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Foreword

Countries in Latin America have managed to resist the global economic and financial crisis more successfully than in many other regions of the world. Similarly, they are showing relatively faster signs of recovery. Economic growth in the region is expected to be stronger than in most OECD countries in 2010, confirming the trend signalled in last year’s OECD Latin American Economic Outlook.

Improved macroeconomic management contributed to Latin America’s economic resilience. But more should be done. On the one hand, consolidation of good practices in monetary policy – for example, inflation targeting with flexible exchange rates – has advanced in many countries, with clear benefits. On the other hand, a similar level of institutional is at ion of good practices has not yet been achieved on the fiscal front, though prudent fiscal management helped some economies weather the crisis. The task at hand is to consolidate counter-cyclical policy mechanisms.

The Latin American Economic Outlook 2011 focuses on the situation of middle-income groups in Latin America. The report shows that this group is economically vulnerable: few have university degrees, for example, and many of them work in the informal sector. This is a “middle class” that is not quite similar to that which became the engine of development in many OECD countries.

To decrease this vulnerability and ensure that middle-income groups play a larger role in economic development, policies to promote upward social mobility are needed. This includes pensions to protect today’s middle-income workers from falling into poverty later in life. Better education policies, too, can contribute critically to ensuring that the children in these income groups achieve more secure livelihoods than their parents, while improving productivity and competitiveness of the economy as a whole.

Upward mobility can make Latin American societies fairer, more stable and more cohesive. The report argues why, and how, upward mobility should and can be promoted, and how safety nets can be put in place to protect the most vulnerable segments of people within those middle-income groups, as well as the poorest and most disadvantaged households.

The policy recommendations put forth in the Latin American Economic Outlook 2011 build on the OECD Development Centre’s ongoing work on fiscal legitimacy. Latin American and Caribbean countries need to undertake reform of their public finances in order to strengthen the social contract and provide better opportunities for disadvantaged and vulnerable people. Such an approach could help governments raise fiscal revenues and, at the same, time provide better quality public services. This can in turn help build a constituency for needed tax reform. Indeed, the Outlook confirms what is intuitively obvious: that the region’s middle-income citizens are more willing to pay taxes for services, such as health care and education, if they perceive them to be of high quality.

This fourth edition of the Latin American Economic Outlook illustrates the OECD’s commitment towards emerging economies and, in particular, towards Latin America and the Caribbean. The OECD has just celebrated the accession of its second Latin American member country, Chile. It has also launched the Latin America and the Caribbean Initiative, which aims to support the region’s policy makers in the fields of fiscal policy, innovation, investment and public-service delivery, providing a forum to share best practices and know-how.

The Latin America and the Caribbean Initiative and the Latin American Economic Outlook are both premised on the fact that decision makers have much to learn from each other. This is the kind of peer learning that is at the very heart of the OECD’s mission and which we want to contribute to the region’s well-being.



 Angel Gurría 
OECD Secretary-General
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Preface

The 2009 global economic crisis affected Latin American and Caribbean economies severely, as demand for the region’s goods and services plummeted. However, thanks to improved domestic macroeconomic management and regulation, Latin America was better equipped to tackle this crisis than ever before. Domestic demand, fuelled by the expanding purchasing power of those Latin American households in the middle of the income distribution, explains at least part of the Latin American resilience. Because of their capacity to change the region’s economic and political landscape, these middle-income households are the thematic focus of this Outlook. Here referred to as “middle sectors,” they are defined as households with income per capita between 50% and 150% of the national median. This definition is often used as a basis for the analysis of the middle class in OECD countries; in the case of the Latin American region, does this definition identify the same type of people?

The following pages paint a somewhat surprising picture of these middle-income households. In particular, the region’s middle sectors are economically vulnerable and are closer to the disadvantaged than to the affluent in many aspects. For example, few middle-sector household heads hold college degrees and many work in the informal sector. Many risk falling into the ranks of the poor if they fall ill or lose their jobs. Why? This vulnerability is closely linked to Latin America’s long-standing and deeply ingrained inequality, and to the existence of perverse incentives that in some instances continue to favour rent-seeking behaviour rather than the development of formal economic activities and effective institutions.

