermining competition, corruption reduces the level of
and the return to private investment, thereby reducing job creation and
ultimately hurting the poor.¢

Third, corruption undermines government. A weak and ineffective gov-
ernment hurts growth and cannot protect its most vulnerable citizens.”
Public revenues are wasted on unproductive projects that line insiders’
pockets. The benefits of public investments in roads and hospitals are lost

5. Anderson, Kaufmann, and Recanatini (2004); Transparencia Mexicana (2006). Sur-
veys in Ecuador show that smaller firms are more likely to pay bribes than larger firms (46
percent and 29 percent respectively); they also report higher bribe payments to secure pub-
lic contracts (10 percent of the contract value on average). Both larger firms and microen-
terprises report slightly lower bribe payments. After the number of inspections is normalized
by firm size, smaller firms also receive a much higher number of visits per employee and their
managers spend much more time (per employee) than large firms in dealing with government
regulations (World Bank 2005d). In Brazil, bribes to secure government contracts place a
heavier burden on microenterprises and small firms—costing them between 13 and 15 per-
cent of the contract value compared with 5 percent of the contract on average for large firms
(World Bank 2005€). In Mexico, the average cost of bribes in 2005 amounted to about
US$16 per household claiming to have paid bribes, or 8 percent of household income (Trans-
parencia Mexicana 2006). See also Kaufmann, Montoriol-Garriga, and Recanatini (2005)
for evidence from Peru.

6. Mauro (1995, 1997) and Keefer and Knack (19935) show that corruption reduces total
investment. Wei (2000) shows that corruption also reduces foreign direct investment.

7. See, for example, Kaufmann (2005); Kaufmann and Kraay (2002); Tanzi (1998a);
Gupta, Davoodi, and Alonso-Terme (2002); Gupta, Davoodi, and Tiongson (2001); Ander-
son, Kaufmann, and Recanatini (2004).
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to poor maintenance and corrupt procurement practices.® A discouraged
civil service loses its sense of public service and responsibility.’

Fourth, corruption undermines confidence in government, with perni-
cious effects. One example: honest but alienated citizens feel justified in
evading and minimizing their taxes; the resulting smaller tax base means
lost opportunities to invest in education, health, and other public services
on which the poor rely most.°

Analysis suggests that countries with less corruption spend more on
education—presumably because more honest governments spend more on
the poor. (It could also be that when governments spend more on educa-
tion fewer opportunities exist for the more lucrative forms of corruption
that more capital-intensive public spending provides.) !

What Can Be Done?

Most countries in the region took a critical step in fighting corruption
when they opened their economies to global competition. There is noth-
ing like outside competition to reduce the space for unproductive rent
seeking by private firms and nothing like eliminating tariffs and quotas to
eliminate the bureaucratic discretion that invites bribery.!?

Today’s high awareness of corruption—and sensitivity to it—also rep-
resents an important change. Over the past decade and a half, much

8. Mauro (1998); Tanzi and Davoodi (1998a); Keefer and Knack (2007, forthcoming).
Tanzi and Davoodi (1998a) shows that corruption is likely to increase public investment but
to reduce its productivity (as corrupt officials tend to invest in projects based on the oppor-
tunity for corruption and kickbacks and not on the basis of their intrinsic economic value).
The authors also find that, other things being equal, higher levels of corruption are associ-
ated with lower expenditure on operations and maintenance and lower quality of public
infrastructure (statistically, the impact of corruption is strongest on the quality of roads and
power outages). A summary of their findings can be found in Tanzi and Davoodi (1998b).

9. In Paraguay, public servants surveyed in 2005 cited the lack of a merit-based pro-
motion system and the many obstacles they face in bringing forward corruption allegations
as the main reasons for their overall low morale and lack of motivation (CISNI 2006).

10. Tanzi and Davoodi (2001) finds that a one point increase in corruption is associated
with a 2.7 percent decline in tax revenues as a share of GDP (and specifically with a 0.63
percent of GDP decline in individual income taxes collected). See also Tanzi (1998b).

11. Mauro (1998) shows that government spending on education as a ratio of GDP is
negatively and significantly correlated with corruption. Specifically, a decline in corruption
of one standard deviation is associated with an increase in government spending on educa-
tion by 0.6 percentage point of GDP. See also De la Croix and Delavallade (2007).

12. See Ades and Di Tella (1999, 1997) for further discussion on these points.
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progress has been made. Civil society organizations in Mexico, Panama,
and Colombia have introduced national-level public perception surveys
and corruption studies that provide key information on the nature, mag-
nitude, and location of corruption within countries.” Similar initiatives
exist in Brazil, Chile, Costa Rica, Ecuador, Paraguay, and Peru.'* In most
places, voters are insisting on more accountable government; in addition,
the media are relatively free to criticize government policy and are actively
doing so.'’

But in terms of crackdowns on and effective prevention of corruption,
the region’s record is much less positive. While most countries have
passed anticorruption legislation, it is rarely enforced (but see box 8-1 for

I3

signs of effort). Most governments use legal instruments as “window

dressing” to comply with international conventions against corruption or
to dodge domestic corruption allegations.'¢ Bolivia, for example, has
passed laws aimed at curbing abuse of authority and influence peddling

13.In 2001, 2003, and 2005 Transparencia Mexicana’s National Index of Corruption
and Good Governance assessed corruption levels in thirty-eight key public services through
client responses. In Panama, an impunity index issued in 2003 by the Fundacion para el
Desarrollo de la Libertad Ciudadana revealed that of 110 cases of corruption that appeared
in the media between 1997 and 2002, only four resulted in convictions. The Integrity Index
for National Public Institutions developed by Transparencia por Colombia ranks more than
100 public entities according to indicators of transparency, efficiency, control, and punish-
ment. See Transparencia Mexicana (2006); Transparencia por Colombia (2005, 2006); Fun-
dacién para el Desarrollo de la Libertad Ciudadana (2003).

14. For a mapping of nearly 100 corruption measurement tools (including opinion sur-
veys, public sector diagnostics, and private sector surveys) being developed in Latin Amer-
ica at the national and local levels, see Transparency International (2006b).

15. In Latin America, three countries (Costa Rica, Chile, and Uruguay) were rated “free”
in the 2007 Freedom of the Press global survey, fourteen countries were rated “partly free,”
and two (Cuba and Venezuela) were rated “not free.” Of the 195 countries surveyed,
Venezuela has registered the largest decline in media independence since 2002. Argentina
has recently slipped in the ranking due to the misuse of official advertising, while in Bolivia
and Peru political turmoil and polarization between state-run and privately owned media
has weakened freedom of the press. Setbacks in other countries are mostly related to the ris-
ing violence against journalists covering drug trafficking and organized crime, which in turn
reflects the general intensification of violence in the region (Freedom House 2007). See also
Reporters Without Borders’ Worldwide Press Freedom Index 2006 (www.rsf.org).

16. Governance indicators for 1996-2005 in Kaufmann, Kraay, and Mastruzzi (2006)
show that Latin America has performed poorly on control of corruption over the last ten
years. In two small opinion surveys in Argentina, respondents from the private sector, civil
society, and government identified reducing corruption as the area where Argentina is doing
the least well (World Bank 2006d). See also Parker and others (2004); Accién Ciudadana
(2006); Proética (2006); and country reports in Transparency International (2007, 2006¢)
and Global Integrity (2007).
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BOX 8-1. Cracking Down on Corruption

In Buenos Aires a newly elected city government carried out an effective
corruption crackdown in public hospitals from September 1996 through
December 1997 by using a mix of audit policies (sticks) and higher wages
(carrots). The monitoring initiative required that the thirty-three Buenos
Aires public hospitals report to the Health Secretariat the price, quantity,
brand, supplier, and month of each purchase of a number of very basic sup-
plies.' The information was summarized and sent regularly to all hospitals,
highlighting those that paid the lowest and the highest prices. Evidence
shows that prices fell by 15 percent following the introduction of the moni-
toring policy. After the initial nine months of the program, average prices
paid by the procurement officers increased but were still 10 percent lower
than the pre-crackdown levels.2 Higher wages among procurement officers
were associated with lower input prices in the last phase of the crackdown,
when audit intensity could be expected to be moderate (that is, lower than
in the initial phase of the crackdown, when audit probability was very high,
but higher than in the pre-crackdown period).

1. Hospital supplies were acquired through a decentralized procurement processes. The
information was to be copied directly from the invoices for each purchase in a format that
enabled auditing by including the invoice number. The method used by the government was
to start with very homogeneous products whose price differences could not be explained in
terms of quality, so as to make price comparisons as powerful as possible.

2. This confirms previous informal accounts of corruption crackdowns that estimate that
effects of such policies tend to decrease over time.

3. Higher wages had no effect on input prices when audit probability was very high.

at all levels of government. But in practice, cases of unlawful enrichment
by government representatives—which have risen in recent years, espe-
cially at the municipal level—are difficult to prosecute because there is no
law in Bolivia allowing authorities to probe assets and earnings of public
officials. Several drafts have been introduced in the country’s congress,
but all have been rejected.'” In another example, Ecuador’s national elec-
toral tribunal is obligated by law to provide information on campaign
finance to citizens upon request. But in practice, when accounting reports
are filed, the electoral court ignores the law and makes the information
inaccessible. In 2002, a nongovernmental organization, Participacion

17. Serrano (2006).
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In 2002, Mexico approved the comprehensive Federal Law of Trans-
parency and Access to Public Government Information, unique in Latin
America in terms of its depth and scope. It requires government agencies to
publish routinely and make accessible all information concerning their func-
tions, including budgets, operations, staff, salaries, internal reports, con-
tracts, and concessions. An uncomplicated request process was established
to obtain information not already in the public domain, granting citizens the
right to appeal an agency’s decision to deny information and take the case to
court if the appeal is denied. The law includes the first clause prohibiting
government from withholding under any circumstance information regard-
ing crimes against humanity or gross human rights violations. There is a spe-
cial budget provision for implementation and oversight; another key
component provides for educating both the public on how to use the law
and government bureaucrats on how to comply with it. The law legitimizes
and encourages the role of civil society in monitoring compliance.

In 2000 Chile enacted the Law on Tender Offers and Corporate Governance.
In 2001 Brazil approved reforms to the Corporation Law, strengthening
minority shareholder rights and enhancing disclosure standards; a separate
reform provided greater functional and financial independence to the Securi-
ties Commission. In 2001 in Colombia the Superintendencia de Valores
enacted a resolution requiring all issuers who intend to be recipients of pen-
sion fund investment to disclose their governance practices in some detail.

Sources: Di Tella and Schargrodsky (2003); Sobel and others (2006); Banisar (2006); IFAI
(2004); Villanueva (2003); Parker and others (2004); Capaul (2003); OECD (2003).

Ciudadana, requested copies of all campaign expenditure reports filed by
presidential candidates and their parties that year. The electoral tribunal
ruled that the information was to be deemed confidential until the tri-
bunal finished revising it and issued its own report. Participacién Ciu-
dadana filed an appeal with the country’s Constitutional Court, but lost.'

The watchdog agencies (for example, anticorruption institutions or
commissions, ethics offices, ombudsmen) often set up by governments to
ensure accountability in public institutions have the right form but little

18. Speck (2004); Dirani, Schied, and Voika (2004). In 2004, Ecuador’s Congress
approved a new access to information law, but so far there have been very few gains from
it. Implementation of the law has been exceedingly slow, largely because of the lack of coop-
eration from public entities, federal agencies, and local governments (Banisar 2006).
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substance. The agencies frequently lack the credibility, resources, power,
and independence to enforce their anticorruption mandates; at worst,
some may even extort rent.'” Peru’s Congressional Ethics Commission,
created in 2003, failed to find fault with a single legislator in its first year,
although dozens of complaints and corruption allegations were brought
to its attention. A second, temporary, commission set up by the justice
minister in 2004 to develop an anticorruption program collapsed less than
a year later, after the minister resigned.??

One problem may be that “when corruption is widespread, individuals
do not have incentives to fight it even if everybody would be better off with-
out it.”?! Countries end up stuck in a bad equilibrium in which pervasive
corruption and low investment and growth are common.?? In most of the

19. Argentina, Costa Rica, Guatemala, Panama, Peru, and Venezuela are among the coun-
tries that have set up anticorruption agencies, offices, or commissions in recent years. Studies
show that such watchdog agencies have achieved success only in countries where governance
is generally good, such as Chile. Where institutional environments are weak and corrupt,
strategies that rely heavily on anticorruption agencies have been largely ineffective (Huther and
Shah 2000; Shaha and Schacter 2004). In many cases, anticorruption agencies are not empow-
ered to enforce accountability directly; they can enforce it only indirectly by referring cases to
judicial and legislative bodies, which in Latin America are mostly weak and corrupt themselves
(Santiso 2006). (Svenssen 2005 also briefly discusses the problem with anticorruption agen-
cies.) Moreover, focusing on internal control mechanisms falls far short of what is needed when
corruption is not limited to administrative and bureaucratic circles (Kaufmann 2003).

20. Proética (2006); Castilla and Olivares (2006). Peru’s Congressional Ethics Commis-
sion was restructured in 2004 to boost performance but managed to make only a single rec-
ommendation in 2004-03, calling for a 120-day suspension for a legislator who assaulted a
government official. The length of the suspension was later reduced by Congress.

21. Mauro (2004, p. 16).

22. Mauro (2004) presents a model that embeds strategic complementarity—that is, if
many people steal, then the probability of any one of them being caught will be low—into
the Barro (1990) model of economic growth with government expenditure in the produc-
tion function as an input. When other people are stealing from the government, an indi-
vidual will base his or her decision not only on a lower marginal product of working in legal
activities, but also on a higher marginal product of stealing, because the chances that he or
she will be caught are lower. As a result, it will be profitable to allocate more time to rent
seeking and less time to productive activities. The model obtains multiple equilibriums—a
“good one” characterized by absence of corruption and high rates of investment and
growth and a “bad one” by pervasive corruption and low investment and growth. Slow
growth and low investment in the bad equilibrium result from the waste of labor hours
spent on the unproductive transfer of resources and from a low marginal product of capi-
tal, because a lower proportion of government expenditure reaches the production
processes of which it is an input. The model emphasizes the role of individuals stealing from
the government and may be interpreted as allowing for both petty corruption (paying a
bribe to obtain a driver’s license) and grand corruption (paying a bribe to build a highway
with substandard materials).
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region, corruption is still rooted in institutions such as the police, justice, and

health services systems, which have the greatest contact with the public.?
Unfortunately, evidence on which anticorruption programs and mea-

sures work best is scarce. But a serious anticorruption agenda would include

An independent judicial system. This is part of institution-building
reforms. Many countries in the region still lag behind in meeting the
standards of due process observed in developed countries, and courts
and judges often are vulnerable to political interference and bribery.?*
Accountability mechanisms are rarely in place. The same problem
plagues other regulatory agencies—bank supervisors, for example,
need to be protected from intimidation. Institutional safeguards that
are needed to ensure judicial accountability and independence
include security of tenure and improving conditions of service for
judges; rigorous and transparent appointment and disciplinary pro-
cedures; transparent mechanisms of case allocation and case man-
agement; clear rules on conflict of interest; transparent and open
hearings; right of appeal and publication of judicial decisions; and
public information about the courts.?’ In Chile, reforms led by the
judiciary have resulted in greater transparency, streamlined adminis-
trative procedures, and better-trained judges and court staff.?

