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Redistributing Income Through the Budget
in Latin America”

I. Introduction

The current public concern with income distribution is not
a totally new phenomenon; bringing about a distribution of
income that reflects the prevailing views of society in this matter
has in fact been one of the traditional objectives of public
economic policy. What is new today, however, is the extent of
such a concern. There are now quite a few writers on economic
and social matters that are arguing that income redistribution
should be considered the most important, if not the sole, objective
of governmental economic activity.

There are obviously many alternative ways in which the
government of a country can bring about a more even distribution
of income. All of these ways are theoretically possible although
in practice political or practical considerations will make some
of them more feasible than others.

First of all income can be redistributed by a direct redistribution
of property as it happens in the case of land reform without full
compensation. Secondly, it may take place when the government
of a country takes control of the means of production through
nationalization; when this is done the government’ can determine
the way in which income will be distributed although it will have
to deal with the fact that the size of total income will not be
indifferent to the way in which income is distributed. Thixdly,
some redistribution of income can be achieved through the fix-
ing of certain prices; this is the case of minimum wages, rent
controls, rates of certain public services, of certain agricultural
products, etc. In addition redistribution effects will result when-

* Paper presented at a Conference on Equity and Income Distribution in Latin
America, Georgetown University, November 4, tgya. Some of the ideas contained in this
paper have been influenced by discussion with Dr. Gerson Da Silva, Director of the Public
Finance Office of the Organization of American States.
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Tt can be estimated that the top five percent of income rece-
ivers reccives roughly the same share of total income as the lowest
Z0-75 percent, of about the same share as the middle 6o percent.

Accepting the information provided above as valid, the next
interesting question that we want to raise — since it is relevant
to the discussion of budgetary policy — is: who are the poor?
or, putting it differently, what are the characteristics of the poor?
This is an extremely important question the answer to which is
definitely needed for carrying out programs that will redistribute
income. Perhaps, a brief digression is needed at this point.

Whenever the objective of government action is to change
relative incomes, tax policy is theoretically capable of achieving
this objective. The tax system in fact can be made progressive
enough that, in theory, the aftertax distribution is closer to that
deemed desirable by the policymakers. As we shall argue later,
however, in practice it becomes very difficult for both political
and administrative reasons to give to the tax system the degree
of effective progressivity that is required.

In the Latin American case, however, the objective of income
redistribution is not just to change relative incomes but to do so
while making sure that the poorest groups receive at least a
certain absolute minimum. This, of course, tax policy alone cannot
do. Thus, it has often been suggested that the problem should be
solved through public spending and particularly through public
spending for social-type expenditures such as education, health and
so forth.

Now, we come back to the characteristics of the poor. Tax
policy requires, in theory, no knowledge about those characteristics.
On the other hand a program that would tend to rely on social-type

expenditures to redistribute income does require a rather detailed
knowledge about who the poor are and what their basic, or key,
characteristics are. The knowledge that we have in this respect is
very limited. This is definitely a fertile ground for research.

Some knowledge, however, we do have. First and most
importantly there is a high concentration of low-income groups
among the agricultural and rural population. Families at the
bottom of the income distribution are mostly subsistence farmers
and, in many of the Tatin American countrics, they are subsistence
farmers who often speak some differcnt language and have racial
characteristics which are distinct from those prevailing in the cities

E
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and among those who make

1p the upper part i

distribution. d pper part of the income
X W1_th the e:'e{ception of Argentina and probably of Uruguay

urban incomes in Latin America are twice or more as large as,

rural incomes (sec Table 2). Consequently, most of those who make

TABLE 2

RURAL AND URBAN INCOMES AND
F THE RELATIVE COMPOSITION D
INCOME STRUCTURE OF SELECTED COUNTRIES or e

A . .
S in:gi‘zg: Psg(:i?[ Percentage compesition of different income groups
ector rural |,
ag;:;a o [Peome| Lowest 30% 30% 157 T
IVETAGE | e 20% bc]o_w above | below o
= 100) ° median | median | top 59/, 5%
Yenczuelas
R »
ural . . .. L, 100 40.8 42.9 48.6 28y 163 12.2
Urb
than . . . . . 250 5G.2 27,0 514 713 83.7 87.8
Mezico
Agricultural . . . 100 437 68.2 56,3 26.6 26.4 2049
Non-agricultural , . 198 56.3 31.8 439 73.4 73.6 79.3
Brazil
Agricultural . , . 160 454 62.2 65,1 345 17.3 2.1
Non-agricultural . 273 54.6 37.8 349 65.5 824 87g
Costa Rica
Agricultural ., . . 100 50,0 76.4 803 23.8 165 19,6
Non-agricultural . . 184 50,6 23.6 19.7 76,2 835 Bo.4
El Salvador
Agricultural ., | 100 60.2 100 87.9 30.4 23.3 188
Non-agricultural , . 220 30.8 [ 12.1 69.6 767 81.2
Argentina
Agricultural . . . 100 14.8 21.9 20.0 6.5 12.2 14.9
Non-agricultaral . . | 115 852 281 8o.0 93.1 87.8 85.1

