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Preface

Most countries in Latin America and the Caribbean have recently reached,
or are close to reaching, middle income status. As such, citizens in the
region are demanding more and better services from their governments.
This juncture is crucial: if governments can cope with these new demands,
countries stand a good chance of climbing up the development ladder. If
not, social tensions may arise, stalling development, as has happened time
and again in many promising countries.

This challenge is even greater given the specter of higher world inter-
est rates, lower commodity prices, and lower world growth—external
factors that may not favor Latin America and the Caribbean as they did in
the early 2000s. Moreover, several governments increased public expen-
ditures rapidly during the good years, hoping that external gains would
persist, only to find they had deteriorated and accelerated the need for fis-
cal consolidation in a context of increasing debt.

How can this puzzle of larger demands and fiscal strengthening be
solved? This edition of the Development in the Americas (DIA) report
focuses precisely on this question. The book suggests that the answer
is about fiscal efficiency and smart spending rather than the standard
solution of across-the-board spending cuts to achieve fiscal sustainabil-
ity—sometimes at great cost for society. It is about doing more with less.

Moreover, more efficient spending may lead to higher growth. Take,
for example, the way public expenditure is allocated between current and
capital expenditures. Often, current expenditure grows above trend in
good times, but then public investment takes the blow of adjustment in
bad times. This bias against public investment hurts growth, as public cap-
ital is a major determinant of private investment, which is a key engine of
growth. To top it off, the multiplier effects of public investment on output
are much larger than those of current expenditure, so expenditure cuts
that focus only on public investment are flawed.

Does this bias come solely from policymakers’ choices? Or are citizens
asking their politicians for on-the-spot transfers instead of more profitable
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long-term investments such as infrastructure or education? Our report
reveals that trust in government s a key ingredient behind citizen demands;
when lack of trust is high—be it because of government inefficiency or bla-
tant corruption— citizens prefer transfers over long-term investments. This
political equilibrium could be highly detrimental for growth and develop-
ment, since everybody may end up shortchanging the future with lower
investments, both in physical and human capital.

Efficiency is not only useful for adjustment. Some countries in the
region spend too little for their level of development and would largely
benefit from expanding the gamut of government services offered. How-
ever, they find it difficult to raise taxes to finance higher expenditures. A
key factor in this reticence to raise taxes is that citizens may be unwill-
ing to pay more as they don’t believe their governments will spend those
additional resources efficiently by providing the services they need.
Thus, a precondition for expanding public expenditure seems to be gov-
ernment’s ability to deliver efficient services, leaving nothing to waste.
Citizens that trust their governments will likely pay more for additional
services, particularly those that take more time to deliver, such as educa-
tion or infrastructure.

Latin American governments suffer from both technical and alloca-
tive inefficiency. Technical inefficiency relates to not doing things the best
way, given the resources available. Latin Americans could have more and
better-quality education, health services, public safety, and infrastructure
if their governments were using existing resources as the best countries
in the world do. This means reducing crime, getting higher PISA scores,
increasing life expectancy, and providing more infrastructure services. All
these goals are within reach using the same level of expenditure avail-
able today, or at least providing current levels of services with less money,
thereby freeing up resources if fiscal consolidation is at stake.

The other issue is allocative efficiency, a matter largely disregarded
in the region. Budgets across different types of expenditure are typically
allocated according to historical standards, but not depending on where
an additional dollar is most useful. Some important discussions need to be
addressed sooner than later. For example, will we be spending too much
on the elderly in the years ahead relative to the young? How can we strike
a balance between taking care of pensioners and investing in children, who
represent the future? What is the right mix of resources devoted to pre-
ventive care and curative care? Should we invest more in early childhood
development, primary, secondary, tertiary education, or on-the-job train-
ing? Answers to these questions are spread throughout the report with
details and examples from throughout the region.



PREFACE XXI

While there is much to be gained from resolving inefficiencies, public
spending is not only about efficiency, but also about equity—particularly,
equity that leads to equal opportunities. Latin America and the Caribbe-
an’s taxes and public expenditure do little to reduce income inequality
compared to advanced countries. While tax and spend policies reduce
inequality in Latin America and the Caribbean by about 5 percent, they do
so by 38 percent in advanced economies.

Finally, governments must focus on “how” to achieve technical and
allocative efficiency while improving equity; for this, the key is institutions.
At the macro level, aggregate rules that ensure fiscal sustainability may
lead to biases against capital expenditure. Fiscal rules have proliferated
throughout the region to keep fiscal sustainability in check. However, lit-
tle has been explored about fiscal rules that also account for spending
composition. In this report, we think about “second condition” rules that
protect public investment. At the micro level, a myriad of institutions need
to be strengthened, ranging from results-based budgeting for expenditure
allocation, to the creation of smart integrated data systems, public invest-
ment management agencies, public procurement, and so on.

There is much to be done. | hope this report provides a platform for
a long overdue discussion on what we spend on, how efficiently we do it,
how we allocate it, and how we can deliver more and better public ser-
vices with the resources we have to improve the lives of Latin American
and Caribbean citizens, who expect more.