23. See, for example, Hunt (2006); Herrera and Roubaud (2004); Seligson (2006); and,
on corruption in the health sector, Lewis (2006).

24. Judicial systems in Latin America, which are mostly inefficient and ineffective, often
are also corrupt, contributing to impunity. Public officials are rarely prosecuted, let alone
convicted on corruption charges. Political influence in the judicial process remains a major
problem in most countries. In Guatemala, for example, judges in the Supreme Court have
talked about receiving “instructions” on how to resolve certain cases if they wished to remain
in their posts (ICJ 2005; Melgar Pefia 2007). In Brazil, public officials can be investigated and
tried only in the country’s superior courts, which are not designed or equipped to handle
criminal cases. The result, according to a new study by the Association of Brazilian Magis-
trates (AMB 2007), is almost guaranteed impunity. Out of the 463 cases brought against pub-
lic officials in the country’s superior courts between 1988 and 2007, only five resulted in
convictions. In some countries, there is a lack of resources and professional training for judges
and court staff. In Mexico, local courts lack decent budgets and the means to handle their
workload, while federal courts have good resources and their staff enjoy high salaries (Car-
bonell 2007). Systems everywhere are overwhelmed, and citizens, especially the poor, often
lack access. See Transparency International (2007); CEJA (2007); Popkin (2004); Gargarella
(2002); and Buscaglia (2001) for further discussion on these issues.

25. See Transparency International (2007) and World Bank (2005¢) for further discussion.

26. Harasic (2007). Costa Rica also has undertaken reforms of the judicial sector with
positive results (Salazar and Ramos 2007). See Treisman (2000) and Ades and Di Tella
(1997) for evidence on the positive effects of an independent judiciary in curbing corruption.
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Measures to lock in governments’ obligation to disclose and “volun-
tarily” disseminate key information.?” Guaranteeing full public access
to government information—about contracts, prices, and regulatory
decisions—helps curb corruption. Advances in information technology
have made the dissemination of public information much easier. Brazil
has recently implemented innovative e-procurement mechanisms (mak-
ing procurement web-based), which reportedly has led to significant
cost savings and an increase in transparency and accountability in gov-
ernment agencies.?® Greater transparency also means full access to the
kind of information that can help the public identify corrupt public offi-
cials.?” In most countries the constitution recognizes the right of citizens
to free access to public information, but that right is not respected in
practice. Mexico has made progress with the Federal Law of Trans-
parency and Access to Public Government Information (box 8-1).3

27. Transparency “refers to the key characteristics of an effective flow of information—
namely access; timeliness; relevance; and quality of economic, social, and political informa-
tion—accessible to all relevant stakeholders” (Kaufmann 2003, p. 20). See Bellver and
Kaufmann (20035) for a transparency index ranking 194 countries. The authors find that
transparency is associated with lower corruption, increased competitiveness, and better
socioeconomic indicators. Furthermore, transparency reforms do not cost much, and much
progress can be achieved on a very low budget (Kaufmann 2005).

28. Evenett and Hoekman (2005). The Panama Canal Authority uses an e-procurement
website with online tenders, a bid calendar, and the names of successful bidders for contracts
and those suspended or debarred from receiving contracts (IMF 2006¢). Mexico has recently
introduced an electronic procurement portal for managing the bidding process in an effort
to increase transparency and reduce corruption. But the system has not yet been adopted by
all agencies. (World Bank 2006c¢).

29. Concrete reforms in this direction include public disclosure of assets and incomes of
political candidates, public officials, politicians, legislators, judges, and their dependents; and
public disclosure of political campaign contributions by individuals and firms and of cam-
paign expenditures (Kaufmann 2005). It remains problematic that in most of the region, elec-
toral courts and other oversight bodies have a monopoly on campaign information as well
as regulatory responsibility (Walecki 2004).

30. Apart from Mexico, only five countries in the region have federal laws to regulate
provision of or to facilitate access to information held by public institutions. Colombia first
adopted a law on access in 18835, but its current law, from 19835, is largely unused. Laws have
also been adopted in Panama, Peru, Ecuador, and the Dominican Republic (Banisar 2006).
In most countries (especially those without specific laws), public requests for access to infor-
mation are managed hastily and hazardously. In Guatemala, a study by civil society organi-
zations in the country showed that between October 2002 and June 2004, six of every ten
requests for public information were denied—and eight of every ten were denied during elec-
tion periods (Accion Ciudadana 2006; Urizar 2006). In Honduras, a local nongovernment
organization, Etica y Transparencia, has made more than eighty official information requests
of government agencies over the last ten years, almost all of which have been ignored (Global
Integrity 2007). See also Transparency International (2003); Inter-American Dialogue (2003).
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Legitimizing the watchdog role of civil society, the press, and inde-
pendent analysts. Independently funded watchdogs that are analyt-
ically strong and savvy with respect to advocacy are the key to
ensuring accountability and transparency, especially in environ-
ments in which corruption is relatively high and governance is
weak.3! In countries like Argentina and Chile, civil society groups
have become increasingly involved in promoting better disclosure
and transparency in political finance. In Central America, leading
nongovernment organizations have launched several noteworthy
monitoring and accountability initiatives to curb corruption in the
judiciary. In Mexico, such groups have taken advantage of the access
to information law to independently audit government contracts
and hold officials accountable for corruption and misuse of public
funds.?? In most of the region, however, civil society organizations
still lack the financial and technical capabilities to play an effective
role in monitoring and oversight. The business sector also has a role
to play in fighting corruption and improving overall governance.

Investing in civil service reform and upgrading of public bureaucra-
cies. In some settings and countries, wage increases and audit policies
could be employed as complementary tools. A combination of wage
increases and audit policies was effective in curbing corruption in
public hospitals in Buenos Aires, Argentina, in 1996-97 (box 8-1).
Ecuador’s tax administration office and the Canal Authority in Pan-
ama improved their performance by raising wages as part of a com-
prehensive package of organizational reforms.** Because incompetence
and lack of training in public administration often open the door to

31. See discussion in Kaufmann (2003). On the association between greater freedom of
the press and lower corruption, see Brunetti and Weder (2003).

32. Maldonado and others (2004); Transparency International (2004); Salazar and Gra-
mont (2007); Popkin (2004); and Hofbauer (2006).

33. Research discussed in Kaufmann (2003) shows that the corporate responsibility and
ethics strategies that powerful businesses (including foreign investors) choose to implement
can further improve or undermine national governance within a country.

34. Drosdoff (2002); Parker and others (2004). Huther and Shah (2000) suggests that a
system of performance measurement that ties wage increases to increases in public satisfac-
tion with government services could encourage officials to trade income from corrupt sources
for legitimate income—especially if the probability of paying penalties also increases (as a
result, say, of greater judicial independence). However, Shah and Schacter (2004) suggests
that in environments where governance is weak, wage-based strategies are not likely to have
a significant impact on civil service corruption.
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corruption, frequent training programs to enhance enforcement and
improve overall job performance—including efforts that target pub-
lic officials—also are warranted.

Reducing the scope of public sector activities, including through
more privatization.’® Despite large-scale privatization in the 1990s
(see chapter 11), the public sector in Latin America remains large
and has a strong presence in the markets, including through full
ownership of businesses or through shares or participation in key
privatized businesses. That opens the way for greater corruption. In
Brazil, congressional investigations and the press have uncovered
wide misuse of public funds and corruption by high-level officials in
public companies (including Petrobrds and Banco do Brasil) who
were appointed by President Lula.?

Evaluating the impact of anticorruption programs and policies. Few
countries in the region have any form of evaluation to determine
what impact, if any, their anticorruption efforts are having. Infor-
mation and documents about actual effects, if they exist, have not
been made public, so no lessons can be drawn from them.3”

35. Privatization is controversial. But the evidence shows that privatization of water, elec-
tric, telecommunications, and other services has worked for the poor in Latin America. See
Birdsall and Nellis (2003) and Nellis and Birdsall (2005) for examples. Also see chapter 11
in this volume.

36. See, for example, Procuradoria-Geral da Republica, Ministério Piblico Federal,
“Dendncia no Inquérito n°® 2245” (www.pgr.mpf.gov.br/pgr/asscom/mensalao.pdf [March
2006]); Elizabeth Lopes and Ricardo Brandt, “Petrobris deu R$ 8,7 mi a ONG ligada ao
PT,” O Estado de S. Paulo, January 4, 2006, p. A07; and Diego Escosteguy, “Acusados por
mensaldo ainda controlam cargos mais cobigados,” O Estado de S. Paulo, March 12,2006.
In Brazil, the size of activities by nonfinancial public enterprises remains large despite exten-
sive privatization in the 1990s. After discounting the oil sector (Petrobras), on the assump-
tion that its operations are largely commercial in nature, the expenditures by the remaining
nonfinancial state-owned enterprises reach around 9 percent of GDP (World Bank 2007a).
Evidence in Tanzi (1998a) suggests that a large public sector and pervasive government inter-
vention may be associated with greater corruption. Comparative static exercises in Mauro
(2004) suggest that, other things being equal, countries are more likely to end up in a bad
equilibrium with low growth and widespread corruption when they have low productivity
and a large public sector. Goel and Nelson (1998) finds that the scope of government activ-
ities rather than the size of government affects the incidence of corruption. See also Gurgur
and Shah (2005).

37. Huther and Shah (2000) discusses four key criteria for evaluating anticorruption pro-
grams: relevance, efficacy, efficiency, and sustainability. See also Shah and Schacter (2004).



Schools for
the Poor, Too

here is little (or no) consensus on the tools in our equity kit, with one

exception: education. Just, fair, and democratic societies can be con-

structed only if good-quality education is available to all. The same is

true for constructing more efficient and faster-growing economies.
And other tools in our kit rely on education for their success.

Given its income, Latin America has extraordinarily poor-quality edu-
cation. The majority of children who finish primary school fail to achieve
basic skills in reading, writing, and arithmetic. In 2003, students in Mex-
ico, Uruguay, and Brazil scored far below the OECD mean and below the
poorest-performing major OECD country, Greece, on internationally
comparable tests of learning; they also lagged far behind the top per-
formers in two other developing regions, eastern Europe and East Asia.!
In addition, the distribution of education is unequal, with five to eight
years’ difference between years of schooling for rich and for poor children,

1. In the 2003 PISA (Program for International Student Assessment), which surveyed stu-
dents in forty-one countries, fifteen-year-olds in the three participating Latin American coun-
tries (Uruguay, Mexico, and Brazil) scored near the bottom in reading, math, and science.
On an earlier PISA exam (2000), students from Argentina, Brazil, Chile, Mexico, and Peru
performed just as poorly, scoring considerably lower than the OECD mean and below what
would be expected given the countries’ level of per-student investment (PREAL 2006). In
both PISA exams (for 2000 and 2003), Latin American countries performed consistently
below what would be expected given their GDP, whereas all countries in East Asia and the
Pacific region performed above what would be expected (Di Gropello 2006). See also Filmer,
Hasan, and Pritchett (2006).
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and in most countries that gap increased over the past decade.? The gap
in quality between the schools that rich and poor children attend is much
greater than the gap in distribution of education.’ Latin American fami-
lies that can afford to send their children to private schools do so. Even
middle-income households use private schools—often assuming an oner-
ous financial burden for schooling of a quality that is only slightly better
than that in public schools.

Average education levels have improved since the 1960s, but progress
has been much slower than in East Asia and levels remain considerably
lower than in developed countries (figure 9-1). Adults now average six
years of schooling in Latin America, four years less than in South Korea,
where the rich-poor gap is much smaller.* High drop-out and repetition
rates that are almost twice the developing country average impede
progress in raising average schooling levels and reinforce persistent edu-
cational divides.’

2. The educational Gini coefficients fell for most Latin American countries in the 1990s,
but the gap (absolute difference) in years of education between the richest and poorest quin-
tiles increased. For most countries (Chile and Mexico are notable exceptions), the gap in
years of education between rich and poor is wider for younger adults (ages thirty-one
through forty) than for older ones (ages fifty-one through sixty), suggesting that the prob-
lem of educational inequality may have worsened in the last few decades (De Ferranti and
others 2004).

3. This is true whether measured by school infrastructure, teacher education, or spend-
ing per student. Outcomes, not surprisingly, also are unequal, with poor students from
Brazil, Peru, Mexico, and Chile scoring sharply lower than their richer peers on the PISA
exam in reading (Malkin 2006; PREAL 2006).

4. In 1960 the adult populations of Latin America and South Korea had basically the
same level of schooling, 3.2 years on average (Barro and Lee 2000). In 1960 the education
Gini coefficient for South Korea (population age 15 or older) was 0.55, compared with 0.34
in Argentina and 0.41 in Chile. Forty years later, South Korea had successfully lowered its
education Gini by more than half, to 0.19, while Argentina and Chile saw little progress, dis-
playing education Gini coefficients of 0.27 and 0.37 in 2000 (Thomas, Wang, and Fan
2003). Recent analysis shows that overall, Latin American workers have almost 1.5 years
less schooling than do workers in countries with similar incomes, while workers in the East
Asian tigers have almost one year more (PREAL 2006).

5. While primary repetition rates declined from 29 percent in 1988 to 11 percent in 2002,
they remained almost double the world average (5.6 percent) and significantly higher than
the average for even low-income countries (6.7 percent). Although most Latin American chil-
dren, with the exception of those in some rural areas, now complete primary school, fewer
children enroll in secondary school, and even fewer finish. Secondary repetition rates are in
line with world trends, but they are significantly higher than in Asian countries like Indone-
sia, the Philippines, and Vietnam. Secondary school graduation rates also are low, around
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Across developing countries, the unequal distribution of schooling—as
well as the low overall level of schooling—reduces average income growth,
and it reduces income growth of poor households even more decisively.® In
many countries, the wage gap between educated (skilled) and less-educated
(unskilled) workers is rising. That seems to be a global phenomenon, but
in Latin America the wage gap is especially large, perhaps as a result of
some combination of skill-biased technological change and the integration
of goods and capital markets through trade and international capital

60 percent or less in most countries. Argentina and Mexico have rates below those in
Malaysia and Thailand, countries with similar or lower GDP per capita. In all Latin Amer-
ican countries, poor children continue to fall behind, displaying the lowest enrollment rates
in primary and secondary school as well as the highest drop-out and repetition rates (PREAL
2006; WDI 2006).