SNote: a Classﬁcatiou for Venezuela is different from that for other countries
ource: Unrred’ Nariows, Income Distribution in Latin Amertca, New York: 1971)
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up the lowest 20 percent of the income distribution come from
this group. To provide a few examples, in El Salvador all of those
people who make up the poorest 20 percent of the population are
reported to live in the rural sector. For Venezuela 73 percent
of the very poor come from rural areas and only 27 percent
from urban areas. For Mexico these percentages arc 68.2 and 31.8
respectively. For Costa Rica, they arc 764 and 236 and for
Brazil 622 and 37.8 percent. In Argentina, on the other hand,
duc to the small propostion of the population living in rural
arcas and, perhaps to the linguistic and racial homogeneity of
the population and due to the relatively high agricultural incomes,
most of the very poor (78.1 percent) live in urban areas. But
this is difinitely an exception.

If we extend this group to the next 30 percent of the
population, the percentage of those in this group who live in
urban areas rises somewhat but, in most countries, the agricultural
sector still predominates. Once more the notable exception is
Argentina, We can again provide a few examples. In El Salvador
87.9 percent of those in this group live in rural areas. In Costa
Rica the percentage is 80.3. In Brazil it is 65.1; in Mexico it is 50.3.

From the estimates provided above it can be concluded that,
by and large, the poorer half of the population is often made
up of people living at or near the subsistence level in rural areas.
The group includes, however, significant numbers of people living
in slums around large cities as well as many living in small towns.
Most of these people have incomes that range from around U.S. 50
dollars per capita per year to around U.S. 150200 dollars.

A ‘second important characteristic of the poor in Latin
America -— and, for that matter, anywhere else — is the lack of
education. In fact, most of them are illiterate! and the rest comes
mainly from those who, though not illiterate, have relatively little
education. Fducation and income are strongly correlated in Latin
America so that an individual with little or no education has a
disproportionately high probability of being poor.

I1n addition to the characteristics mentioned above one finds
a few less distinct ones. Thus poor famnilies normally have fewer
workers among the family members, they are larger in size and

1 There is substantial evidence on this, Sece, inter alia, Arssrr Fsaiow, “Brazilian
Size Distribution of Income”, AER Papers and Proceedings, May 1972 and Rmouarp C.
Wree, “The Distribution of Income in Peru” (unpublished), September 1g72.
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generally have more children. Fishlow, for example, reports that
in Brazil poor families have an average of 3.1 childrc’n while non-
poor families have only 1.7.2

Mfmy of _thcse people classified as poor participate very margi-
pally, if at all, in the market economy and, especially those living
in rural areas and making up the bottom 20 percent, are little
affcctcc-l by most economic measures undertaken by the go,vernmcnts
Yery little that the government does has any direct or signiﬁcant'
impact on most of these people. This affirmation is of course
1:;101;1 comPllcter :illccui?tc with respect to the poor living in urban
ommunities who
commun o benefit from some health and welfare

T:hc people comprising  this group constitute the so-called
marginados. These are people who, for the most part, have so
far not bencfited in either a relative or an absolute sénsc from
thft dcvclgpmcnt that has characterized the Latin American econo-
mies during the past couple of decades.

At the other end of the income distribution (say at the top
5 percent of the income pyramid) we normally find people who
own C()_ns,idcrablc amount of tangible and/or human wealth and
whaose incomes are in many cases determined more by birth than
by personal initiative or effort. The incomes and the consumption
standards of the people in this group are comparable, on the
average, to those which prevail in the developed counu:ics. The
average income for the group as a whole is approximately seven
times the national average. !
_ For a few countries for which this information is available
it appears that self-employed entreprencurs and to a lesser extcn£
the rentistas predominate in this group with incomes from wages
and salaries playing a somewhat less important role, These
cntrcprencqrs who head relatively small personal enterprises are
gencral-ly involved in the production of services (commerce
professional services, etc.) rather than in agriculture or in industr ;
or construction. Professionals are relatively important. Ca itaj;
ownership (either tangible or intangible) is probably the 1113103t
important factor in placing a person in this group.

Those who fall between these two groups, say between the

5oth and the g5th percentile, constitute the “middle class” of the

2 1bid.
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Tatin American countries. This group is probably much less
homogeneous than the other two including people who are rclatively
well-off and people who are relatively poor. Thus the term
middle class must be interpreted in a very particular way. It
includes the salaried people who work in the public sector or at
least most of them, most of the wage earners in. the meodern
manufacturing sector, some members of the artisanta, some members
of the commercial and agricultural sector and some people engaged
in personal services. All of these people have been integrated in
the productive sector of the economy and though at times they
may be under-employed and their productivity may be low, they
are part of the market economy. Obviously, the composition of
this group varies from country to country.