Luis Alberto Moreno
President
Inter-American Development Bank
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Public Spending:
From Bigger to Better

Since the early 1900s, the role of governments and their participation in the
economy has steadily increased around the world. Typical ratios of pub-
lic spending to gross domestic product (GDP) have crept up from about 5
percent in the early 1900s to about 22 percent in 2018. Government par-
ticipation is almost twice as large in the developed world as in developing
countries, including in Latin America and the Caribbean (40 percent vs 20
percent of GDP, respectively). The latest commodity boom of the 2000s
pushed the size of government to 25 percent in Latin America and the
Caribbean as a whole, and to 30 percent in the LAC-7 (that is, the seven
largest regional economies) plus commodity producers. Moreover, follow-
ing the Great Recession in the United States and its repercussions in the
developing world, many countries in the region followed expansionary pol-
icies in an effort to bolster aggregate demand. However, many of these
expansionary policies, which were considered countercyclical at the time,
led to permanent increases in expenditure, mostly through higher wages
and transfers, which are very difficult to reverse.

This upward spending trend raises the question, how large should gov-
ernment participation in the economy be? The answer depends on a myriad
of issues ranging from ideological and economic to demographic. However, a
key determinant is the country’s degree of economic development, typically
proxied by GDP per capita. In a nutshell—and following the so-called Wag-
ner’s Law—as GDP per capita increases, public spending tends to increase,
both at the extensive margin (i.e., new activities and services are undertaken)
and intensive margin (i.e., existing activities and services are expanded).

Focusing on the more recent past, since the mid-1990s, the speed
of public spending growth has varied widely across regions and groups
of countries in the world (see Figure 1.1, Panels A and B). Specifically, as
shown in Figure 1B, public spending has increased relatively rapidly in
Latin American economies and those with large commodity-exporting
sectors, compared to Central American and Caribbean economies. For
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Figure 1.1 Government Expenditure in the Last Two Decades
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example, LAC-7 and large commodity-exporting countries have, on aver-
age, pumped up public spending from 20 percent to 30 percent of GDP.
Does this growth in public spending threaten fiscal sustainability? Not
necessarily. In fact, some of the countries with the greatest public spend-
ing in the world, such as the north Scandinavian economies, have both
high levels of public expenditure and high standards for fiscal sustainabil-
ity. However, as Latin America and the Caribbean’s history makes plainly
clear, surges in public spending, especially during good times, have typ-
ically forced countries to adjust dramatically in bad times, producing a
now well-known procyclical pattern.! Table 1.1 classifies societies along

! SeeTalviand Végh (2005); Kaminsky, Reinhart, and Végh (2004); Frankel, Végh, and

Vuletin (2013); and Végh and Vuletin (2015) for further discussions of procyclical fis-
cal policy in the developing world.
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Table 1.1 Preference for Public Spending vs. Fiscal Sustainability

Fiscal sustainability

Sustainable Not sustainable
Preference  High Liberal on preferences and fiscally  Liberal on preferences and fiscally
for public preference sound “exuberant”
spending Low Conservative on preferences and Conservative on preferences and
preference fiscally sound fiscally “exuberant”

two dimensions: their high or low preference for public expenditure; and
the institutions that make them fiscally sound or fiscally “exuberant” and
eventually unsustainable if not kept in check. Usually, the struggle lies
with countries that belong to the upper-right quadrant of Table 1.1: those
that have a higher preference for expenditure but lack the institutions or
national arrangements to make this expenditure sustainable.

Greater Public Spending: At What Cost?

During the last decade, has the increase in public spending come at the
expense of fiscal sustainability? According to Figure 1.2, the answer is a
resounding yes. It shows in the x-axis the “fiscal gap,” which relies on a Debt
Sustainability Assessment (DSA) approach. A positive value indicates that
the observed primary surplus is smaller than the surplus required to stabi-
lize the debt-to-GDP ratio (i.e., pointing to fiscal sustainability issues). On
the other hand, a negative value indicates that the observed primary surplus
is larger than the surplus required to stabilize the debt-to-GDP ratio (i.e,,

Figure 1.2 Fiscal Preference and Sustainability, 2007-2014
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pointing to fiscal space). The y-axis illustrates the so-called “appetite for
expenditure,” which proxies for public spending preferences after controlling
for the degree of development (i.e., Wagner’s law). Positive values point to
high preferences for public spending, as the observed expenditure-to-GDP
ratio lies above that predicted given a country’s level of development. On
the other hand, negative values indicate low preferences for public spend-
ing, as the observed expenditure-to-GDP ratio lies below that predicted by
the degree of development. In other words, the four quadrants in Figure 1.2
mimic those of Table 1.1. For illustrative purposes, Figure 1.2 shows the situ-
ation of Latin American and Caribbean countries for which these data are
available both in 2007, the year before the global crisis (marked in blue), and
in 2014 (marked in red). A picture is worth a thousand words. All countries
transitioned from 2007 to 2014 by moving to the upper right, meaning that
an increase in preferences for public spending had raised fiscal sustainabil-
ity concerns. Naturally, not all countries evolved alike. Whereas Colombia
moderately raised its public spending while barely changing its fiscal gap,
Argentina “traveled” a great distance, both in terms of its appetite for pub-
lic spending (actually moving from a low level of spending preference for its
degree of development to a high level of spending preference) as well as its
greater exposure to fiscal sustainability concerns.