6. Statistical analysis of the effects of the distribution of schooling measured at the coun-
try level suggests that income growth of the poorest 20 percent of households is about twice
as sensitive to an unequal distribution as average income growth, controlling for the aver-
age level of schooling (Birdsall and Londofio 1997).
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flows.” An unusually limited supply of educated workers results in an
unusually large wage premium for those with higher education.® That pre-
mium, which increased dramatically in the 1990s, has been a major con-
tributor to the sustained high overall wage (and thus income) inequality
in the region, and the problem is only likely to get worse.® To the extent
that technological change is skill biased, open economies in Latin Amer-
ica will struggle with huge pockets of unemployment given the region’s
uneducated, low-skilled workforce and the huge pool of low-wage work-
ers in China and India, many with better schooling.

If Latin America’s school systems can be upgraded and reformed, the
region will have an opportunity to reap substantial benefits;'° getting poor
children into better schools can bring both faster overall growth and faster

7. See De Ferranti and others (2003); Rodrik (1997); Sinchez-Paramo and Schady
(2003). Behrman, Birdsall, and Székely (2003) notes the likelihood that capital and skilled
labor are complements to explain the finding of a statistically significant effect of the open-
ing of capital markets on the rising gap in returns to skilled and unskilled labor.

8. In Latin America, less than 20 percent of the population has thirteen years of school-
ing or more, compared with 55 percent in the United States. The region’s gross enrollment
rates at the tertiary level average 29 percent, compared with an average of 70 percent in the
OECD countries (91 percent in South Korea, 83 percent in the United States, and 62 percent
and 67 percent in Canada and Spain, respectively). Tertiary enrollment rates in Colombia
(29 percent), and Mexico and Brazil ( 24 percent) are lower than in Thailand (43 percent)
and Malaysia (32 percent), but they are higher than in China and India (20 and 11 percent
respectively)—although China is catching up fast, despite starting at lower levels in 1990
(with 3 percent tertiary enrollment compared with 15 percent in Mexico (World Bank
EdStats Data Query). Workers with postsecondary education in Mexico, Brazil, and Colom-
bia earn on average 3.3, 3.7, and 4.3 times, respectively, the labor earnings of workers with
incomplete primary education; in the United States the differential is 2.5 (Vélez, Barros, and
Ferreira 2004). In Brazil, 60 percent of the increase of the skill premium to tertiary educa-
tion for 1981-99 could be attributed to supply shortage (Blom and Vélez 2004).

9. Wages are the major component of income, so rising wage inequality translates into
rising income inequality. Wage gaps may well be magnified as globalization and technolog-
ical change increase the demand for skilled workers and as inequality in tertiary education
continues to rise in Latin America.

10. Good schooling is the keyword here, especially at the primary school level, where
quality is a bigger concern than access. In most countries enrollment rates at primary school
level have increased across all quintiles, and enrollment gaps between the rich and poor have
been shrinking among children under twelve years of age. But while gaps in attendance, espe-
cially at primary school, are narrowing, gaps in quality may be growing larger. The increase
in primary school enrollment in many countries may have come at the cost of better-quality
education, since the increase in education spending at the primary level (to hire more teach-
ers, provide school materials, improve school infrastructure) has not been sufficient to
accommodate the increase in the number of students.
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reductions in poverty.!! Now is the ideal time to jump-start education.
Fertility declines mean that for the next twenty years or so there will be
fewer young people to educate relative to the still rapidly growing tax-
paying labor force—and a comparably small contingent of elderly depen-
dents. And ever-cheaper access to distance learning technologies like
radio, television, and the Internet can eliminate geographical barriers to
knowledge, allowing all countries to exploit opportunities for world-class
teaching and learning. Radio in particular has huge cross-border poten-
tial, given that Spanish is a common language for so many students and
that in several settings, radio’s success has been demonstrated.!?

There are signs of progress. Countries in the region substantially
increased their public spending on education, by 27 percent between 1996
and 2002 alone (figure 9-2 shows some evidence on the incidence of spend-
ing in selected countries).'> Some countries whose primary and secondary

11.IDB (1997) estimates that growth could increase by as much as 1 percent a year if the
average education of the workforce were to rise by one year (above trend) over the previous
decade. That increase could also reduce the Gini coefficient of inequality by about 2 points
over that period. Krueger and Lindahl (2001) shows that after correcting for errors in mea-
suring years of education, changes in education positively affect GDP growth. Hanushek and
Wofmann (2007) finds that the quality of education (measured by students’ PISA scores)—
rather than mere school attainment—has a significantly strong positive effect on individual
earnings, on the distribution of income, and on economic growth. See also Hanushek and
Kimko (2000) and Barro (2001).

12. Bolivia implemented a very successful interactive radio education program in the
1990s at a cost of one dollar per student. Mexico and Brazil have had generally positive
experiences using relatively more expensive television programs for mass education (Anza-
lone and Bosch 2005; Moura Castro 2002). But it is important that countries use distance
learning technologies as part of an overall strategy that ensures availability of materials and
trains teachers and other support personnel in how to use and maintain equipment. In Mex-
ico, telesecundarias (based on distance learning through satellite communications) now
account for about 20 percent of total secondary enrollment, with a particularly strong pres-
ence in rural areas. But quality is an urgent challenge—telesecundaria students performed
significantly worse on the 2003 PISA exam than students in other types of schools, even after
relevant school and individual characteristics were controlled for (Hagerstrom 2006).

13. Public education spending in Latin America increased from 3.4 percent of GDP in
1996 to 4.3 percent of GDP in 2001-02 (World Bank EdStats Data Query). Spending allo-
cation varies across countries: Chile has seen a large, equalizing convergence across the pri-
mary, secondary, and tertiary levels; Mexico has experienced steady growth at all levels,
thereby maintaining unequal patterns; and Brazil has a large bias toward tertiary education,
which receives seven times more funding than does secondary education (De Ferranti and
others 2004). Lindert, Skoufias, and Shapiro (2006) shows that in seven countries (Brazil,
Dominican Republic, Ecuador, Guatemala, Mexico, Peru, and Uruguay) public spending on
primary education is somewhat progressive (55 percent of expenditures go to the poorest
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FIGURE 9-2. Percent of Total Public Education Spending
on the Richest and Poorest 20 Percent of the Population
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school completion rates are among the lowest in the region began to give
priority to raising those rates among the poor and have significantly raised
schooling levels across all income groups.'* Colombia, El Salvador, and
Nicaragua are giving more autonomy to rural schools—in the case of
Nicaragua, to all public schools. A few countries are starting to evaluate
teacher performance and experimenting with programs designed to pay
good teachers more. Programs in Brazil and Mexico that provide cash

two quintiles), largely because richer families opt to send their children to higher-quality pri-
vate schools. Secondary education spending benefits mostly the middle quintiles, with the
poor largely uncovered (since most drop out or do not enroll in secondary school) and,
again, with the rich for the most part sending their children to private schools. Public spend-
ing on tertiary education is regressive in all seven countries. Most countries spend more
heavily on secondary and tertiary education, which tends to make the overall effect of edu-
cation spending regressive. In six of the nine Latin American countries for which data are
available, the poorest fifth of the population receives less than a fifth of all education spend-
ing (PREAL 2006).

14. Brazil raised the proportion of rural and urban youth with six years of schooling by
almost 20 percent between 1990 and 2002. Guatemala and El Salvador also have made
important gains, especially since 1995 (PREAL 2006).
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transfers to families on the condition that they keep their children in
school are proving effective in increasing levels of schooling among the
poor (see chapter 3). Chile made valiant efforts to rationalize public
spending on higher education by introducing fees in public universities—
and the fact that students are now contributing to the costs may help
explain their June 2006 protests over the poor quality of education.'

But the politics of education reform in the region are difficult (box 9-
1). Despite years of positive rhetoric, progress where it counts—better
schools for poor students—has been halting. Even where there is political
will, the institutional constraints are daunting. We call attention to four
important areas for the education reform agenda.

Performance-Based School Reform

Success would be measured by how much children learn rather than by
increases in enrollment and spending. Performance-based systems begin
with a widely shared vision of what society expects of its schools and map
out the resources needed to attain that vision. Regular monitoring shows
how far a country has come in meeting its goals and where policy adjust-
ments may be needed. Unfortunately, the most important performance
indicator, national achievement tests, are a relatively new phenomenon in
most countries and do not play a central role in policy design or evalua-
tion.'® It will be a sign of real commitment to better education when gov-
ernments regularly measure and report on student learning through
national and international tests.!” National test results that are broken
down by school level and subgroup (for example, poor students, male and

15. Chile also has created incentives for quality improvement by tying a fraction of pub-
lic subsides to each student admitted whose score on the national university entrance exam
is among the best 27,000 (Thorn, Holm-Nielsen, and Jeppesen 2004; Bernasconi and Rojas
2004).

16. In Chile, national tests are well established and used for policy purposes. In Brazil,
two national evaluation tests were introduced in the last decade, but they do not yet play a
central role in policy design or evaluation.

17. Only eight Latin American countries (Argentina, Brazil, Belize, Chile, Colombia,
Mexico, Peru, and Uruguay) have participated in internationally comparable achievement
tests (not counting the UNESCO/OREALC regional test). Most governments claim tests are
too expensive, but considering how much they invest in education, it is difficult to see why
they would not want to measure results.
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BOX 9-1. Politics and Public Schools

Politics may be the biggest obstacle to improving education in Latin Amer-
ica today, and few governments have figured out how to deal with it.

The political challenges that reformers face are daunting. Governments
have a virtual monopoly in designing and delivering public education. They
face little competition, and they are subject to only minimal oversight by
civil society. The consumers of public education—most of them poor—have
little information and almost no influence on education policy. Influential
elites, who send their children to private schools, are not directly affected
by the failings of public schools.

As a result, public education is "captured" by informed, well-organized
interest groups—primarily teacher unions and universities—that can
engage decisionmakers. Governments, realizing that they have few allies
against these groups, tend to give in to their demands, leading to ironclad
job security for teachers, regardless of performance, and free university
tuition for the rich. The poor lack such power. They seldom have a seat at
the negotiating table and rarely take to the streets to protest poor school
quality. Because they lose out to groups with more political muscle, their
children are left with third-rate educations in underfunded and poorly man-
aged public primary schools.

To be sure, governments have taken the politically popular decision to
expand enrollments, thereby putting more poor children in school. But few
have successfully tackled the politically difficult reforms that would improve
the quality, equity, and accountability of schools, largely because powerful
vested interests oppose them." The lack of reform is due largely to failure of
leadership and the absence of strong demand for policy reform. As part of

The text of this box was written by Jeffrey Puryear and Tamara Ortega Goodspeed of Part-
nership for Educational Revitalization in the Americas (PREAL).

1. One can imagine political parties that, in the name of the poor, stand up to special inter-
ests and demand the hard decisions needed to improve public schools. That seldom hap-
pens, however, perhaps because party leaders perceive that doing so will cause them more
trouble than doing nothing, at least in the short term. And, of course, presidential leader-
ship could help energize state bureaucracies and party leaders and craft political strategies
for change. But presidents realize that unions and universities are strong and well-organized
while the poor are not, making the political payoff from pushing through difficult reforms
smaller than the payoff from capitulating to those who benefit from the status quo.
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their strategy to confront political obstacles head on, leaders from all sec-
tors need to strengthen demand. Doing so requires three inputs: informa-
tion, involvement, and empowerment. Governments should inform
consumers of public education by providing them with reliable, timely, and
user-friendly information on the education system. They should involve con-
sumers by soliciting their input during the design and evaluation of reforms,
thereby giving them an ownership stake that they would be more likely to
defend. And they should empower consumers by delegating significant deci-
sionmaking authority, particularly on financial issues, to local entities so
that they can more easily participate. These steps will not guarantee success.
But they will begin to tip the political balance away from the powerful
groups that currently dominate education policy, giving the poor a better
chance of having their interests served.

There have been a few successes. In the early 1990s, Nicaragua imple-
mented an innovative and ambitious program to ensure school accountabil-
ity and parental participation that public schools can choose to join if they
wish. Championed by strong ministerial leadership—and with support from
international organizations and donors—the Autonomous Schools Program
established a system of school-based management, creating local school
councils controlled by parents and responsible for hiring and firing princi-
pals and allocating resources derived in part from fees paid by parents.

Reformers bypassed unions—already weakened by divisions and infight-
ing—by appealing directly to teachers with pay incentives tied to the
autonomous project. Earlier changes in the Education Ministry bureaucracy
and the establishment of ministry delegates at the municipal level also
helped overcome political barriers. At the macro level, the program bene-
fited from strong links to broader goals related to the process of democrati-
zation and market reform. By 2000, more than 50 percent of primary school
students and nearly 80 percent of secondary students were enrolled in
autonomous schools. The success of the program, which initially was imple-
mented through a ministerial directive, helped it survive years of legislative
battles later.?

2. For more on Nicaragua's Autonomous Schools Program, see Gershberg (2004) and Arcia
and Belli (2002). For more on the politics of education reform, see Kaufman and Nelson
(2004); Grindle (2004); Navarro (2005); Corrales (2006, 1999).
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female students, students from ethnic and racial minorities) should be
widely publicized in an easy-to-understand format.'®

Genuine Accountability: Voice and Choice

Schools should be accountable to citizens for achieving educational objec-
tives. Schools in Latin America are accountable to almost no one. Their
goals are poorly specified, and attainment is difficult to measure. Teach-
ers are seldom evaluated, never dismissed, and paid the same amount
whether they perform well or poorly. Parents and communities have little
information on how schools are doing and almost no power to effect
change. Citizens should demand that the central government make
accountability a central component of education policy by setting clear
objectives; holding ministries, schools, and teachers accountable for
achieving those objectives; and giving them the authority to do so.

In most countries accountability requires voice. There should be a rad-
ical decentralization of education services in order to involve parents and
local communities in governing and running schools. Hiring and payroll
should be done at the local level, with the central government allocating
funds to schools on the basis of the number of enrolled students and com-
pensating for low family income.

Accountability also requires choice. There should be some mechanism
to ensure greater competition; options include allowing parents to choose
among public schools and, through vouchers and other child-based sub-
sidies, between public and private schools.?”

Preschool for the Poor

Investment in early childhood education benefits all children, especially
those from poor and disadvantaged families.? It costs less and produces

18. Parents and local communities should receive regular updates on teacher qualifica-
tions, teaching materials, and school budgets in a clear and understandable format. And all
actors need to know which policies show promise under what conditions.

19. The central government’s key roles are in quality control and financing to minimize
inequity across geographical areas. See PREAL (2006) for guidelines.