This group can be divided in two parts: the first is made
up of the 15 percent below the richest 5 percent and the second
is made up of the 30 percent above the median. Typically, the
first of these receives about 30 percent of the total income and,
thus, enjoys an average income that is about twice the national
average. - The second — ic. the 30 pereent above the median —
receives about 25 percent of the total income and enjoys, thus,
an geerage income below the national average. Both of these are
made up of Predominently urban dwellers.

There is some information that indicates that the first of
these two groups — that is the 15 percent below the richest 5
percent — may have benefitted rather substantially from the growth
of the Latin American economics in recent years. The evidence
on this is not all equally hard. As for hard evidence: in Mexico
the sharc of income going to this group rose from 25.2 percent
in 1950 to 298 in 1963 In Fl Salvador the increase was cven
more dramatic: the share rose from 17.4 in 194546 to 28.4 percent
in 1961’2

IIL. Redistributing Income Through the Budget

Budgetary policy can, in theory, bring about a more even
income distribution (a) by either attempting to reduce the income
of the better to do through progressive taxation, or (b) by trying

3 The source for these data is the same as in ‘Table =z,

‘“‘W

A
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to raise the income of those who are relatively poor through

social-type expen'diturcs (education, health, transfers, etc.), or (c)
through a combination of the two. '

The Role of Taxation

‘Most of the empirical evidence available, and there is quite
a bit .of it, supports the conclusion that the tax systems of Latin
America have done little to modify the existing income distribution.

Much of the statistical evidence available for Latin America
has been recently surveyed by RM. Bird and L. de Wulf* After
a.Iengthly discussion and analysis of the various studies available
Bird a-nd de Wulf conclude that “taxation in most Latin American
countries appears to have done little to correct... inequality” They
reach this conclusion even though they are highly critical of some
of the assumptions used in carrying out those studies.

The reasons for these results are rather obvious and they
hardly need much eclaboration. First, the tax burdens — with
few exceptions such as Brazil, Chile, Argentina and Uruguay —
are generally not too heavy so that even under the best of
circumstances the ability of the tax systems to change significantly
thfa distribution of income would be limited. Second, the predo-
minance of indirect taxes and the limited use of capital and income
taxes as well as the evasion or erosion of the latter, has almost
inevitably made difficult the achievement of any redistributive
power, :

Of course, one can argue that the fact that the results turn
out this way is more the fault of the governments than of the
tax instrument. In theory at least, even though taxes cannot raise
the incomes of the poor, they can surely reduce those of the rich.
This could be achieved through a far more intensive taxation of
wealth and through the progressive taxation of income.

. Wcalth taxes, land taxes and inheritance taxes can modify the
distribution of income by reducing the income-carning capacity of

4 RM. Biep and L. pg Wurr, “Taxation and Income Distribution in Latin America:

A Critical Review of Empirical Studies », LM.F. DM/73/8. Sec in particular Table 2
3 15d, p. 32. ‘
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those who own wealth. Unfortunately, there are generally very
serious limitations to their applications, In fact, the importance of
these taxes in most countries has been very limited, and it would
seem utopian to esxpect that they will be capable of significantly
modifying the distribution of income in Latin America. This
should not be taken as an argument against their use. On the
contrary every effort ought to be made to make greater use of
these taxes. But, by the same token, nobody should expect too much.

A progressive and truly global income tax applied effectively
for a long period of time could also be a very efficient instrument
for income redistribution, But here too the experience with such
a tax is not too encouraging. In fact, in most of the Latin American
countries not more than two percent of GNP and generally much
less than that is collected through personal income taxes. Furt-
hermore, there is not much evidence that any appreciable change
can be noticed in this respect. The problem with the application
of this tax is that it is never, in practice, a truly global tax
applied effectively; in most cases its burden falls most heavily on
public employees and salaried peoples in large business concerns.
These are the people who can be expected to react most strongly
to any attermpt at increasing the tax burden through the increase
in income taxes. And these are people who are very influential
in the decision making process of these countries.

Thus, as long as income taxation remains heavily schedular,
de facto if- not de jure, and as long as wealth taxation is not used
to a far greater extent than it has been used up to now, taxation
will not do much in reducing income inequalities. Hopefully,
however, the governments of the Latin American countries should
try to improve their tax systems by making them more efficient,
more elastic and more equitable.