The middle sectors are also vulnerable because the consolidation of their economic position has not necessarily been a priority for policy makers. In order to promote upward social mobility and strengthen Latin America’s middle sectors, three concrete policy issues are especially relevant: high levels of labour informality, a relatively young (although rapidly ageing) population and limited fiscal resources. First of all, social safety nets should have a broader coverage; secondly, better access to high-quality education must be at the heart of measures to boost upward social mobility; and finally, tax and public spending should be fairer and more effective in order to overcome the vulnerabilities and improve the living conditions of these middle sectors.

Social protection, education and fiscal policies will continue to be central features in the OECD Development Centre’s work and dialogue with Latin American policy makers. In fact, the Centre is currently strengthening its work for more and better public-sector dialogue among countries in the Latin American and Caribbean region. Seven Latin American and Caribbean countries are now members of the Development Centre’s Governing Board, including Chile, which became a full member of the OECD in early 2010. This increasingly close collaboration with the region will continue to serve the region’s development and growth agenda.

Mario Pezzini 
Director 
OECD Development Centre 
December 2010
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Executive Summary

What do the people in the middle – neither the richest nor the poorest in society – contribute to economic development? How well are these middle sectors doing, economically and socially, in Latin America? Certainly, the growth of a segment of the population with higher living standards than those of their poorest compatriots signals success in the ongoing struggle to alleviate poverty, as well as offering new markets and opportunities for entrepreneurs.

This year’s Latin American Economic Outlook focuses on the fortunes of those in the middle of the income distribution in Latin American economies. If these middle sectors have stable employment and reasonably robust incomes, then, arguably, they provide a solid foundation for economic progress. Moreover, they might also support moderate but progressive political platforms in Latin America’s democracies – the political role often attributed to middle classes by historians and sociologists. Conversely, if those in the middle have precarious incomes and unstable employment, their consumption cannot be counted upon to drive national development, their growth is barely a sign of social progress, and their political preferences may veer toward populist platforms not necessarily conducive to good economic management.

Those in the middle of the income distribution are far from being a homogeneous group. So much so, that this Outlook generally refers to these households as Latin America’s middle sectors. Those in the middle are often quite economically vulnerable, subject to the risk of falling down the economic ladder. In fact, they do not correspond to stereotypical notions of the “middle class” in terms of their education, job security or purchasing power. The precarious position of Latin America’s middle sectors has to do with high levels of economic inequality, as well as a structure of economic institutions and incentives that have too often rewarded rent-seeking over formal-sector entrepreneurship, for example. Nevertheless, there are public policies that can consolidate the livelihoods of middle-sector households, and policies such as social protection and public education, that promote upward mobility more generally. In this vein, fiscal policy has a critical part to play, to finance the needed reforms and programmes and engage the Latin American middle class in a renewed social contract.


THE MACROECONOMIC LANDSCAPE: OPPORTUNITIES OUT OF THE CRISIS

Does the macroeconomic context in the region allow for better public policies to consolidate these middle sectors? The 2009 global economic crisis affected Latin American economies severely: as demand for the region’s goods and services plummeted, export volumes fell by 3.5%, and GDP fell by 1.8%.1 However, despite Latin America’s high level of integration with international markets and the poor growth showing in 2009, several economies in the region displayed noteworthy resilience in the crisis, performing well relative to economies elsewhere in the world and reversing the downturn fairly quickly. Furthermore, growth forecasts are quite favourable compared with OECD economies.

Two external factors in particular are responsible for this good performance: the quick recovery of China and its demand for commodities, and the timely monetary action of the international community. But the resilience observed during and after the crisis was also fruit of improved domestic macroeconomic management: price stability, stabilised aggregate balance sheets on the fiscal and external front and, for some countries, the ability to adopt counter-cyclical fiscal policies.