20. Research shows that poorer children reach school age with a significantly greater dis-
advantage in cognitive and social abilities than better-off children. Paxson and Schady
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more dramatic and lasting results than investment in education at any
other level.?! Poor children also benefit indirectly, because their parents,
single mothers in particular, have more flexibility to join the labor force.?
Preschool enrollment has increased over the past decade, especially among
the poor in countries where programs target disadvantaged rural popula-
tions; however, even though poor children are most likely to benefit from
preschool, they are least likely to attend.?> Governments need to increase
public funding for both public and private childcare and preschool pro-
grams that reach the poor, complementing them with programs to help
parents improve their child-rearing practices. Programs need to account
for the needs of working women by extending their hours and the num-
ber of children and parents covered.

Fewer Subsidies for Better-off Students at Public Universities
and New Post-secondary Options for More Students

In most countries, public systems of higher education subsidize the rich
and are accountable to almost no one for the quality of their services.?*
The relatively few students from poor families who manage to finish high

(2007) shows substantial differences related to socioeconomic status and parental education
among six-year-old children in Ecuador. Early deficits are associated with weaker future aca-
demic performance and lower adult economic and social outcomes (Grantham-McGregor
and others 2007; Rutter, Giller, and Hagell 2000). Evidence from internationally compara-
ble tests of student learning in developed regions suggests that countries with universal
preschool programs have been able to enhance the equity of the education system by atten-
uating the impact of family background on student performance without sacrificing average
levels of educational attainment (World Bank 2005¢).

21. World Bank (2005¢); Heckman and Masterov (2007); Carneiro and Heckman (2003).

22. A study in Brazil in the mid-1990s found that access to affordable childcare in the
slums of Rio de Janeiro was associated with higher female labor force participation and earn-
ings (Deutsch 1998). See Attanasio and Vera-Herndndez (2004) for evidence from Colombia.

23. In Latin America, 40 percent of children still do not enroll in preschool; the propor-
tion is even higher (around 70 percent) in countries with high poverty rates, such as
Guatemala, Honduras, Nicaragua, and Paraguay (PREAL 2006; World Bank EdStats Data
Query).

24. Because most poor children in Latin America never finish secondary school, public
funds spent on higher education almost automatically favor the rich (about 80 percent of
resources go to the two richest quintiles on average). Although ratios are generally declin-
ing, on average, Latin America still spends more than three times as much per student at the
university level than at the primary level; in several countries, the ratio is much higher

(PREAL 2006).

133



134

FAIR GROWTH

school are ill-prepared for further study and often are unable to pass dif-
ficult entrance exams at free public universities. They are left with few
choices, which usually involve paying for education in private institutions
that put less emphasis on initial test scores or forgoing higher education
altogether. In Brazil, students from the poorest 40 percent of the popula-
tion make up just 3 percent of the student body at public universities.?
Countries need to introduce fees at public universities for those who are
able to pay and give an increasing share of public funds directly to needy
students, rather than to institutions, in the form of merit-based loans and
scholarships that they can use at the institution of their choice.?6 The pub-
lic needs to demand that independent national accreditation agencies gen-
erate and analyze data on the performance of institutions of higher
learning. Institutions that receive public funding can be broadened to
include non-university, postsecondary programs, such as two-year colleges
and postsecondary technical training, augmenting both the equity and effi-
ciency of public spending on postsecondary education.?” Governments

25. Mexico, Colombia, Chile, and Argentina fare somewhat better, but access to higher
education is still highly unequal (Holm-Nielsen and others 2005). In Mexico, only 3 percent
of the eighteen- to twenty-four-year-olds from the poorest quintile of households attend a ter-
tiary education institution, while 26 percent from the wealthiest quintile do so (Brunner and
others 2006). In Colombia in 2002, the enrollment rate in tertiary education was less than 20
percent among the low-income population (defined as strata 1 and 2 of six socioeconomic
strata) but close to 60 percent for high-income students (Cerddn-Infantes and Blom 2007).

26. Increased financial aid to students enrolled in the fields of science and engineering
would help increase the supply of trained, highly qualified professionals and contribute to
the region’s innovative capacity.

27. Experience in East Asia suggests that institutions such as two-year junior colleges can
produce graduates with the skills needed on the labor market. In Taiwan, more than 90 per-
cent of exports are produced by junior college graduates in small and medium-size busi-
nesses, which together employ about 80 percent of the workforce. Non-university tertiary
institutions also have made a positive contribution in South Korea, where junior colleges
enroll about 25 percent of the students in tertiary education—preparing them for careers in
vocational fields such as health care, business, and engineering—and often set up partner-
ships with local businesses, especially SMEs, offering customized training financed by the
businesses and adapted to their needs (Grubb and others 2006). In 2002, there were as many
as 3,000 non-university tertiary institutions in Latin America, of which roughly 60 percent
were private. In countries like Peru, Argentina, Brazil, and Chile these institutions account
for more than 335 percent of total enrollment in tertiary institutions while in most of Central
America they still account for less than § percent (Schwartzman 2003; World Bank 2002a;
Bernasconi and Moura Castro 2005). Many countries have invested heavily in publicly man-
aged systems of vocational training. But for the most part, those systems are expensive and
irrelevant to the constantly changing demands of private industry; in addition, they often do
not reach the poor, who barely finish primary school.
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should subsidize demand through voucher-like systems, thereby encour-
aging small entrepreneurs to develop and supply training and broadening
access for eligible students.

Fixing the supply of education is of course only one part of the solution.
Demand for education, particularly beyond primary school, is low among
the poor, not only because public schools are so ineffective (reducing the
“return” to schooling), but because poor job prospects and discrimination
in employment mean staying in school just may not seem worth it. We
address demand-side issues in other chapters.

135



136

Dealing Openly with
Discrimination

ata on racial and ethnic minorities in Latin America are poor, and

the criteria for classification of minorities vary. Estimates suggest

that indigenous groups account for about 10 percent (50 million) of

the region’s population and groups of African descent for 30 percent

(150 million). Indigenous people constitute a majority of the population

in Bolivia and Guatemala, and they are a significant minority in Ecuador

and Peru. Afro-descendents are a majority in the Dominican Republic and

Panama, and they form 45 percent of the population in Brazil and more

than 10 percent of the population in Colombia, Venezuela, and Nicaragua
(figure 10-1).!

In Latin America, the contours of inequality run broadly along racial and

indigenous and Afro-descendent

]

ethnic lines. Compared with “whites,’
people are, as a rule, less educated and less healthy and they have less
access to such basic institutions as the justice system. They face greater dif-
ficulties in transforming educational and occupational achievement into
income, generally earning considerably less for the same number of years
of schooling (see box 10-1).

1.We exclude observations for the rest of the Caribbean, where Afro-descendents repre-
sent the vast majority of the population. Busso, Cicowiez, and Gasparini (2005) shows three
different estimates of the size of indigenous and Afro-descendent populations in Latin Amer-
ican countries. Hall and Patrinos (2006) provides a lower-bound estimate of the indigenous
population in Latin America of close to 30 million.
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FIGURE 10-1. Indigenous and Afro-Descendent Populations?
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Source: De Ferranti and others (2004).

a. Includes countries where indigenous or Afro-descendent groups or both represent more than
10 percent of the population. Estimates of indigenous and Afro-descendent populations in Latin
America vary widely. See note 1.

Yet until very recently, racial and ethnic issues have not been central to
social and political discourse in the region. That neglect has contributed
to and reinforced the myth that Latin American societies are color blind.

A Double Burden for Girls and Women

Indigenous girls’ poor performance in school contrasts sharply with the
general rule that, on average, girls throughout the region do as well as—
and in some countries better than—boys.? In Guatemala, indigenous girls

2. Boys and girls start and complete schooling at similar rates in almost every country;
in some (for example, Argentina, Brazil, Panama, Uruguay, and Venezuela) girls do better
(PREAL 2006). See also Duryea and others (2007).
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BOX 10-1. Lagging Behind: Selected Indicators on Afro-Descendent
and Indigenous Groups in Latin America

Included are only those countries that have accessible and reliable data on
significant indigenous and Afro-descendent populations. The omission of
Venezuela, Dominican Republic, Honduras, and Nicaragua as well as the
limited number of references to Panama are due to lack of reliable data.

Poverty

In Peru, Bolivia, and Mexico, after other factors are accounted for, being
indigenous increases the probability of being poor by 11, 13, and 30 per-
cent respectively.

In Ecuador, members of indigenous groups are almost twice as likely to
live in poverty as non-indigenous groups and 4.5 times more likely to be
extremely poor. In Guatemala, seven of every ten indigenous people are
poor; the figure is fewer than four for every ten non-indigenous people.
In the Pacific coast region of Colombia, where 90 percent of the popula-
tion is Afro-Colombian, 85 percent live in poverty; the national average
is 32 percent.

In Brazil in the 1990s, after other factors were accounted for, racial dif-
ferences accounted for one-fourth of poverty and inequality.

Education

In Mexico, net secondary enrollment rates for indigenous peoples are 40
percent below the national average. The primary school drop-out rate of
students in predominantly indigenous municipalities is twice that of stu-
dents in non-indigenous municipalities.

Brazil’s 1990s education reforms extended schooling rates for Afro-
descendents between seven and thirteen years of age more than for
whites. But Afro-descendent students continue to record higher repeti-
tion and drop- out rates. While at school, they also record worse exam
results than whites, even when the analysis controls for socioeconomic
variables." In Paraguay, close to 80 percent of indigenous youth (ages 15
to 19) did not finish primary school compared to less than 20 percent of
non-indigenous teens.

1. Between one-third and one-half of the deficit in test results for Afro-descendent stu-
dents is associated with differences in socioeconomic status or condition of schools. A slightly
higher proportion of the deficit is attributable to both socioeconomic and school conditions
taken together.
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In Ecuador, virtually all children start primary school, but completion rates
of whites continue to exceed those of indigenous and Afro-descendent
minorities. These groups also lag behind whites in test scores for lan-
guage and math. The achievement scores of predominantly Afro-
descendent schools are especially low—behind those of indigenous

and Hispanic schools.

Panama has made significant progress in increasing alphabetization lev-
els, including in poor areas. However, among indigenous groups less than
two-thirds of children older than nine years of age can read or write.

In Bolivia and Guatemala, more than half of indigenous girls have
dropped out of school by age fourteen. At age seven, only half of
Guatemala’s Mayan (indigenous) girls have enrolled in school; the corre-
sponding figures are 75 percent for non-indigenous girls and 71 percent
for indigenous boys. In Bolivia, one of every four indigenous women
more than thirty-five years of age is illiterate.

In Ecuador, more than 80 percent of indigenous girls ages fifteen to sev-
enteen are out of school, a rate more than double that of nonindigenous
boys and girls—and 20 percent higher than the rate for indigenous boys.
In Peru, rural indigenous girls are particularly prone to enter primary
school late, and in recent years, drop-out rates among girls who speak a
native language have increased. The illiteracy rate among indigenous
women is 65 percent; it is 26 percent among non-indigenous women.

Labor market

In Ecuador, indigenous workers earn 21 percent less on average than
non-indigenous workers with the same amount of schooling. In Bolivia,
non-indigenous workers receive on average an earnings gain of 85 per-
cent for nine years of schooling, while the gain is about 59 percent for
indigenous workers for the same amount of schooling.

In urban Peru, predominantly white workers have higher access to
human capital and physical capital assets and earn higher wages than
predominantly indigenous workers in an analysis controlling for individ-
ual and household characteristics.

2. Fifth graders in Afro-descendent schools score 80 to 85 percent below indigenous and
Hispanic schools in math and 20 to 35 percent below them in language.

(continued)
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BOX 10-1. Lagging Behind: Selected Indicators on Afro-Descendent
and Indigenous Groups in Latin America (continued)

Afro-Brazilians with a secondary education earn 16 percent less on aver-
age than whites in an analysis controlling for workers’ schooling, par-
ents’ education, and school quality. Pay discrimination is greater at the
higher salary jobs for any skill level.

In Guatemala, while 65 percent of urban non-indigenous workers have
waged employment, less than 50 percent of urban indigenous workers
do. In urban Ecuador, more than 50 percent of nonindigenous workers
but only 28 percent of indigenous laborers are formally employed.

Health

In Guatemala, maternal mortality among indigenous women is almost
double that of non-indigenous women. In Honduras, maternal mortality
ranges from 190 to 255 per 100,000 in communities with a high concen-
tration of indigenous people; the national average is 147 per 100,000. In
Peru and Bolivia, the corresponding rates are between 270 and 390 per
100,000 in indigenous areas. The average rate for the region is 125 per
100,000.

In Mexico, infant mortality levels are higher in the states with a high
concentration of indigenous residents (43 per 1,000 live births) than

in non-indigenous states (26 per 1,000 live births). In Ecuador,

infant mortality among indigenous peoples (68 per 1,000 live births)

is more than twice that of non-indigenous people (30 per 1,000 live
births).

In the predominantly Afro-descendent Pacific coast region of Colombia,
infant mortality rates are almost four times higher than the national
average.

Brazil shows differentials in infant mortality rates by race and ethnicity
even when the analysis controls for socioeconomic variables, including
education and income, and the racial disparities have been accentuated
over time. While according to the 1980 census the differential between
the infant mortality rate of Afro-descendents and of whites was 21 per-
cent, twenty years later it reached 40 percent.

Sources: Patrinos and Skoufias (2007); ECLAC (2006a); Hall and Patrinos (2006); PREAL
(2006); Lewis and Lockheed (2006); Perry and others (2006); De Ferranti and others (2004);
Arias, Yamada, and Tejerina (2004); McEwan and Trowbridge (2007); McEwan (2004); Garcia
Aracil and Winkler (2004); Barbosa (2004); Rosemberg (2004); Hall and Humphrey (2003);
Henriques (2002); Nopo, Saavedra, and Torero (2004).
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complete fewer than two years of schooling on average; the rate is (an also
miserable) three years for indigenous boys and five and six years for non-
indigenous girls and boys respectively. Indigenous girls start school later
and drop out earlier than indigenous boys and non-indigenous boys and
girls.’ In Mexico, illiteracy rates of women are systematically greater than
those of men in municipalities with a higher share of indigenous people.*

Women of all minority groups suffer a kind of double discrimination. For
Afro-Brazilian women in urban labor markets in Sao Paulo in the 1990s, a
lower return on their education and age, compared with white men,
accounted for 50 percent of their lower overall wages.’

As a group, all women still suffer discrimination in some arenas. Although
that is true even in OECD countries, there is evidence that in one area—
domestic violence—the situation in Latin America may be especially bad.®

A Visible Attack on Discrimination

The region has made some progress in the last fifteen years. Ecuador and
Chile have created special secretariats dedicated to indigenous matters.”

3. World Bank (2003a); Lewis and Lockheed (2006).

4. Hall and Patrinos (2006). Illiteracy among indigenous women in Mexico is 43 per-
cent—far above the national average of about 10 percent.