It is my feeling that the greatest benefits from tax reform
in Latin America could be obtained more by trying to bring
about horizontal equity than by pursuing the mirage of vertical
equity. What the estimated effective tax rates by income size
class do not show, in fact, is the tremendous dispersion around
the estimated averages. When we read, for example that, in
Colombia those with incomes between 25 and 8o thousand pesos
paid, in 1966, an average tax rate of 154 while those with

N

Redistributing Income Through the Budget in Latin America 25

incomes between 4 and 5 thousand pesos paid 13.4,° and we are told
nothing about the dispersion around those averages, what does this
tell us about the treatment of individual taxpayers? Very little
if there is a lot of dispersion around those averages. In such
case it is possible that some of the taxpayers in those income
classes pay very low tax rates, while others, who for various reasons
cannot escape the tax payment, may end up paying taxes which
in relation to their income may be two or three times the estimated
average tax rate. This is one of the main reasons why it is so
difficult to do much on the tax side to improve the distribution
of income. If the dispcrsion around the average increases as the
average income of the income classes rises, as it seems very likely,
then icre is even less equity meaning that can be attached to the
effective tax rates by income size class estimated in so many studies.
~ In any case, and quitc apart from the problems encountered
in enforcing an equitable tax system, it is obvious that lowering
the income of the rich, even if this could be accomplished, will
not automatically increase the share of total income going to
the poor. ‘

In Latin America progressive taxation cannot change the

c_economic status of the poor. All that it can do is to reduce the
income of the rich. It is often maintained in this connection
that the progressive taxes should be coupled with progressive
government expenditures so that not only the income of the rich
is lowered but the real income of the poor is raised.
. This brings us to the sccond approach to the problem of
income redistribution. The question becomes: to what an extent
can the expenditure side of the government budget be used to
correct the distribution of income? It has become an article of
faith in recent years that a combination of progressive taxation
with the types of public expenditures which are supposed to aid
the poor more than the rich — the types which are mentioned
most often are health and education — would go a long way
toward correcting the distribution of income in the developing
countries.

Let us now turn our attention to public expenditure as it
relates to income distribution.

. 6 The data are from Crarres McLure, “The Incidence of Taxation in Colombia®,
Fiscal Reform for Colombia, Malcolm Gillis, ed., (Harvard University, 1gyr).




76 Banca Nazionale del Lavoro

The Role of Public Expenditure: Statistical Evidence

While there are quite a few studies which have attempted
to estimate the incidence of taxation by income classes for several
of the Latin American countries, there is still relatively little that
has been done to estimate the incidence of public expenditure. This
is indeed relatively virgin and largely unchartered territory. Even
qualitative analyses are rate. Perhaps deterred by the formidable
difficules encountered in evaluating public expenditure, most fiscal
economists have shied away from even attempting such evaluations.
For this reason there are no generally accepted assumptions or
approaches which one can use. Thus, the discussion that follows
is somewhat speculative and, I am sure, it will not be accepted
by everyone. I shall put particular emphasis on social-type
expenditure, and particularly on education, since this is the type
of public expenditure which is mentioned most often in connection
with income redistribution.

As 1 stated at the beginning of this paper a program that
would tend to rely on social-type expenditure to redistribute income
must take the characteristics of the poor into account. If the poor
are old and urban, there will be certain programs that will be
more likely to be of use to them. Health expenditure, for example,
is more likely, in this case, to be beneficial than, say, educational
expenditure. If the poor arc young and urban, the reverse is
probably true. If the poor are prcdominantly urban but both old
and young, then the government will be faced by a serious dilemma
between equity and efficiency.

Income redistributions to the young have a higher probability
of being “ growth-efficient ”: they are in past investment. Redi-
stributions to the old are pure transfers. If one is more concerned
with growth than with equity, the emphasis in redistributing
income would be toward the young, Thus education, child
nutrition and other similar programs should be prcferred to
expenditure for © medicare ?, nursing homes, etc. In this situation
the guiding principle would be: ignore those who are poor and
old; concentrate on those who are poor and young.

But what about equity? Assuming that the trends which
have characterized the developed countries will also be typical of
the developing countries, the young are likely to be richer in the

- T
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future. Tl.msc who are old and poor may have always been very
poor and it seems, thus, fair that they should be helped more than
ic young. This brief digression indicates sharply that the issue of
income redistribution is not separate from that of growth. It also
}ndmates the need for identifying the characteristics of the poor
if specific policy objectives are to be pursued.

A.s pointed out in the first section of this paper, in Latin
America the poor are predominantly rural, uneducated, often young
and at times they speak a different language and have raciai
characteristics which are different from those of the majority of
their urban countrymen.

The fact that the poor of Latin America are often young and
almost always uneducated would scem to provide an obvious
argument in favor of increasing educational spending. However
tI:llc fact th_.at tI:le are predominatly rural — and that often have a:
d1ffcrc_nt linguistic and cultural background —, in conjunction with
some institutional and social factors which will be discussed below
creates serious difficulties for this approach. Before we discuss:
these factors, however, let us look at some evidence now available
from a few studies which have analyzed the impact of public

fzxpcndnu{e in general and educational spending in particular on
income distribution.