Recessionary impact of the crisis on Latin America and the OECD
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Source: ECLAC and OECD, 2010.
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Moreover, Latin American financial systems – in sharp contrast to previous crises – have held up remarkably well during the current crisis. In general, financial systems in the region have not witnessed significant deteriorations in the quality of loans, nor in solvency or market liquidity. This positive performance by banks in Latin America is explained by improved prudential regulation and supervision already in place at the onset of the crisis.

Currently, Latin America’s long-term growth prospects are positive, but important challenges for the future remain. The measures that led to macroeconomic stability now need to be institutionalised. Policies based on the knowledge that good times are inevitably followed by bad have been demonstrably rewarded by a rapid recovery and strong performance. Sustainability of external and fiscal balances needs to be secured against political pressures for short-term gains. In the near term, interest-rate and currency risks remain important obstacles for increasing the financial system’s effectiveness to capture more savings and channel them to productive investments in the region. These risks will need to be addressed through public action such as regulation and financial education. But if the financial sector is to stop “punching below its weight” and play its appropriate role in development, the main challenge is to deepen financial markets while maintaining sound lending practices.

Sound macroeconomic policies have served the region well in these turbulent times and have created space for improved public policies that could consolidate the middle sectors into a stable middle class. Since the early 2000s, economic growth has been accompanied by modern and innovative social policies, causing a decline in inequality and poverty in most countries in Latin America. This has created and enlarged an incipient middle class, potentially a key player for a new phase of development in the region. But new opportunities come also with new risks to be mitigated and needs to be addressed by public policies. This Outlook shows that to entrench recent gains in reducing poverty and unleash the potential of Latin America to enhance its competitiveness, the position of the middle class has to be cemented by social-protection policies to avoid downward mobility. At the same time, education policies should aim at lifting more people into the middle class and allow for more upward social mobility, while fiscal policies and institutions – taxes and expenditures – have to be redesigned to create a new social contract that includes the middle class.




MIDDLE CLASSES: WHAT ROLE FOR DEVELOPMENT?

The critical importance of middle classes can be found through careful assessment of the patterns of successful economic growth across many countries: a sizeable and relatively prosperous middle class is significantly correlated with long-term growth. At the same time, a growing middle class is evidence of success in the pursuit of two crucial development objectives, in Latin America and the Caribbean as elsewhere: a reduction of both poverty and inequality.

A strong middle class is not only good for economic growth per se, but can influence this economic development through its support for advisable political programmes and electoral platforms, in particular the sort of reasonably progressive social policies in education and labour rights that promote inclusive growth. But political engagement is not the only mechanism whereby the middle classes can influence development; it plays an economic role as well. Middle-class households have historically favoured economic growth through vigorous capital accumulation, be it physical (plant, equipment or housing) or human (education and health). Recent enthusiasm for the growing incomes of the middle sectors in many developing economies has risen around the perspective to consolidate a stable middle class that could serve as a motor for consumption and domestic demand.

Are those in the middle of Latin America’s income distribution playing this role? That is the question posed by this year’s Outlook.




WHO ARE THE “MIDDLE SECTORS” IN LATIN AMERICA?

Having in mind these potential roles of middle sectors in economic development this Outlook measures and describes a group of households in the middle of the income distribution based on household income. The middle sectors are defined as households with income between 50% and 150% of median household income. We refer to those with income below 50% of the median household as “disadvantaged”, and those with incomes superior to 150% of median income as “affluent”. While any single-variable definition has limitations, our definition has important advantages in terms of comparability and consistency across countries, and between the middle sectors and the relatively more disadvantaged and affluent groups of society. The spectrum ranges from Uruguay, where around 56% of the population is in the middle sector according to our definition, through Mexico and Chile, with middle sectors of around 50% of the population, to Bolivia and Colombia, where middle sectors are equal to just over a third of the population.