5. Silva (2000). Data refer to the city of Sdo Paulo.

6. World Health Organization surveys in 1999 and 2000 show that in Nicaragua around
27 percent of adult women reported having been physically assaulted by a partner in an inti-
mate relationship. In Quito, about 37 percent of women said that they had experienced
domestic violence. In Lima, 31 percent of women reported experiencing physical violence by
an intimate partner. In Colombia, a survey conducted in the mid-1990s found that one of
every five women in some kind of union in 1995 had suffered physical violence inflicted by
her spouse or partner. Among those, only 27 percent reported the violence to authorities,
although the majority of respondents were aware of at least one institution that provided
recourse against domestic violence. Estimates based on a social survey for urban households
in 1999 found that poor women and younger women with fewer years of completed school-
ing were much more likely to be victims of domestic violence than wealthier, older, and more
educated women. Each year of schooling reduced the probability of victimization by as much
as 1.4 percentage points. Women who worked also were more likely to report experiencing
incidents of domestic violence (World Bank 2007b).

7. Peru and Honduras have established similar mechanisms for the promotion of racial
and ethnic equality. Panama, Venezuela, and the Dominican Republic, which have signifi-
cant Afro-descendent populations, have failed to advance policies that address racial dis-
crimination (IAC 2003). At the international level, the World Bank, Inter-American
Development Bank (IDB), and the Inter-Agency Consultation on Race in Latin America have
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Argentina has a minimum number of electoral seats reserved for women
in the national and local assemblies;® Peru and Paraguay also have gender
quotas.’ But progress has been limited on many practical issues, including
bilingual education, affirmative action, outright discrimination, police
violence, and domestic violence. While there are no easy answers, chang-
ing attitudes toward discrimination is at least one area in which leader-
ship is far more critical than increased public spending.
What is the right agenda?

Recognize the problem of racial and ethnic differences and sponsor
assessment of racial and ethnic issues through data collection (cen-
suses, household surveys, and periodic surveys) and social science
research.!? Such efforts are best undertaken with the participation of

engaged in efforts to research and raise awareness of racial and ethnic inequalities in the
region. Indigenous peoples have notably increased their presence in the legislatures of a num-
ber of countries: In Bolivia, indigenous representation in Congress rose from 1 percent in
1998 to 27 percent in 2001; similar growth occurred in Ecuador and, to a lesser extent, in
Argentina and Colombia (Deruyttere 2006).

8. In early 2007, women headed 25 percent of the ministries in Latin America; in Peru,
Nicaragua, and Ecuador, that number was 35 percent (Blanco 2007). Between 1990 and
2006, the proportion of seats held by women in national parliament rose, on average, from
6 to 35 percent in Argentina, 11 to 35 percent in Costa Rica, 12 to 26 percent in Mexico,
and 6 to 18 percent in Peru (ECLAC 2007a). Most countries have a parliamentary commis-
sion on women’s issues, and all countries have created special women’s bureaus to monitor
and implement public policies related to women, some at the ministerial level (Buvinic and
Roza 2004; Buvinic and Mazza 20085). In Brazil, civil society organizations have been active
in developing programs and services with gender-specific objectives.

9. By 2004, eleven countries in the region had instituted quotas establishing a minimum
level of representation (between 20 and 40 percent) for women in party lists for legislative
elections. Colombia also has defined a minimum quota of 30 percent for women’s repre-
sentation in the executive branch. Overall, quotas increased women’s presence in legislatures
by an average of 9 percent between 1990 and 2003, but there is significant variation in the
success of quota laws across countries. Success in getting more women elected depends on
the law—for example, whether it is obligatory; whether it only reserves a slot, as in Brazil,
or requires the slot to be filled by a woman; or whether the woman must be placed in an elec-
table position, as in Argentina, or merely at the bottom of the list. It also depends on the
nature of the country’s electoral system (closed versus open lists) (Buvinic and Roza 2004;
Buvinic and Mazza 2005; Htun, 2003).

10. More than fifteen Latin American countries collect information on ethnicity through
their census, but only a few—most notably Brazil and Colombia—collect data on Afro-
descendents. In all countries, there are still significant gaps for almost every indicator and
extensive problems in relevance, accuracy, consistency, and reliability of data. Only three
countries compile an extensive bibliography on race and ethnic inequality issues: Brazil for
Afro-descendents and Peru and Guatemala for indigenous groups (ECLAC 2006a; Urrea
2006; Del Popolo and Avila 2006).
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the affected groups, especially in designing and implementing ques-
tionnaires. The availability of disaggregated data by race and eth-
nicity provides a necessary starting point not only for political and
social recognition of diversity, but also for the analysis of and legal
redress for discrimination.

Take steps to encourage minority groups to exercise their political
and social rights and to push for their own advancement. Colombia
assigns seats in its house of representatives to Afro-Colombians.
Brazil recently introduced affirmative action programs that include
the use of quotas in the public university system and in a new schol-
arship program designed to encourage low-income students to enroll
in private universities.!!

Establish and strengthen programs to protect women against
domestic violence. Gender-based violence reflects deep-seated atti-
tudes, and governments can use the bully pulpit to help change
those attitudes and legitimize civil society and community group
efforts to combat violence.'? Laws and policies should strengthen
victims’ rights, making violent behavior costlier to the abuser.
Where laws and policies to protect women already exist, govern-
ments should improve the judicial process, strengthen programs
that provide women with access to legal services, and step up
awareness campaigns. In Guatemala, community-based programs

11. Between 2001 and 20035, sixteen public universities in Brazil (nine at the state level
and seven at the federal level) implemented affirmative action programs with admission quo-
tas for low-income and Afro-descendent and indigenous students. In a few states (including
Rio de Janeiro, Mato Grosso, and Minas Gerais) the program is mandated by law. In others,
the decision is made at the university level. By 2006, nearly thirty universities, both public
and private, had adopted affirmative action programs (Dias da Silva 2006; Paiva 2004).
Through its ProUni program, the Brazilian government encourages private universities to
offer scholarships to low-income students—with a share reserved for Afro-descendent and
indigenous students—in exchange for tax breaks. Around 163,000 scholarships were offered
in 2007. The share allotted to each minority group is proportional to its representation in the
population of each state. In the 2006 National Student Achievement Test, ProUni students
performed better than their paying colleagues in nearly all university courses covered by the
test, including law, business, and medicine (Brazil, Ministry of Education, “ProUni: Programa
Universidade para Todos” (http://prouni-inscricao.mec.gov.br/prouni [July 2007]). In 2004,
Colombia approved plans to implement short-term affirmative action policies for Afro-
Colombians, although these policies have yet to be defined (Stubbs 2007).

12. Community-based initiatives are shown to be especially effective in preventing gender-
based violence and offering services to victims (Bott, Ellsberg, and Morrison 2004, 2005).
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inform abused women of their rights and help them navigate the
legal system. In Cali, Colombia, the Consejerias de Familia moni-
tor cases and provide support and counseling (and in some cases
temporary shelter) to abused women, who are referred to them by
the city’s judicial centers.!?

13. Several countries in the region have enacted key legislative reforms addressing gen-
der-based violence over the last two decades, including Argentina, Brazil, Peru, Mexico,
Nicaragua, Costa Rica, and Honduras. Other noteworthy initiatives include establishing
police stations for women, staffed and directed by women, a practice that was pioneered in
Brazil and later adopted in Argentina, Colombia, Costa Rica, Ecuador, Nicaragua, Peru, and
Uruguay. In Rio de Janeiro, nongovernment organizations (such as CEPIA) are implement-
ing training programs on gender issues for judicial personnel, police, and health sector pro-
fessionals. The Nicaragua Network of Women against Violence engages in annual awareness
campaigns. In Peru’s Defensorias Comunitarias, grassroots women act as community mon-
itors to provide support and assistance to victims of domestic violence and abuse—helping
to change deep-seated attitudes toward gender-based violence in some of the country’s poor-
est areas, which are mostly rural and indigenous. Projusticia in Ecuador was relatively effec-
tive in providing legal aid services for poor women to deal with issues such as domestic
violence and lack of child support (Bott, Ellsberg, and Morrison 2004, 2005; World Bank
2002b, 2003a; ECLAC 2007b).



Consumer-Driven
Public Services

]

hat traditionally are called “public services,” although some are

provided by private, usually regulated firms, are critical to the

smooth functioning of a market economy. In Latin America, ser-

vices to provide public transportation, roads, water, electricity,
and telecommunications and to enforce government standards regarding
sanitation, pollution and other environmental issues, food and drug safety
and other consumer concerns, and public health, including control of
endemic diseases, have all been plagued by problems of funding, access,
and quality. With their buying power and privileged access to bureaucrats
and regulators, higher-income households have never felt the need to use
the democratic process to insist on the political accountability of those in
charge of public service provision. One result has been the low overall cov-
erage and poor quality of these services, on which poor and middle-
income households are so dependent.

1990-2005: Top-Down Reforms

Access to infrastructure-based services—such as water, sanitation, elec-
tricity, and telecommunications—has improved in the region over the past
fifteen years, particularly in urban areas. But public investment has been
on a persistent decline since the 1980s, and the increase in private invest-
ment in the 1990s following the establishment of privatization programs
had collapsed by 2002, as investors became weary of the uncertainties
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caused by political fallout and unreliable government regulatory arrange-
ments.! (In the case of utilities, the implosion of the power sector in core
OECD markets, including the United States, forced many investors to pull
out.) Overall, progress in providing infrastructure has been slow and
uneven—especially when compared with that in East Asia and, more
recently, in other middle-income countries and China, which once trailed
the region (box 11-1). Poor infrastructure has been a key factor in the low
ranking of most Latin American countries in indexes of global competi-
tiveness.? It takes five days at the most for exports to pass through ports
in Malaysia, compared with seventeen days in Brazil.> Logistics costs in

1. Electrical service reaches about 87 percent of the population in Latin America. In
2004, just over nine of every ten Latin Americans had access to an improved water source
(up from eight in 1990) and 77 percent of the region’s population had access to improved
sanitation (up from 68 percent a decade earlier). There were close to fifty telephone lines
(including fixed and mobile) for every 100 inhabitants in Latin America (up from six in
1990) (WDI 2006). At the same time, total infrastructure investment in telecommunications,
power, and land transportation declined by 1.5 percent of GDP on average from the early
1980s to the late 1990s, with a sharp decline in public investment (from 3 percent of GDP
in 1980 to less than 1 percent of GDP in 2001). Public infrastructure investment fell in all
countries, with Argentina posting the largest drop, 2.7 percent of GDP, and Colombia the
smallest, 0.3 percent, during that period. The substantial expansion of private investment
post privatization (from US$12 billion in 1990 to US$74 billion in 1998) was not enough to
offset the fall in public investment, except in Colombia and Chile. Moreover, by 2003-04,
total private investments in infrastructure in the region had dropped to US$16 billion
(Calderén and Servén 2004a; WDI 2006).

2. See, for example, the World Economic Forum’s Global Competitiveness Index
2006-2007 (Lopez-Claros and others 2006) and the Latin American Competitiveness
Report (Vial and Cornelius 2002).

3. World Bank (2005e); reference is to total time needed for cargo to pass through port,
from ship call to the port exit gate. In China, exports take at most eight days to ship out and
in India, about nine days. The delays in transport and delivery caused by inadequate infra-
structure in the region erode the benefits of geographic proximity to the U.S. or other mar-
kets (Limdo and Venables 2001). Clark, Dollar, and Micco (2004) finds that on average
having bad ports is equivalent to being 60 percent farther away from markets. Across the
region, ports are a key bottleneck for export firms. Brazil, Argentina, Chile, Colombia, and
Panama all privatized port operations in the 1990s. Some have taken important steps to
reduce inefficiency. In Brazil’s Santos port, the average container handling cost dropped by
40 percent between 1997 and 2000 as a result of a reform to cut labor costs, remove excess
staff, and streamline operations. But overall, port tariffs and time delays caused by transit
problems, poor infrastructure, and inefficient customs services are still too high in the region.
In the case of Brazil, reforms have stalled largely because of the lack of an appropriate reg-
ulatory framework or clear guidelines from the government to see reforms to completion;
slow progress in undertaking major public investment works associated with port reform
also is to blame (World Bank 2007c). In Colombia, port infrastructure also needs consider-
able investment in upgrading and expansion, especially port terminals and nearby facilities
(Reis and others 2007).
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the region are two to three times the costs in industrialized countries,
largely because—given the region’s difficult geography and relatively
sparse population—the roads are inadequate.* Fifty-five percent of private
sector entrepreneurs in Latin America rank infrastructure as a serious
problem—the highest level in the world, shared only by the Middle East
and North Africa—while only 18 percent do so in East Asia and the
Pacific.’

Rural areas still lag substantially behind urban areas in access to basic
services, and the poor are ill served everywhere or not served at all.® The

4. Part of the logistics cost gap reflects the higher value relative to weight of OECD prod-
ucts, but much of it reflects the region’s poor transport infrastructure and resulting higher
losses in transit, higher transport costs, and the need to maintain larger inventories, tying up
capital (Fay and Morrison 2007; Guasch and Kogan 20035). In Brazil, transportation costs
are very high, comprising one-third of firms’ average operational costs, and mostly reflect
the extremely poor conditions of the country’s federal paved road network. Overall, of the
58,000 kilometer network—which handles more than 70 percent of the country’s total
goods—90 percent are single-lane roads with two-direction traffic and only 25 percent are
considered to be in good condition. There has been no rehabilitation or maintenance work
done for at least ten years and no investment for at least fifteen years. The rundown road
system adds about a half-billion dollars each year to vehicle operational costs, mostly paid
by the private sector (World Bank 2007¢, 2005¢; Beath 2006). In a 2005 study by the U.S.
International Trade Commission, Mexico was shown to fall far short on a number of indi-
cators of logistics quality, especially when compared with East Asia. Mexico’s roads were
found to be slow, expensive, and unsafe; railroads to be limited and costly; and airports and
ports to lack the capacity to handle high volumes (World Bank 2006d). During the 1990s,
Mexico spent almost double the amount spent by the United States on transport as a share
of GDP. Escribano and others (2005) finds for a sample of Latin American countries that
transport and energy deficiencies (measured as shipment losses and duration of power out-
ages) hurt productivity and the probability of exporting.

5. World Bank (2004b). Firms surveyed in Latin America report waiting an average of
twenty-six days to obtain an electrical connection; the average is twelve days in the East Asia
and Pacific region and eight days in OECD countries. Latin American firms also report expe-
riencing twice the number of electrical outages and nearly five times the number of water
supply failures as do firms in the East Asia and Pacific region; they also wait almost thirty
days longer to obtain a mainline telephone connection (World Bank Enterprise Surveys).