U?'r‘utz'a and Sandoval on Colom'bia: In a study published in
the Rivista del Banco de la Republica of Colombia, Miguel Urrutia
Montoya and Clara Elsa de Sandoval attempted to provide

- statistical estimates of the impact of the public sector on income

distribution in Colombia for 19667 On the basis of the results
of the Musgrave’s Mission concerning the incidence of various
taxes, they concluded that the tax burden in Colombia is more
or less Proportional for the poorer 50 percent and insignificantly
progressive from this level on except for a mild regressivity
between 12,000 and 36,000 pesos® The share of income going to
the poorest half of the income units was 13.5 before tax and 139
after tax,

The effect of educational expenditure on income distribution is

7. “ Politica Fiscal y Distribucion del Ingreso en Colombia *, Revista del Banco de la
Republica, July 1971,

8 Muscrave and Gious, Fiscal Reform for Colombia (Cambridge, 1g71).
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‘TanLy 3

IMPACT OF TAXES AND HDUCATIONAL EXPENDITURE ON INCOME
DISTRIBUTION IN COLOMBIA, 1966

Income In.comc af(tler Net change
Populaticn taxes an ' o
Before tax After tax education
Pootest 50% - . .« o+ 13,5 13.9 14.5 + 1o
Next 30% - - . + - 23.0 23.5 24.I + nI
Next 15% . . . . . 28.5 28.6 28.5 0.0
Top 5% .« « « « . 35.0 4.0 32.9 —2.1

Source: URRUTIA AND SANDOVAL, 0p, cif.

shown in Table 3 which has been adapted from the Qata in the
article under discussion. If health had also been considered, the
share of the poorest 50 percent would be 14.6, that of the next 30
percent would be 234, that of the next 15 percent would be 28.4
and finally that of the top five percent WO}ﬂd be 33.7.

A general discussion of these results will fol@ow the presenta-
tion of the statistical evidence for other countries. ‘A (.:omment
made in the original study is worthy of mention at this point. The
authors write that: “the statistics.. overestimate the t'1umbcr of
children in the primary public schools; this: overestimnates the
participation of poor families in the public expenditure  for
education ”? ‘ '

Thus, it would secem that, in the case of Colon.ab@ ec!ucauonal
spending has had little if any effect on income distribution. The
same is true for expenditure for health.

Jesus Puente Leyva on Monterey in Mexico: An(?thcr good
study on the effect of secial-type public exPcndnurc. is tl}at, by
Jesus Puente Leyva for Monterey.* According to his estimates,

9 Ibid, footnote 7, p. 4

10 Jesus Pusnre Livva, Distribucion y Redistribucion del Ingreso en el Area Meiro-

politana de Monterey (Monterey: Universidad de Nueve Leon, 1966).
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the share of income going to the poorest half of the families
before taxes and social-type public spending was 19.0. After taxes
that sharc rose to 20.61. After taxes and government spending on
education, health and welfare, the share of income going to the
poorest half rose to 21.89. For the poorest 20 percent of the families
the corresponding shares were: 5275 before taxes and government
spending, 6.09 after taxes and 6.91 after taxes and spending.

Of particular interest is the impact of the government on the
families at the other hand of the income scale. In fact, while the
top five percent experienced a negative percentage points change of
6.54 (from 3r.23 before taxes and spending, to 24.69 after taxes and
spending), the next 15 percent experienced an increase of 3.ar
(from 2461 before taxes and spending to 2772 after taxes and
public spending). It is thus obvious that even in a purely statistical
sense, the public sector is helping the relatively poor only marginally
while those who are getting the greatest benefits are those in the
urban higher middle class who can take advantage of the public
programs.

These results obtained by Puente Leyva refer to an urban
arca (Monterey) in a relatively developed state (Nuevo Leon).
This is hardly a typical case. The state of Nuevo Leon has the
sccond highest percentage of the school-age population in school:
78 percent for Nueve Leon against 8o percent for the Distrito
Federal. There are states such as Chiapas and Guanajuato for
which this percentage is much lower (46 for Chiapas and 50 for
Guanajuata). Nuevo Leon has also the second highest retention
rate in primary school: 57 percent against a national average of
32 percent for 1964-69.! Thus one must wonder what kind of
results one would get for Mexico as a whole.

United Nations on Argenina: Data on the impact of the
public sector on the income distribution of Argentina are available
in a United Nations study on Argentina!? Even in Argentina
that is a highly urbanized country, has a long tradition of social-
type spending, has a very advanced rural sector, and has a slow-
growing and relatively homogeneous — both culturally and rac-

11 These results are based on the Census of Population of 1g70.

12 Umirsp Nartiows, Economic Development and Income Distribution in Argenting
{New York, 1969). Sec cspecially Ch, IV, These data are based cn Joint Tax Program
(OAS/IDB/ECLA), “Estudio Sobre Politica Fiscal en Argentina® (1g63) (unpublished).
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ulation, the net effects of fiscal policy in. general and
ublic expenditure in particular are not o_verwhclmmg. 1f
For Argentina the share of income going to the poorer ha

of the families was 23.4 before taxes; it rose to 239 af.ter taxes
and rose again to 25.9 after taxes and social-type spending. For
the bottom 20 petcent,

iture; it rose to 7.7 4 . :
subsidies and rose to 8.3 after taxes and social-type spending.