Size of the middle sectors in Latin America and Italy (as percentage of total households, 2006)
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Source: Castellani and Parent (2010), based on 2006 national household surveys.
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What does it mean to belong to the middle sectors in developing economies such as those of Latin America? Middle-sector households in Latin America are heterogeneous and a closer look at household-survey data from Latin America reveals a number of these households’ characteristics. For example, most middle-sector households are headed by a pair of adults – between 57% (Uruguay) and 72% (Mexico) – though the proportion of married household heads is even higher among the affluent. Middle-sector working people are not as likely as the affluent to be public-sector employees – teachers or civil servants for example. Only between 9% (Peru) and 21% (Uruguay) of employed middle-sector household members work in public administration, education and health. Nor is the middle sector the cradle of entrepreneurship: it is among the affluent where the share of entrepreneurs is highest.


Main sectors of economic activity of middle-sector workers (percentage of household heads working in a given sector, for middle sector)
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Source: Castellani and Parent (2010), based on national household surveys.
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WHAT PROSPECTS FOR THE MIDDLE SECTORS?

Given the potential contribution of the middle sectors to economic growth and development, social mobility should be an important public-policy objective in the region. But how stable is the middle sector? Where do countries stand in policies promoting upward social mobility?

Indices of mobility potential can aid policies to promote social mobility, by measuring how “close” disadvantaged households are, on average, to the middle-sector threshold, and similarly, how close middle-sector households are to falling into the ranks of the disadvantaged. These measures of proximity provide information on the resources and targets necessary to move disadvantaged people into the middle sectors, and the vulnerability of middle-sector people to falling into disadvantaged status. The Disadvantaged Mobility-Potential (DMP) index indicates that in Uruguay, the Latin American country with the proportionally largest middle sector, disadvantaged households are on average closer to the middle sector than in other countries of the region. Surprisingly, Argentina, with its relatively large middle sector, is the country whose disadvantaged are furthest from the middle sector. The Middle Sector Resilience (RES) index, meanwhile, shows that, once again, Uruguay’s middle sector is relatively resilient to the risk of falling into disadvantaged status, in the sense that it is further from the lower middle-sector income threshold than in other countries. What is perhaps more surprising is that Chile’s middle sector is the least resilient among the countries surveyed: the Chilean lower middle sector is closest to the disadvantaged income threshold. One may think that Chile should persevere beyond its success in reducing poverty over the last two decades: poverty reduction created many households in the lower reaches of the middle sector, just over the disadvantaged income threshold, and therefore close to falling back into disadvantaged status.

In general, countries should design policy packages that include measures promoting upward social mobility but also those reducing the vulnerability of the middle sector to adverse shocks, such as illness, accident, a death in the family, unemployment, retirement or natural disasters.




SOCIAL PROTECTION FOR ALL: VULNERABLE AND INFORMAL MIDDLE SECTORS

Coverage of social-protection schemes in Latin America remain low despite the reforms introduced during the 1990s in many countries in the region. Pension reforms introducing mandatory individual capital accounts – managed by the private sector – aimed to reach financial sustainability and to strengthen incentives to participate. However, on average the rate of workers contributing actively to pension systems in Latin America has remained well below 50% of workers, similar to those in non-reformed systems. Meanwhile, health reforms aimed to universalise access, separating access to health care from payment of contributions. However, a two-tier (contributory and non-contributory) system has emerged, in which the lower tier is characterised by low-quality treatment due to lack of resources. This two-tier system compounds the problem of low contributory coverage, and translates into a regressive impact on out-of-pocket health-care expenditure by the middle class. Finally, coverage rates for traditional unemployment insurance systems have also remained low.