6. Access to electricity has become nearly universal in Latin American urban areas (the
share of the urban population with access rose from 92 percent in 1986 to 97 percent a
decade later) but reaches only some 60 percent of the rural population. In urban and rural
areas of Peru, 92 and 28 percent of the population, respectively, had access to electricity in
2000. In Mexico’s largely rural southern states (Chiapas, Guerrero, Oaxaca, Veracruz), elec-
tricity reaches between 50 and 65 percent of the population, while coverage is nearly uni-
versal in urban areas across the country (World Bank 2006d). The gap in access to water
and sanitation in the region has narrowed in the last decade but remains large: 96 percent
of Latin Americans in urban areas but only 70 percent in rural areas have a connection to
safe water, while almost twice as many people in urban areas as in rural areas have access
to improved sanitation (WDI 2006).
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BOX 11-1. Latin America’s Infrastructure Gap

In 1980, the coverage of productive infrastructure in Latin America was sim-
ilar to or higher than coverage in East Asia. Today, East Asia’s capacity to
generate electricity is more than double that of Latin America, and its
telecommunications network is nearly three times denser (figure 11-1). East
Asia also leads in total road length, despite starting at lower levels in 1980.
In addition, Latin America has lost ground to China and middle-income
countries (MICs) in electrical power, roads, and telephone lines, despite
being wealthier in per capita terms; only in terms of access to safe water
and sanitation does Latin America perform comparatively well (table 11-1).!

TABLE 11-1. Latin America’s Infrastructure Gap*

Telephone  Access to Accessto  Access to

Road Paved lines, total  electricity water sanitation
network roads (per 1000  (percent of  (percent of (percent of
(km/km?)  (percent)  persons)  population) population) population)

Category 2002 1997-02 2004 2000 2004 2004
Latin America 0.008 27 497 87 91 77
China 0.189 91 499 99 77 44
MICs 0.062 54 485 90 88 71
East Asia 0.203 78 979 n.a. 96 n.a.

Sources: WDI (2006); Fay and Morrison (2007); ADB/)BIC/WB (2005).
a. East Asia data exclude Taiwan; for road network and paved roads, they exclude also Hong Kong and
Singapore. Total telephone lines include mainlines and mobile phone subscribers per 1,000 people.

To catch up to the infrastructure levels of East Asia’s median country,
South Korea, the region would need to invest at least 2.4 to 5.0 percent of
GDP a year over twenty years—which is at least twice the level that it invests
in infrastructure today.? Calderon and Servén (2004b) estimates that elimi-
nating the infrastructure deficit could increase GDP per capita growth rates
in the region by almost 4 percent a year on average and cause decreases
across countries of 0.05 to 0.13 in the Gini coefficients of inequality.

1. Latin America is also ahead of China and MICs in mobile phone subscribers per 1,000
people.

2. Total infrastructure spending in the region is currently less than 2 percent of GDP a year;
it is 7 percent of GDP in China (up from 3 percent in 1998) and 15 percent of GDP in Thai-
land (up from 5 percent in 1998).

Sources: Fay and Morrison (2007); ADB/JBIC/WB (2005); Calderén and Servén (2004a,
2004b); Calderén, Easterly, and Servén (2003b).
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FIGURE 11-1. Latin America’s Infrastructure Gap
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(mainlines and mobile) per worker. The index is calibrated so that East Asia had a value of 1 in 1980.
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rich suffer least when public infrastructure services are deficient—their
neighborhoods usually are the best served in the first place, and they can
resort to private providers for some services. For middle-income and poor
households, lack of access and low quality are much more costly, in terms
of higher health and occupational risks and time and income lost, as when
electricity is unreliable and roads and bus systems are bad.

The challenge is not only to increase investment in infrastructure. It is
more fundamental: to create and sustain public competence in regulating
the nonfinancial sector. There has been some progress in infrastructure
services regulation since the 1990s in countries like El Salvador and Peru,
but an unstable, unpredictable (politicized and capricious) regulatory
environment is still a problem in many large markets, including Brazil and
Argentina. And most governments have not yet tackled seriously such
issues as pollution control, public health, food and road safety, and other
consumer protection concerns.”

Privatization: Also a Victim

Until the late 1980s infrastructure services typically were state run—sup-
plied at subsidized rates by large public sector monopolies that had no
commercial incentive to price services adequately or to serve their con-
sumers well. Most state-run telecommunications, water, sanitation, and
electricity companies were left unable to expand and innovate because
they charged inadequate prices, and the quality of services deteriorated
visibly. That ended up undermining social welfare and the lot of the
poor—who always are last in line for any subsidized service.
Privatization of telephone and electricity services (and to a lesser extent
of road, ports, and airport services) swept through Latin America in the

7. An IDB study (2004b) ranked enforcement of consumer protection laws in Brazil as
excellent; in Mexico, Argentina, Panama, and Peru as satisfactory; and in Ecuador,
Venezuela, El Salvador, Nicaragua, and Paraguay as largely ineffective. Bolivia and Hon-
duras lacked a consumer protection system altogether. In examining data for Europe and
Latin America, Gilardi, Jordana, and Levi-Faur (2006) finds that the tendency to establish
regulatory agencies is much weaker in social sectors (pharmaceutical, food safety, environ-
ment, and so forth) than in economic sectors (utilities, finance, competition), especially in
Latin America.
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1990s.8 Privatization has been less extensive in water, sanitation, urban
public transportation, and public health services.” In many respects pri-
vatization has been a success, resulting in improved financial and operat-
ing performance in most firms and better quality and enhanced
availability of services to consumers. '° It also has relaxed the bottlenecks

8. We use the term “privatization” to refer to both privatization and public works con-
cession schemes. The accumulated revenues from privatization in eighteen Latin American
countries reached 6 percent of gross domestic product in the 1990s. By the end of the decade,
the region accounted for fully 56 percent of total privatization revenues across the developing
world (more than half of all the privatizations were of high-value infrastructure or utility firms,
in contrast to those in other regions outside the OECD states). From 1990 to 2001, private
investment in the region in infrastructure alone totaled US$360.5 billion, US$150 billion more
than the next most attractive region, the East Asia—Pacific area (Nellis 2003; Harris 2003).

9. Public ownership remains the norm in most of the region in the water and sanitation
sectors but not in the electric sector. In most countries, privatization of water services has
been less successful technically and still less politically than privatization of other services.
Violent protests erupted against the privatization of water services in Cochabamba, Bolivia,
where the concession was cancelled. Popular unrest also led to the cancellation in 2005 of
Bolivia’s La Paz and El Alto water concessions. By 2005, more than one-third of Argentina’s
water and sanitation concessions had been cancelled or were in the process of being can-
celled (World Bank Privatization Database, http://rru.worldbank.org/privatization). In the
state of Sdo Paulo, Brazil, sharp increases in rates, poor service, and complaints of corrup-
tion in the privatization process prompted the government to try to reverse the shift toward
water concessions back to state delivery of services (IDB 2003b). More successful water con-
cession arrangements in recent years have involved small-scale providers under contract to
municipal governments, as in Paraguay and parts of Bolivia. Cartagena, Colombia, has
adopted innovative mixed capital firms in which the city government has the majority stake
in utilities companies, with responsibility for securing financing for infrastructure projects,
while private operators, with a minority stake, are responsible for the management and oper-
ation of the company, working under a contract with clear performance and expansion tar-
gets (Luis Alberto Moreno, “Water Works,” Wall Street Journal, March 9, 2006, p. A19;
Guasch 2004; Kariuki and Schwartz 2005).

10. Case studies in Chong and Lopez-de-Silanes (2005) based on a large sample of pri-
vatized firms in Argentina, Brazil, Chile, Colombia, Mexico, and Peru show a median gain
in firm profitability after privatization of around 14 percent, efficiency gains of almost 70
percent, and output increases of more than 40 percent. In Argentina, the number of phone
lines more than doubled after privatization. In Chile, the waiting time for a new fixed phone
line dropped from 416 days in 1993 to fewer than six days in 2001, while the waiting list
dropped from a peak of 314,000 people in 1992 to only 32,000 by 2001 (Fischer, Gutiér-
rez, and Serra 2005). In more cases than not, privatization also freed the state from a heavy
administrative and unproductive financial burden, closing the door to widespread corrup-
tion and mismanagement by publicly appointed state company employees (Nellis 2003).
Andres, Foster, and Guasch (2006) analyzes the impact of privatization on the electricity sec-
tor in the region, separating the short-term from the long-term results. The study finds that
changes in ownership generate significant improvements in labor productivity, efficiency,
and product and service quality—and that most of those changes occur in the transition
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that service supply shortages used to create. Furthermore, enhanced access
resulting from privatization often has benefited the poor.!' In Argentina
the privatization of water services in poorer areas was associated with a
reduction in child mortality of as much as 24 percent. The poor have ben-
efited even in sectors, such as telephone services, in which privatization
has led to price increases, because often they had no previous access to ser-
vices at all (the pre-privatization price was, in effect, infinite). Increasing
access made them better off.!2

Nonetheless, privatized infrastructure programs have been plagued by
corruption and the failure of regulatory agencies to protect consumers
from price gouging in some cases and in other cases to protect newly pri-
vate firms from government restriction of legitimate price increases.'’ As
a result, privatization has been an especially unpopular reform.'* Also to

period around the privatization process. The improvements in the post-privatization
period—beyond two years after the change in ownership—are much more modest.

11. Birdsall and Nellis (2003); Nellis and Birdsall (2005). Analyzing results from the
water sector in Colombia, Barrera-Osorio and Olivera (2007) finds that in addition to
increasing the frequency of service, privatization in urban areas increases access to and qual-
ity of service and also improves health outcomes for the lower quintiles. But in rural areas,
the positive effects of privatization on the frequency of service and on health indicators are
outweighed by negative impacts on access and prices.

12. Galiani, Gertler, and Schargrodsky (2005) finds that in Argentina, child mortality fell
8 percent on average in municipalities that privatized their water services. The effect was
largest in the poorest municipalities that privatized, where child mortality fell 26 percent.
Evidence of a pro-poor impact of private sector services also was found in Chile and Bolivia,
where 25 to 30 percent of network expansion targeted the lowest 20 percent of the income
profile (World Bank 2003b). In Argentina, Gonzalez-Eiras and Rossi (2007) finds some evi-
dence of lower child mortality related to food poisoning and lower frequency of low birth
weight in provinces that privatized their electricity service than in provinces with public dis-
tribution networks—though the evidence is less conclusive (possibly due to the low number
of cross-section observations). Instances of price increases in privatized firms often are nec-
essary if the firm is to modernize, meet demand, and operate without subsidies. Under state
ownership, many Latin American governments set utility prices so low that they did not
cover costs, which led to scarcity, rationing, and starving firms of investment capital.

13. In Colombia, scandals and allegations of corruption followed the privatization of the
electricity sector (TermoRio case). In Argentina, the obscure bidding process in privatization
programs raised suspicions of corruption and political favoritism (Ayala and Millan 2002;
Chong and Lopez-de-Silanes 2003). In Argentina’s Tucuman province, opportunistic behav-
ior by the local government, popular protests, and poor performance led to cancellation after
two years of a thirty-year private concession for water and sanitation provision (Nellis 2003;
Guasch 2004).

14. Latinobarémetro (2006) shows that between 1998 and 2003, support for privatiza-
tion among Latin Americans surveyed dropped from 46 percent to 21 percent (falling across
all countries and income groups). Satisfaction with privatized services rose 12 percentage
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blame are a few cases that have gone very wrong, such as the privatiza-
tion of water services in Cochabamba, Bolivia."> Along with instances of
price increases, job losses—even when small relative to overall employ-
ment—have added to the sense of frustration, reinforcing the perception
among Latin Americans that privatization has been unfair, generally mak-
ing the rich richer and the poor poorer.'¢

A central problem was that the region’s approach to privatization was
shaped heavily by fiscal considerations, since sales help shore up govern-
ment revenues and may permit retirement of government debt.!” Often
that meant that insufficient emphasis was placed on ensuring that markets
would be competitive after privatization and that consumers would be
protected from abuse. Sales were made to single firms, for example, or reg-
ulation of natural monopolies became inadequate after they were in pri-
vate hands.'"® The lack of accountability reflected the reality that
privatization policies were never embedded in a broader vision of social
policy. In most cases it meant that opportunities to share the gains of pri-
vatization more fairly with the broader public were lost or ignored."”

points among respondents in 2004-06 as economies picked up steam, but the average figure,
30 percent, remains low. For an overview of the arguments and evidence on the unpopular-
ity of privatization in Latin America, see Nellis (2003); Nellis, Menezes, and Lucas (2004).

15. See Nickson and Vargas (2002) and Kohl (2004) on the case of Cochabamba, Bolivia.

16. Privatization often had a short-term effect on employment—labor had to be shed for
the privatized enterprises to restore efficiency and profitability. But in most cases the num-
ber of workers laid off due to privatization was small relative to the entire workforce and
tended to be offset in the medium term by the increased job creation produced in part by pri-
vatization and liberalization (McKenzie and Mookherjee 2005).

17. Privatization has brought a positive flow of funds and reduced public debt to gov-
ernments in Latin America through price rationalization, retirement of accumulated debt,
elimination of subsidy flows, and increased tax revenues from more profitable and produc-
tive private firms (Nellis 2003; Macedo 2000).

18. Privatization of public utilities has in many cases left consumers defenseless vis-a-vis
the new owners of the formerly state-run enterprise. Typically, consumers have been poorly
represented, creating a lack of transparency and the perception of abuse, which work against
the long-term sustainability of privatization reforms. There have been instances, as in
Argentina, in which the privatized firms did not honor some of the commitments that they
made to the government, such as investing a percentage of their profits in modernizing infra-
structure, improving customer service, shortening service installation times, or extending
coverage to certain areas. Uruguay’s energy sector regulatory body, Unidad de Regulacion
de Energia y Electricidad, was established only in 2000, five years after the start of sector
reform and the establishment of a services concession system (IDB 2003a, 2003b).

19. Nellis and Birdsall (2005) includes a number of country studies that illustrate this
point. They note that when distributional issues have been considered, it has generally been
in the context of greasing the wheels of the process to make it politically more palatable (as
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An exception, for a while, was Bolivia. There some of the expected ben-
efits of privatization were initially distributed to citizens in the form of
future pension benefits or stock holdings, creating more shareholders in
the market economy through a kind of popular capitalism. But that pro-
gram fell afoul of Bolivia’s fiscal problems in the late 1990s. Meanwhile,
privatization in Brazil, though clearly leading to more efficient and com-
petitive production, failed to provide for any improvement in the distrib-
ution of wealth and income (box 11-2).

The perception of unfairness has slowed privatization and even begun
to reverse its contributions to improving efficiency and the access of the
poor to services. In Mexico, energy remains a state-run business, limiting
the new investment that private owners would bring. In Argentina, the
current government has limited tariff increases to well below inflation,
putting a stop to new investment and continued extension of services to
poorer neighborhoods.

What’s Needed Now: A Bottom-Up Approach

The key reform for the future is a radical rethinking of the culture of ser-
vice delivery. In infrastructure services, continuing private involvement and
ownership are essential if a government hopes to secure adequate invest-
ment and avoid the past problems of state-owned enterprises. But to avoid
corruption and guarantee a good regulatory environment also requires the
government to make an active commitment to ensuring transparency and
providing information to consumers regarding privatized firms.