it was 7.0 before taxes and public expend-
frer adjustment for education, health and

To my knowledge the three studies mentioned above are the

only published ones that havc'attcmpted to measure in detail the
impact of public ex

penditure  on income distributiqn -in Latin
America. These studies have trieé to show the 1nc1dence.10§
social-type public expenditure by de;ﬂes. A soxfnf:wha.t1 lcs‘s (ﬁ-ltatl Z f
study which has done the same thing but by quartiles 1s ‘ 151

Shane Hunt? for Peru. Hunt also r:onccntrated on social-type
expenditure (and particularly on educauon.and health). By treat-
ing this as transfers received, ie. as negative taxes, he came out

with the following results:

QUARTILES

I 1L v _I

Best Estimate of Tax Incidence 19.5 17.4 206 16.9

Best Estimate of Total Budget Inci-

denice . . w0 oa e e e - 16.3 15.3 7.6 13.6

The Role of Public Expenditure: General Conclusions

The previous section presented the rcs.ults of four stuc?ics WhiClE
have attempted to provide statistical estimates 'of .the 1mpact o
public expenditure of a social type on the dl?‘trlbuthI} of mclorn;:.
Those studies of course do not exhaust the information a\.raﬂabc
in this respect but they are represcntative of a now-fashionable

13 Smany Hounr, ©Distribution, Growth, and Government Economic Behavior in

7 w Haven: Yale
Peru? in Gusrav Rans, ed, Government and Economie Development (Ne

University Press, I1971).
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formal approach to fiscal incidence. From those studies, and more
particularly from scattered bits of less formal evidence available
from many other sources, three basic conclusions can be drawn,

First, it appears that even the supposedly pro-poor social-type
expenditure has little effect on income distribution. Second, the
group that scems to be getting the greatest advantage from public
spending is the urban middle class. Third, it is very unlikely that
increasing public expenditure will bring about a better distribution
of income unless such an expenditure is provided with a degree
of selectivity which does not seem possible under present Latin
American conditions,

These are rather depressing conclusions which seem to go
counter to the general thinking that has prevailed in recent years.
These conclusions can be easily defended with both theoretical
arguments and empirical or factual evidence. But first I wish
to raise the question of whether the results provided by the formal
studies outlined in the previous section tell the full story or
whether the method used introduces biases which distort the
true picture. I believe that particularly with respect to education
there is a distortion that makes the resulting picture look brighter
than it is.

How are the bemefits from educational spending allocated
among income classes? Well, the truth of the matter is that those
benefits are never allocated. What gets allocated is the cost. But
costs may not be any indication of benefits and the fact that two
children get the same cost imputed to them tells nothing about
the benefits that they will derive from that experience. Below I
shall argue that a child from the urban middle class is more
likely to get a greater benefit from the same educational spending
than one from the rural subsistence sector.

But even ignoring the problem of how benefits from a given
expenditure relate to costs, there is still the less controversial
problem of measuring actual costs. Typically the studies on
expenditure incidence adjust for the proportion of children from
each income class attending school but they do not adjust the
differentials in costs. Urrutia and Sandoval, for example, take
the total public educational spending for primary education, divide
this by the total number of children in primary school and get
an average expenditure per child in primary school. They then
multiply this average by the number of children in each grade to

6
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obtain the total expenditure by grade. Next, they allocate this
total expenditure by grade on the basis of enrollment by income
class, The assumption thus is that the same is spent per child
regardless of grade and location.

Is this a realistic assumption? The evidence available does not
support it. An exhaustive study by the Fconomic Commission
for Latin America on education in Latin America reported
that the ©primary schools [of the rural marginal population]
are... overcrowded and of poorer quality than those of other urban
zones”* That particular study also stated that ©gradually the
geographical coverage of rural schools |has] expanded, but... these
schools [have] remained pathctically ineffective copies of the first
two or threc grades of urban primary schools . In general
these are ©one-teacher primary schools * ¢ where the teacher is
often not much more literate than the students.