The dual structure of labour markets in Latin America and the Caribbean contributes to explaining the limited coverage of social-protection schemes. Labour informality remains high and the interaction of informality with contributory social-protection systems creates a vicious cycle: the majority of informal workers contribute irregularly, if at all, weakening those systems and providing insufficient support to those workers when they need it. Coverage rates of informal workers are extremely limited, below 15% in Brazil, Chile and Mexico, and almost negligible in Bolivia. Besides, coverage is more clearly linked to income levels than in the case of formal workers. Poverty in old age is likely to maintain, or even exacerbate, inequalities observed among the working-age population, in absence of reforms. Pension coverage rates for formal-sector workers – defined as those working with an employment contract – at all income levels are broadly adequate, except in Bolivia. Almost all formal middle-sector workers contribute, from 80% in Mexico in 2006, to 99% in Brazil and 95% in Chile (well above the 38% in Bolivia in 2002).

How much are the middle sectors affected by the limited coverage of social-protection schemes? As it happens, the informal sector is not composed only of disadvantaged workers, but it is also a middle-sector issue. Indeed, the number of middle-sector informal workers in Latin America is high. Focusing on four countries alone – Bolivia, Brazil, Chile and Mexico – we find 44 million informal middle-sector workers, a large share of the total population of 72 million middle-sector workers in those countries. There are more informal than formal workers among the middle sectors in all countries except Chile. Not surprisingly, social protection systems fail to reach even half of middle-sector workers, leaving many middle-sector informal workers without adequate employment protection and access to social safety nets. This situation represents a pressing challenge for public policy, since low levels of affiliation and irregular contribution histories put people at a high risk of significant downward social mobility when they get sick, lose their job, or retire.


Pension coverage rate of formal workers by income level (percentage of workers covered)
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Source: Based on national household surveys.
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Pension coverage rate of informal workers by income level (percentage of workers covered)
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Source: Based on national household surveys.
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Three key features of Latin America’s economic situation must be taken into account when designing a pragmatic social-protection reform: high levels of labour informality, a relatively young (although rapidly ageing) population and limited fiscal resources. Thus, given the predominance of labour informality – even among the middle sectors – social insurance for many people will have to be provided by means other than via formal employment. Such policies must encourage participation in contributory systems by the informal middle sector – people who are both able to save and likely to desire social-protection coverage. Successful policies of this type will mobilise the savings for social insurance and in so doing will help to build a fairer and more efficient social risk-management system.

To aid decision makers in the design of appropriate policies, this Outlook assesses alternative pension reforms. Ex post policies (i.e. after retirement) include spreading social pensions not linked to individuals’ history of contributions to the system; such schemes are expensive but effective in the fight against poverty. Within the scope of mandatory contributory pensions systems, policy makers should evaluate reducing the number of years of necessary contributions to qualify for a minimum pension to hold the promise of covering informal middle-sector people with spotty contribution records.

Ex ante policies (i.e. during working life) seem to have the greatest scope for pension reforms benefiting the middle class: from compulsory affiliation for the self-employed (especially for the more educated segments), to a range of hybrid approaches for workers in the lower reaches...
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Notes:

1) Figures shown are for the middle-sector household heads; for disadvantaged and affluent see Table 1.A1. in the statistical annex.

2) Columns may not sum to 100% as some sectors of economic activity are not reported here (see Table 1.A1. in the statistical annex).
3) Survey samples for Argentina and Uruguay include only urban households.





OEBPS/images/e9789264094642_i0008.jpg





OEBPS/images/e9789264094642_i0005.jpg
T i i S S 5 s e S S S R e s
M Disadvantaged [l Middle sectors | Affluent

=
©
=

Uruguay
Mexico
Chile
Brazil
Peru
Costa Rica
Ecuador
Argentina
Colombia
Bolivia

Note: Data for Bolivia and Uruguay are from 2005, and Colombia from 2008. All estimations are based on households. A household is
considered middle sector if its income is between 50% and 150% of household median income.
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Note: Informal workers are composed of all self-employed (agricultural and non-agricultural) and all informal employees (agricultural
and non-agricultural).