In some countries, improving infrastructure and other consumer ser-
vices may require expanding public budgets.?’ But above all, it is a matter

when employees of enterprises to be privatized are given special deals on obtaining shares in
the new firm or when the sellers oblige the new owners to accept post-privatization condi-
tions such as service guarantees for less-profitable markets or to commit to maintaining cer-
tain levels of investment or numbers of employee for a specified time). See also Birdsall and
Nellis (2003).

20. Recent research by the World Bank estimates that the annual financing requirement
for infrastructure in the region for the next ten years is about 3 percent of regional GDP (Fay
and Morrison 2007; Fay and Yepes 2003). Assuming that the public sector supplies half of
that amount, it would need to devote 1.5 percent of GDP a year to infrastructure. That
would be an increase of 0.7 percent of GDP from the average level of public infrastructure
spending in the region from 1996 to 2001.
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BOX 11-2. Privatization and Popular Capitalism

Letting Taxpayers Hold the Bag in Brazil

Since the early 1990s, Brazil has privatized more than 115 state-owned
enterprises, transferring more than US$71 billion worth of equity capital to
private owners. From an efficiency point of view, reflected in the improved
profitability of privatized firms, privatization has been a success. But its
impact on income and asset distribution has been less positive.

To be sure, equity concerns were never at the heart of the program’s
objectives. Although democratization of capital was initially stated as a goal,
the Brazilian government—facing a fiscal crisis when the program peaked
in 1997 and 1998—focused instead on using privatization to promote for-
eign investment and maximize revenue from sales. To get higher prices, it
auctioned most of the state-owned enterprises in large, controlling blocks of
shares to big foreign and national corporations. In the few cases in which
room was made for democratization of capital, the beneficiaries were
mostly middle-income workers of former state-owned enterprises partici-
pating in manager-employee buyouts and workers covered by pension
funds of former state-owned enterprises that participated in the auctions.
Worse, the program did not reduce public debt, which actually increased
sharply from 1994 to 1999, due in part to external shocks. Taxpayers,
including the poor, are now bearing the costs of higher public debt.

Creating Stakeholders in Bolivia: A Good Idea Run Aground

Bolivia’s privatization program in the 1990s put income redistribution at the
heart of its objectives. Under the model adopted in 1995, private purchasers
of state-owned firms committed themselves to doubling the net worth of
the companies in exchange for half the shares. The government distributed
the remaining half to the Bolivian people in the form of life annuities (ini-
tially set at US$250), beginning at age sixty-five. (The annuity represented 27
percent of Bolivia’s per capita income.) The idea was to create stakeholders
in the future of the firms and the market economy. Subsequent fiscal pres-
sures eventually prompted the government to lower the annuity amount
and to decree that only citizens who were fifty-five years old or older at that
time would qualify for a life annuity when they reached age sixty-five. All
others would receive shares in the privatized firms instead. In 2002, then
President Sanchez de Lozada promised to return Bonosol to its initial level,
but lower-than-expected dividend flows from capitalized firms made that
impossible. The performance and popularity of the program was further
undermined by inadequate regulation, prolonged economic recession, and

(continued)
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BOX 11-2. Privatization and Popular Capitalism (continued)

a couple of high-profile failures among foreign firms (like Brazil’s VASP). By
2006, the idea of “capitalization” was being eclipsed in the key energy sector
by the newly elected president’s decision to renegotiate contracts with for-
eign holders of privatized entities."

1. It is not clear whether the Bolivian state enterprise YPFB (Yacimientos Petroliferos Fis-
cales Bolivianos), which took a majority stake in the countries’ main gas and oil production
companies, will maintain pension payments. The government has claimed that it does not
have sufficient funds to pay the existing yearly pension to the elderly beyond 2007 (“Out of
Gas,” Economist, August 17, 2006; Matthew Cowley, “Gas, Oil Takeover Pits Bolivia against
Brazil, Foreign Cos,” Wall Street Journal, May 2, 2006; “Bolivian May Day Brings Higher Hydro-
carbons Revenues and Higher Expectations,” Andean Information Network/Red Andina de
Informacién, May 4, 2007.)

Sources: Barja, McKenzie, and Urquiola (2005); Birdsall and Nellis (2005); Macedo (2005,
2000); Barja and Urquiola (2001); Graham (1998); Valdez (1998).

of creating a market in which public financing is combined with a radical
new style of management, one that focuses on greater consumer choice and
voice. The government then assumes two major roles. The first is to
empower citizens and community groups with effective regulation and
information about standards and prices. The second is to ensure, through
voucher-like subsidies and cash grants, that the poor have the buying power
to demand good-quality services. User participation and voice and firm
accountability are crucial in particular for sustaining an adequate quality
of services at the local level. In the end, however, civil society and grass-
roots advocacy cannot substitute for the fundamental role of government.?!
We set out below policies and programs to look for in infrastructure ser-
vices; the same logic and spirit can be applied to all regulatory services.??

21. See Fiszbein (2005) for more on this point.

22. The general benefits of the policies and practices that we suggest depend heavily on
well-functioning legal and economic institutions that promote and monitor transparent mar-
ket operations. The more careful and extensive the preparation devoted to the institutional
underpinnings of private participation, the better the results, in terms of both efficiency and
equity (Nellis 2003). See also the discussion in Guasch and Straub (2006).
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First, Focus on Competition and Information

In designing privatization and concession contracts and transac-
tions, avoid the mistakes of the 1990s. Maximize competition wher-
ever and whenever possible. When the lack of exclusive rights or
other forms of monopoly privilege look like a deal breaker, negoti-
ate hard to make the period of exclusion as short as possible.

Build more transparency into privatization operations by opening
bids on television and using independent monitors to vet transac-
tions and certify their openness and honesty. Make full disclosure
regarding access, pricing, user rights, and performance benchmarks
a legal part of contract provisions with private providers.??> Encour-
age monitoring and publication of information on service quality by
consumer groups, nongovernmental organizations, and the press.?*

Second, Make Special Efforts to Reach the Poor

When auctioning service contracts, obligate private operators to
extend access to poor neighborhoods.?

Use connection subsidies, given directly to poor households.?
Include provisions in contracts that give service operators incentives
to tap the labor of the poor in delivering services. In Argentina, the
low-income population in some neighborhoods is providing the

23. A review of urban water utilities in Latin America in the early 2000s concluded that
giving consumers little information about the process of reform and tariff setting while lim-
iting their opportunity for comment weakens the regulatory process and the credibility of
reform, thereby making rate changes, however justified, difficult to implement (World Bank
2003b).

24. In some cases having a modern, technically savvy ombudsman or agency might make
sense. The person or agency would be a watchdog for poor and working-class consumers,
and it would accountable to an elected body.

25. On this point, see Estache, Foster, and Wodon (2002); Estache and Quesada (2001);
Briceno-Garmendia, Estache, and Shafik (2004).

26. See Komives and others (2006); Nellis (2003); Estache, Foster, and Wodon (2002).
Latin America has a long history of distortive, poorly targeted subsidy programs, which have
tended to benefit mostly the urban middle class rather than the poor (Estache, Gomez-Lobo,
and Leipziger 2001). In Mexico in 2003, subsidies for electricity consumption absorbed 1.1
percent of GDP, about the same amount as total public investment in infrastructure that
year, with the bulk of subsidies going to non-poor consumers and more economically devel-
oped regions (World Bank 2006d).
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labor to establish and maintain water connections. By involving con-
sumers in poor communities in setting standards and mapping infra-
structure networks, one of Manila’s water concessionaires has
helped reduce the costs of providing water to the communities by
25 percent.?”

Eliminate regulations that undercut what would be viable markets
in poor communities.?® In Yemen, the government now allows poor
communities to tap into already available electrical lines and to man-
age service distribution and pricing. In other developing countries,
eliminating the state telephone monopoly has created a good rental
market for mobile phones in poor neighborhoods. In Paraguay,
independent small-scale water providers are reaching poor house-
holds in isolated neighborhoods at prices that are competitive with
those of public utilities.?”

Some of these “pro-poor” contractual obligations have costs, which
governments must allow private providers to recover through the rates
that they charge.

Third, a Political Strategy

Minimize the losses of laid-off workers. Make special provisions in
privatization schemes to compensate laid-off workers without com-
promising the government’s fiscal position or generating excessive
political pressure. This step is politically important. Although the
number of job losses due to privatization in Latin America has been
small relative to the total number of jobs, job loss has a high political

27. World Bank (2003b).

28. See Trémolet and Hunt (2006) for an in-depth discussion on this point based on case
studies from Bolivia, Vietnam, South Africa, and Zambia in which existing regulations were
eliminated or adapted to facilitate the expansion of water services to poor consumers.

29. Small-scale water providers serve about 25 percent of the urban population in
Argentina, Bolivia, Colombia, Guatemala, Paraguay, and Peru. They range from fixed net-
works (piped delivery) to mobile providers (tanker trucks) serving individual households and
institutions. In Santa Cruz, Bolivia, cooperatives are the only water suppliers for the city’s 1
million people. The aguateros in Asuncién, Paraguay, have invested more than US$30 mil-
lion to provide service to 75,000 households, and they have fully recovered both operating
and investment costs (Solo 2003; Kariuki and Schwartz 2005).



CONSUMER-DRIVEN PUBLIC SERVICES

cost and helps fuel much of the opposition to reform. During
Uruguay’s state restructuring and modernization program in the
early 1990s, special funds were set aside to cover the costs of sever-
ance, early retirement, or transfer of redundant employees. The
reforms took place without strikes or labor protests.3°

Develop a strategy to deal with public opinion. In some settings it
may be necessary to minimize the negative public perception of pri-
vatization in order to preserve the political possibility of deepening
or extending privatization or other efficiency- and growth-oriented
reforms.’! In Peru, a campaign to inform the public that privatiza-
tion of electrical service would be undertaken through a transparent
process and that rate increases would be regulated increased support
among citizens from 21 to 60 percent.?

Governments will always have fundamental responsibilities to protect
the environment, public health, and consumers as well as to provide the
infrastructure and services necessary to run a modern state. In all these
areas, public policy and practice need to become more consumer driven
and the government must become more accountable to citizens than to
bureaucracies and interest groups. At the same time, the constant
scrutiny of citizens is critical if the government is to be held to account
for its performance.

30. The approach in Uruguay emphasized incentives and voluntary participation instead
of job cuts. The special funds also helped provide limited technical support, business train-
ing, and small loans for civil servants who opted to start their own businesses in the private
sector. Many of the laid-off employees received training and assistance in finding private sec-
tor employment, and many now provide services to the government—at lower cost—as pri-
vate contractors (Constance 2002).

31. Public campaigns should explain choices; detail the government’s priorities within
sectors, between sectors, and between policy instruments; and address concerns regarding
privatization strategy, regulatory strategy, and social policy. To ensure public perception of
transparency, sales of state-run enterprises could be addressed separately in public cam-
paigns. Too often, impending privatizations have been used by political rivals to create dis-
sension and confusion among the population, as in Bolivia.

32. World Bank (2003b).
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How the United States Can Help:
Opening Markets and More

ur fair-growth tools depend largely on domestic policies and prac-
tices in Latin America. But what happens at the global level and what
rich countries do also matter. Some rich countries show a stronger
commitment to development than others. The United States, whose
policies and practices probably matter most for most countries in Latin
America, ranks in the middle of the twenty-one OECD countries whose
“commitment to development” is assessed annually by the Center for
Global Development.! The United States has been increasing its spending
on aid since 2001, in particular to help Colombia cope with its civil con-
flict, and along with the United Kingdom and other OECD donors, it has
financed a major program of debt relief for Nicaragua, Honduras, and
Bolivia. But beyond aid and debt relief, the support of the United States
and the rest of the outside world for increasing opportunities for Latin
America’s poor and middle-income majority has been sparing.?

1. See CGD’s Commitment to Development Index online at www.cgdev.org.

2. Periodic financial crises, for example, have been a special problem in Latin America
because of its open capital markets, and the costs have been especially high for the region’s
poor and middle-income households in terms of jobs, school drop-out rates, and even
infant mortality. In the subsequent good years of low global interest rates and high com-
modity prices, the collective international effort to reform the international financial archi-
tecture has focused almost solely on stepped-up programs of IMF surveillance and
increased transparency and reporting by developing countries of their financial, debt, and
banking situation.
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To illustrate the potential for outsiders to make a difference, we con-
centrate in this chapter on concrete examples of how the United States
could advance the ideas and the reality of fair growth in Latin America.?

Trade Agreements with Help for the Losers

Most Latin American governments have made progress in reducing pol-
icy biases that in past decades undermined agricultural growth, hurting
the rural poor especially.* In the process, Latin American economies have
generally become more export-oriented and open to competition from
international trade. Meanwhile, however, the industrial countries, includ-
ing the United States, continue to protect their own “sensitive” markets,
especially in agriculture—a sector in which Latin America has compara-
tive advantages and therefore has the potential to create more jobs for the
poor and less educated.’ Protection and subsidies are greatest (as a share
of farm receipts) for nongrain crops such as sugar, fruits, and vegetables
and for milk and meat products—all labor-intensive commodities in
which Latin American countries could specialize more than they do if rich

3. Many of the proposals for what the United States can do are from Birdsall and Hakim
(2007).

4. Forty percent of poor Latin Americans live in rural areas. Past policies penalized agri-
culture and other labor-intensive sectors in favor of heavy industry, thereby hurting the poor.
Protectionism, price controls, and overvalued exchange rates, among other interventions,
meant high effective taxes on agriculture, with resulting urban income gains more than off-
set by income losses in the generally poorer rural areas.

5. OECD countries spend about $100 billion a year in trade-distorting support to their
own agricultural sectors, although farm producers and workers make up less than 5 percent
of their labor force. When the gains of OECD farmers from the price-raising effect of tariff
and tariff rate quotas are added to direct government support (in order to calculate the so-
called total support estimate), the transfers to agriculture in high-income OECD countries
are estimated to have amounted to US$337 billion a year in 2002-04. Actual government
payouts—for example, subsidies and other trade-distorting payments as defined in Rood-
man (2005)—averaged about US$89 billion a year in 2002-04 (OECD 2005b). Agriculture
in particular has been the sticking point between the developing and advanced economies in
the Doha round—and it still is as this book goes to press in late 2007. On agriculture in the
Doha round, see Elliott (2006). Estimates indicate that the OECD countries and the devel-
oping world would be US$120 billion better off from free trade in agriculture alone. Cline
(2004) estimates that agricultural liberalization would generate developing country gains of
about US$40 billion and industrial country gains of around US$80 billion. Industrial coun-
try protection in agriculture is far higher than protection of textiles and apparel, making agri-
culture the most important sector to liberalize.
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country markets were more open.® In addition, the U.S. is protecting its
corn-based ethanol producers who cannot compete with more energy effi-
cient sugar-based ethanol producers in Brazil and elsewhere in the region.
Indeed, given the region’s agricultural assets, the potential is tremendous
for production of biofuels, and thus of agriculture-based energy exports,
to meet increasing global demand for nonfossil energy sources.