In conclusion, if, as it seems likely, the expenditure per child
in large urban areas and in the upper grades of primary schools
is greater than that per child in lower grades and in rural areas,
the results shown are overoptimistic about what educational spend-
ing has done even if one accepts the premise that costs are a
good proxy for benefits,

A third problem which is related to the already mentioned
issue of whether one can measure benefits by measuring costs is
that associated with school retention rates. A child who spends
a couple years in primary school and then drops out without
having learned much or anything will have a ©benefit” attributed
to him when in fact his future cconomic opportunities will in no
way be affected’” Obviously, this child has benefited much less
than the child who graduates from primary school and receives
a “paper” that will open many opportunities for him. As Table

14 Unrrep Natiows, Educetion, Human Resources and Devclopment in Latin America
(New York, 1968) p- 75. '

15 16id, p. 68,

16 [Bid, p. 71

17 A study desling with education in Central America found that a full quarter of
all children enrolling in primary schools dropped ocut before completing the first year of
primary schooling, Retention rates for Costz Rica and Panama were reported to be much
higher, These must have been predominantly poor children to whom the formal studies of
expenditure incidence would have ateributed patts of the “benefits™ of educational spending.
The study by OCEPLAN is cited in: UNrrep Narrows, Economic Survey of Latin America,
1970 (New York, 1972), P 57.
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TasLe 4

RETENTION RATES IN PRIMAR
Y EDUCATICN FOR SELECTED LA
AMERICAN COUNTRIES 1960-61 and 1966-67 e

(pereentages)
Country Uthan Rural Total
Colombia 473 3.7
N B 27,
Dominican Republic 48.1 13.9 3::
Guatemala 406 3.5 25.3
Panama 807 453 62.3

e: Unes i ’18 Statistica casgrement i d“tﬂﬂﬂﬂﬂ[ Vastage {Inter national
. 'y istical M
Soure 'CO of E H 2ied ( o)

4 makes cIc.ar, the probability of dropping out is different for
poorer fmd richer children. The table relates to urban versus rural
population but obviously it is equally applicable to
versus richer classification. ¢ P

A final point that I want to raise in connection with the
results shown in the previous section is that those results ignore
the fﬁect that keeping a child in school may have on the staEdard
of living of the family in the short run. In fact, the child will
fleed books: clothing, and perhaps transportation. These expend-
itures are llk(:lly to be a greater proportion of the family inlzome
for poor families than for richer families; they will, thus, reduce
the short-run standard of living of these families anZl mal;e them
poorer. The. United Nations study cites “the incompatibilit
‘T?etWt:cn fa.rmly levels of living and extented schooling” as thi
most obvious handicap” to poor children.!® ¢

Let Us now return to the general conclusions stated above
Thcsc receive some support from the statistical evidence discusscci
in the previous section, However, even if such evidence were

not available, it would be relatively easy to advance some rather

18 Ibid, p. 74,
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strong reasons for them. At this point, it may be worthwhile to
recall that up to now only the supposed pro-poor social-type public
expenditure  has been discussed. What if other types of public
spending are considered? It should be obvious that the poor, and
especially the rural poor who constitute the majority of them, do
not get much in the way of benefits from these non-social type
expenditures.

In my opinion, for developing countries, it does not make
much sense to assume that the benefits from these cxpenditures
can either (a) be distributed proportionally among families or
even (b) that they can be distributed by income. Of course the
first alternative makes them look quite progressive — ie pro-

oor — and the more so the less even s the distribution of incotne,

while the second alternative makes them proportional. Both of
these assumptions, which might find some justification in develop-
ed countrics under particular circumstances, are Very unrealistic
when made in countries with dualistic economies and a subs-
istence sector where the ¢marginados” have for all practical
purposes no relation to the market economies of the large urban
centers.

I frankly do not believe that it is at all possible to allocate
these expenditures by income groups in any acceptable way and
would not put much value in the results of studies that attempt
such an impossible job. In any case if one is determined to do so
there are other assumptions which are more realistic, than the
ones used, within the context of the Latin American situation.
In particular it would seem more reasonable to allocate this
expenditure (a) either to families with relatively high incomes or
(b) in relation to property Of (¢) in relation to those who benefit
from the jobs created by this spending.

Of the four studies preseoted above, only the one by Urrutia
and Sandoval on Colombia atteropted  to allocate these pon-
allocable public expenditures (defense, justice, police, international
relations etc.). They tried two hypotheses: in one they allocated
this expenditure to the richest 1o percent of the population on the
basis of the assumption that those in this group hold much of
the property and benefit the most; in the other they distributed
this expenditure equally among the population. Obviously, the
results reflect the assumptions made. With the first hypothesis,
the poorest 50 percent of the population that, beforc taxes and
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any public spending received 13.5 percent of total income, after
taxes and alltype public spending received 14.4 perccnt, The
sha.tre going to the top 5 percent fell from 350 to 31.8 . That
going o the 15 percent below the top five — ie. t.hg. urban
middle class — rose from 285 to 3142, or by almost three
percentage points. It is thus obvious that much of the redistribu
tion t_hat takes place under this more realistic hypothesis is fro \
the rich to the relatively rich — from the top 5 to the next s
percent. The increase in the share of the poorer 50 .
relatively modest. 3 pereent &
- c%lt 1fs }olnly under thcl very unrealistic second hypothesis that

uch of the loss of the rich — from 35.0 to 305 percent for the

top five — becomes a gain of the poor — from 1 to 7.8
percent for the poorer half of the population, In th?i;‘s case fh
15 percent below the top five register a very mild decrease n
their income — from 285 to 27.4 percent. "
OWCC}V% can how optlmc_ the. nqodel implicit in the analysis foll-