With the multilateral Doha trade round and the Free Trade for Amer-
icas Agreement stalled, bilateral and plurilateral free trade agreements
have become the only recourse for Latin American governments that are
eager to lock in better access to the U.S. market. Eleven such agreements
had been signed as of late 2007 (three requiring congressional approval in
the United States). They are spurring exports and investment and encour-
aging better economic management in the region. But according to even
their strongest supporters, the terms of the agreements have been inflexi-
ble and tight-fisted, undermining rather than supporting inclusive growth.
The United States, for instance, over the objections of every government
in Latin America, continues to restrict exports of agricultural products,
especially sugar, and to limit apparel exports through burdensome rules
of origin.” At the same time, the United States resists any reduction in its
support for its hugely subsidized grain products, which are displacing the
corn and rice sold by Latin America’s unsubsidized and unmechanized
peasant producers.®

With a fair growth agenda, the United States would worry more explic-
itly about whether Latin America’s poor and middle-income majority
benefits (and by how much relative to the rich) from the trade agreements
it negotiates.” A better U.S. trade policy would focus on increasing the

6. In the United States, estimates show that the support provided to sugar, as a percent
of farm receipts, is higher than for any other major product. A small number of sugar cane
and beet growers (less than one-half of 1 percent of all U.S. farms) benefit by as much as
US$1 billion a year from the artificially high sugar prices maintained by the government
through sharp restrictions on imports (Elliott 2005; General Accounting Office 2000).

7. Bhattacharya and Elliott (2005).

8. Papademetriou and others (2003).

9. Estimates of the actual impact of completely free trade on reducing poverty in the
region are modest, from declines in the number of the poor by 2015 of between just 5 mil-
lion and more than 15 million. The 5 to 15 million is relative to a base of 120 million poor,
calculated by using the international poverty line of US$2 a day. The estimates of fewer peo-
ple living in poverty take into account static and dynamic productivity effects (the 15 mil-
lion includes also a dynamic induced-investment effect). See Andersen, Martin, and van der
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number of winners and compensating and helping potential losers. For
example, to increase the number of winners, agreements could include
U.S. financing for the training of workers and technical assistance to small
firms—a form of trade adjustment assistance to trading partners. Reduc-
ing the number of losers would require that the U.S. government stand
down big agribusiness, pharmaceutical, and other interest groups that
traditionally have hijacked trade negotiations, often disregarding the real
long-term interests of even U.S. producers and consumers.!°

The United States also could do more to explicitly ensure that its for-
eign aid programs reach small farmers in the region (who, without
resources and technical inputs, have been losing out on trade opening) by
using aid to compensate them for the competitive advantage U.S. farmers
get from subsidies, tariffs, and other barriers. Aid programs also could
support trading partners’ efforts to increase agricultural productivity. In
addition, trade-related aid programs could be extended to countries that
have not yet signed bilateral trade agreements with the United States, as
long as they show a commitment through their own expenditures to edu-
cation, health, and other programs that help ensure that the benefits of
more open trade markets reach their poor and middle-income majorities.

Helping Migration Help Those Left Behind

Migration from a relatively poor to a relatively rich country is without
question the single best route out of poverty for the millions of people who
face limited prospects in their home country. Opening its U.S. labor mar-
ket to more people from Latin America (and other developing countries),
especially poor and middle-income people with relatively limited skills,
would be good not only for the additional immigrants themselves. It

Mensbrugghe (2006) and Cline (2004). Those estimates refer to completely free trade,
including among the countries of the region, and not just to access to other markets, as envi-
sioned in the current Doha round of multilateral negotiations. They are relatively modest
estimates because of the fact that completely open trade would create losers as well as win-
ners, in the absence of complementary domestic safety net, education, and other develop-
ment programs and policies.

10. Though politically contentious, it can be done, as suggested by the recent agreement
between the congressional leadership and the administration to loosen strong intellectual
property protections if they impede policies to promote public health.
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would trigger an increase in many benefits for those left behind, including
remittances from relatives who have emigrated, greater incentives for fam-
ilies to invest in their children’s education (“induced human capital”), and
a greater likelihood of emigrant-financed local investments.'! The poten-
tial for change at home through remittances from abroad is illustrative.
Remittances from low-income migrants in the United States are now
Latin America’s largest source of external capital. The $60 billion-plus in
annual remittances is forty times the amount of U.S. aid in the region, and
it is making a huge dent in rural and urban poverty.'? Remittances
improve the living conditions of poor families and help them reduce the
risks that they face. And unlike foreign aid, remittances often go directly
to families in places that are difficult to reach with development assistance.
The United States government could make it official policy to enhance
the social impact of remittances. One step would be for the U.S. Treasury
to use its bully pulpit to press the financial community to encourage U.S.-
based senders and Latin America—based receivers to open bank accounts
to facilitate the process.!* The immediate payoff would be lower costs for

11. See Prichett (2006) and Kapur and McHale (2005) for discussion of these potential
benefits and a broader investigation of international migration and labor mobility issues.

12. ECLAC-CELADE (2006); IOM (2005); World Bank (2005a); ECLAC (2006a). In
some places (for example, Honduras, Nicaragua, and El Salvador) remittances more than
double the incomes of the poorest 20 percent of the population, significantly increasing their
purchasing power and standard of living (Inter-American Dialogue 2004). In many small
countries, as many as half of those in receiving households would be living under the poverty
line without that support. Remittances also are shown to improve income distribution in
receiving households in Mexico, El Salvador, Ecuador (urban areas), Guatemala, Nicaragua,
and the Dominican Republic. Acosta and others (2007) finds that the flow of remittances to
Latin America tends to have an equalizing effect on income distribution in the home coun-
try because remittances are directed to a larger extent to households in the lower quintiles
of the income distribution. Adams (20035) finds that households receiving remittances in
Guatemala tend to spend more on investment goods such as education, health, and housing
than do households receiving no remittances. See Lopez-Cdordova (2006) for evidence from
Mexico. Edwards and Ureta (2003) finds that in El Salvador higher remittance income seems
to help keep children in school longer than other types of income. And while capital flows
fluctuate, remittances have increased even during recessions, providing a vital safety net for
the region’s poorest citizens. In addition to remittances, migrants also send donations col-
lectively through hometown associations—organizations formed by immigrants abroad to
raise funds to help the development of their hometowns (see Orozco 2006b). For a less rosy
view on remittances, see Lopez and Fajnzylber (2007).

13. In Mexico a commercial alliance between the National Savings and Financial Services
Bank (BANSEFI) and dozens of savings and credit institutions—called L@Red de la Gente—
provides remittance transfer services in low-income rural and urban areas not covered by the
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sending remittances, putting more money in the hands of recipients. Bank
accounts would open the way for new financial opportunities (direct
deposit, free cash checking, credit) for Latin Americans, further expanding
their ability to save, borrow, and invest."* The U.S. Treasury could also
target its technical assistance in the region to help Latin American bank
regulators and banks find ways to end the long-standing presumption that
banking is only for the well-heeled."

From a War against Drugs to a War against Poverty:
Land and Jobs in Coca-Growing Regions

More than half of all U.S. “aid” to Latin America (about $750 million of
$1.4 billion in 2006) supports Washington’s antidrug campaign in the
Andean region, predominantly in Colombia. The eradication of coca plants
has long been the mainstay of that effort, but eradication by itself cannot
produce lasting results; no matter how much of the coca crop is eliminated,
small coca-growing farmers will return to coca cultivation when they can-
not find other sources of employment. The failures of U.S. policy are most
obvious in Bolivia, where the singular focus on coca eradication con-
tributed to loss of employment and livelihoods and to growing resentment
in rural areas, thereby helping in 2006 to elect President Evo Morales,
whom voters saw as a champion of resistance to unjust U.S. programs.

In Colombia, the United States has finally begun to shift a share of its anti-
drug support away from the single (and unrealistic) goal of coca eradication

financial system. The clients of L@Red de la Gente are encouraged to open regular bank
accounts once their remittance has been paid. But such initiatives are the exceptions rather
than the norm. Orozco (2006a).

14. In Latin America fewer than two of every ten people report having an account in a
financial institution. Among remittance recipients, the share of bank accounts is larger. In El
Salvador, 31 percent of recipients have bank accounts, while only 19 percent of the general
population does (Orozco 2006a). Lopez and Fajnzylber (2007) shows that at the microeco-
nomic level, remittances increase access to deposit accounts, but that the use of credit by
recipient households remains unchanged. Converting more remittance senders into bank
account holders would further reduce transfer costs, with the added benefit of offering wider
access to financial services (see Orozco 2006a).

15. Remittance-receiving countries also can help by removing legal and other barriers to
competition, for example, by allowing a wider range of savings and credit institutions to pro-
vide money transfer services (Mexico has made progress in this area), and they can motivate
banks through tax and other incentives to reach out to remittance senders and recipients,
further enhancing links between remittances and financial services.



HOW THE UNITED STATES CAN HELP

and toward development and job creation. But much more could be done,
there and in Bolivia, including establishing comprehensive land distribu-
tion programs (see chapter 7) and encouraging rural enterprise develop-
ment that targets indigenous and other landless peoples.

In Middle-Income Countries, Help Engage Poor Minorities

Most of Latin America’s poor live in middle-income countries that no
longer receive large infusions of foreign aid from any major donors. For
example, the Millennium Challenge Account, an innovative U.S. foreign
assistance program established by the Bush administration in 2004, serves
no more than five or six of Latin America’s smallest and poorest countries,
which together account for less than 5 percent of the region’s poverty-
stricken families. In other countries, U.S. aid need not be massive; it just
needs to be smart. In southern Mexico and northeast Brazil, for example,
U.S. aid programs could concentrate on developing and supporting local
innovations designed to reach and engage the poor, especially members of
Afro-descendant and indigenous groups.¢

Support Reform and Innovation in Hidebound School Systems

The dismal quality of education remains the Achilles’ heel of economic
and social development virtually everywhere in Latin America, despite sig-
nificantly increased spending on schooling in the last two decades. In
country after country, local and national governments are struggling with
hidebound regulations, rigid educational bureaucracies, self-serving

16. Some of this already is being done. For example, the Inter-American Foundation, a
small and little-known U.S. government program, provides small grants directly to the poor
in nearly every Latin American country. Such programs generate knowledge about what
works that local governments can then use to imitate and extend successful programs. Given
the foundation’s success over many years, the United States should scale up its funding and
activities. Senator Robert Menendez has proposed legislation to establish a Latin America—
wide social development fund that would pool resources from the countries of the region
with those of the United States and Canada and the multilateral development agencies. For
example, such a fund could be used to engage vulnerable populations in efforts to educate
girls. See Lewis and Lockheed (2006) for evidence that girls in indigenous communities in
Latin America are far less likely than boys in their communities and other girls to attend
school. They find that nearly three-quarters of the 60 million girls not in school in develop-
ing countries belong to ethnic, religious, linguistic, racial, and other minorities. For case stud-
ies of girls’ poor access to education in Guatemala, see Hallman and others (2007).
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unions, and regressive expenditure patterns. U.S. funding for education is
tiny compared with government spending. It should go to the champions
of serious reform in the region to help catalyze the changes discussed in
chapter 9. In addition, the United States could expand financing, and
reduce barriers such as visas, for Latin American students and scientists
seeking access to the country’s university-based research and training.

Help Latin America Deal with its Wave of Crime and Violence

Crime is as devastating to the poor in Latin America as unemployment
and discrimination. Latin America leads the world in kidnappings. Its
homicide rate is twice the global average. Youth gangs have thrown sev-
eral Central American countries into turmoil. Mexico is using its army to
battle narcotics dealers and corrupt police. Brazil’s two largest cities, Sao
Paulo and Rio de Janeiro, have been terrorized by drug gangs. Every-
where, it is the poor that bear the brunt of Latin America’s pervasive and
escalating criminal violence, which is aggravated in many places by the
corruption, disorganization, and inadequate financing of police forces and
judicial systems.

The United States can best help Latin American countries stem the tide
of crime by pushing the World Bank and the Inter-American Development
Bank to work with countries on police reform. Signing on to the U.N. pro-
tocol on small arms trafficking would also help, at least by signaling seri-
ous concern. Finally, the United States could end its practice of deporting
convicted felons to their country of origin, regardless of how long they
have resided in the United States. Such deportees today are leading the
vicious youth gangs that have become so destructive in parts of Latin
America.”

A concluding note: The main front in the battle for equitable growth in
Latin America must form inside each of the countries in the region. Out-
side measures can complement but not substitute for a fair growth agenda
within the region. Today more than ever, the most important outcome of
a robust U.S. strategy to support inclusive growth may not be what it
accomplishes, but what it encourages those countries themselves to do.

17. United Nations (2007).
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ost students of development put more energy into understanding the
causes and consequences of absolute poverty than of inequality. But glob-
alization—with new opportunities to win and to lose—is changing that.
Equality is an issue of rising concern, and nowhere is it more worrying than
in Latin America, home to many of the world's most unequal societies.

In this book, CGD President Nancy Birdsall and her coauthors Augusto de la Torre,
chief economist for Latin America at the World Bank, and Rachel Menezes, former eco-
nomic policy associate at the Inter-American Dialogue, explore the links between recent
growth trends, changing patterns of inequality, and rising cynicism and frustration
across the region with the political leadership. They present a dozen economic policy
tools aimed explicitly at outcomes that are fairer for the great majority of people yet do
not sacrifice growth. Success with these fair growth reforms requires political leader-
ship and technical know-how on the part of government officials and legislators, as well
as the support and input of businesses, civil society groups, students, and intellectuals.

“The *Washington Consensus' reforms needed to be supplemented by a set of mea-
sures explicitly focused on equity. This book offers a vision of what such a reform
agenda should look like. Unlike the populist demagoguery that has for too long domi-
nated discussion of this topic in Latin America, the authors' ‘equity toolkit' is
well-conceived and deserves to be discussed and implemented.”
—JOHN WILLIAMSON, Senior Fellow,
Peterson Institute for International Economics

“Solid and closely argued policy recommendations make Fair Growth compulsory read-
ing for politicians, intellectuals, experts, businesspeople, and all those among us who
believe it is possible to build a region that is more just and more prosperous.”

—MICHELLE BACHELET, President of Chile

“This volume is a must for understanding the causes of the Latin American disease of
slow growth with social injustice. More importantly, it also provides a prescription of
sensible remedies to cure the disease. Bravo for its authors!”
—ERNESTO ZEDILLD, Director of the Yale Center for the Study of
Globalization and former President of Mexico
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