t I:OI.JghOHt this paper; it is the model which, together with
the cn?plncal evidence, has led to the reaching, of the th

conclus{ons stated at the beginning of this section. This . a
model in which educational spending and governmc.nt jobs 15laa
a rather Prominent role and in which redistribution does gkz
place but. it is not from the rich to the poor but from the rich to
the relatively rich; or, to give a quantitative dimension to this
stgtcpenf, from those in the few top percentilcé of the income
distribution. to those in the next 1o to 20 percentiles below them
The model can be sketched here only in broad terms since ié
Woulid tak;: too long to describe it in detail. Also much more
zo;s f\;clns v;ls :be required to substantiate it fully. Its main outline

The poor and the relatively poor — those that we have
called * n.tlarginados ? — have characteristics that prevent them
fl‘OII.l .takmg full advantage of much of the public expenditure
recciving full benefit from it. They are often geographicall
dispersed and socially and culturally alienated from thg larz
ur!)an centers; they may even speak a different language fll
this, t.ogethcr with the fact that most public' spcnding .takes
place in urban areas, means that the “marginados” willgnot be
much helped by most public expenditure. Of course one can
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always find particular programs that have helped the very poor.
In general, however, the conclusion reached here is most likely true.

At the other hand of the scale we find the rich who do get
substantial benefits from various types of public expenditures. They,
however, are likely to send their children to private schools and
to use private health facilities; in addition they will not be found
in large numbers in government jobs. The relatively few who
will work for the government will hold the few prestigious jobs
at the very top. In spite of the lack of marked progressivity in
the tax systems of these countries, this group generally pays higher
average tax rates than the rest of the population. The consequence
of all this is that the total impact of the public sector on this
roup is to reduce its share of total income. Of course, this reduction
is likely to be higher in some countries than in others.

It follows that those who will get the greatest advantage
from the redistribution function of the public sector are those
belonging to the urban middle class. These are the ones who
benefit the most from many types of public spending and especially
from education. They are the ones who have fought for higher
education, for better health services, for cxpanded social sccurity,
for public housing, etc, In particular these are the ones who have
used the cducation that they reccived in public schools for getting
the government jobs that their own pressure helped to create.”
And these may also be the ones who pay the lowest tax ra_ltc:s.2°

There is still one additional and final point that 1 think
deserves particular attention. The formal studies of the effect of
public- expenditure on - income distribution identify the output
with the cost of a public service and allocate this cost by incorne
classes, Here again we may be misled by a procedure that 15
probaly valid in developed countries (or at least in some of them)
but which is not in Latin America.

There are two elements which ought to be considered. First,
is the tremendous inefficiency found in the public sector which
often implies that the marginal productivity of a government
worker may be zero or at least very low. In other words often

19 This particular thesis has received considerable support in many studies,  See
particularly: Smawe Huwr, op. ¢it, Unrrsp Nuwriows, Education Human Resources and
Development in Latin America (New York: 1968) especially pp. 59-62; Oscar ARIAs SANCHEZ,
Grupos de Presion en Coste Rica (San José: Editorial Costa Rica, 1g71).

20 See Bixp and De WuLr, ep. cif
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higher public expenditure may only create more jobs without
any effect on the output. Second, is the fact that often the public
worker’s only option to a government job is unemployment or
a far less-paying private job.

The net result of this is that jobs in the public sector are like
}ottcry prizes where the ticket to enter is a school certificate. This
is clearly proven by the educational content of government jobs;
very rarely do these go to people with no education. For example
in Argentina only 1.2 percent of government jobs go to pcopic
without education and only 28 percent go to those who do not
have a certificate from primary school® In Brazil, in 1966 about
35 percent of those in the labor force did not have any education
but only 119 of those working for the federal govemmcnt.25

Thus the general conclusion of this paper is that if the public
sector is redistributing income in Latin America, it is from the
very rich to those who are not relatively poor. Most of the really
poor are not getting much of an advantage. In fact, the results
of the formal studies, for some of the reasons discussed in this
paper, arc likely to be too optimistic. If instead of allocating
costs one truly allocated benefits, the poor would fare much less
well and the urban middle class much better.

This conclusion implies that advocating policies that increase
publ.ic expenditure without increasing its selectivity may only
continue or even aggravate the present redistributive process. It
is necessary that we find out much more about the characteristics
of the poor and that, consequently, we give to public expenditure
the selectivity that will make it an efficient tool for redistribution.
Increasing public expenditure under present circumstances will
simply not do.

W ashington, D.C. Vrro Tanzi

21 See: Camawra DE SociEDaDEs ANoNIMas, Relevamiento del Numero y Condiciones
de los Empleados Publicos (Buencs Alires, 1960).
22 1B.G.E, Censo dos Servidores Publicos Civis Federais (Brazil, 1966),