Does this mean that all countries in the region need to think about
cutting their spending? Not necessarily. Many countries in the region still
spend less than the level predicted by their degree of development, as
measured by their GDP per capita levels. Figure 1.3—a testimony to Wag-
ner’s law—attests to this. Several countries like Guatemala and El Salvador

Figure 1.3 Wagner’s Law for Latin America and the Caribbean
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currently have public expenditure levels below those predicted for their
level of development. In these cases, countries may want to consider pro-
viding a wider range of public services.

Two clear messages emerge from this analysis:

1.  Some countries in the region spend more than what is suggested
for their level of development without the necessary fiscal institu-
tions to make these levels of expenditure sustainable in the long
run. These countries will need to adjust. In principle, there is noth-
ing wrong with meeting the demands for greater spending, as
long as it is does not compromise growth and is accompanied by
higher taxes and other fiscal institutions that ensure sustainability.
Increasing public expenditure without institutions for sustainabil-
ity is like having one’s cake and eating it too. Such a policy often
leads to crises that undo all the good provided by greater public
expenditure or may lead to long and costly adjustment processes.

2. If the experience of many Latin American countries in Figure 1.2
teaches anything it is that countries with expenditure levels below
those predicted for their level of development should refrain from
increasing spending if they haven’t planned on sustainable ways to
pay for it. Of course, this does not mean that a thorough analysis
of the need for more and better public services should not be car-
ried out, but it must be accompanied by sustainability institutions
that make the spending increase payable not only in good times,
but in bad times as well.

In light of growing fiscal sustainability concerns and debt levels, sev-
eral governments in the region are (and will continue) adjusting. However,
the manner in which these adjustments take place, both in terms of their
size and composition, will be key for the future of the region. Not all adjust-
ments are created equal: across-the-board expenditure cuts may produce
quite different results than carefully planned cuts that resolve inefficiency
issues in the public sector. Badly planned adjustments, as in the case of
large decreases in public investment, could jeopardize growth prospects
for the region. Large drops in public transfers could wipe out the social
gains achieved during the good years and, in some instances, rekindle
widespread social tensions. This book explores public spending ineffi-
ciencies in detail, ranging from technical inefficiencies to allocation and
targeting inefficiencies—as well as the political economy issues involved—
in hopes of providing a roadmap for smart spending with better and lasting
institutions that herald efficiency for the future of the region.
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Even if cuts are not needed from a sustainability point of view—the
privilege of a few countries in the region—governments should nonethe-
less battle gross inefficiencies in public expenditure. A key concern in many
Latin American countries is that as they reach the middle-income devel-
opment stage, citizens begin to demand new and better services, ranging
from access to high quality tertiary education to better health care. Yet,
in the context of low growth, there is little room for increasing expendi-
ture to satisfy these demands; instead, governments need to do more with
the same resources. This means obtaining efficiency gains in many areas
of government so that resources can be freed up and put to better use to
meet new demands.

Even when countries plan to expand expenditures—as would be the
case when ratios of public expenditure to GDP drop below those sug-
gested by Wagner’s law—it is important to focus on efficiency gains.
Usually, countries with low spending levels for their stage of devel-
opment find it difficult to raise taxes to finance higher expenditures.
Typically, their citizens are unwilling to pay higher taxes as they don’t
believe their governments will spend those additional resources effi-
ciently by providing them the services they need. Thus, a precondition
for tax increases and higher spending seems to be a government’s abil-
ity to deliver efficient services and leave nothing to waste. Citizens that
trust their governments may be willing to pay for services, particularly
those that take more time to deliver, as is the case of education or infra-
structure (see Chapter 10).

Composition of Public Expenditure

The most common approach to analyzing the participation of the pub-
lic sector in the economy is to focus on the level of public spending.
This focus is also used to answer questions about public spending sus-
tainability, or how public spending is financed, as well as issues related
to social demands for publicly provided goods. However, a less explored,
but equally relevant, approach to complement the analysis focuses on the
composition of public spending. The framework based on the amount of
spending can shed light on people’s preferences for public expenditure
and the size of government. Yet, it provides little information about which
expenditures are prioritized, or how they are combined to achieve effi-
ciency and equity objectives. The level of total spending does not indicate
whether a government is investing much or little, whether it is actively
pursuing redistributive policy, or whether it spends more on health, edu-
cation, or infrastructure. Nor does it answer whether expenditures on
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public employees are high, whether retirees receive reasonable pensions,
or whether money is well spent on poverty reduction programs.

To study public spending composition, spending must be classified.
Two widely used classifications distinguish spending components by their
function or purpose and by economic characteristics. The former is called
the functional classification of government expenditure and it breaks total
expenditure into categories such as health care, education, and defense.
The latter is called the economic classification of government expenditure;
it separates total spending into current and capital expenditure. Usually,
the literature looks at determinants of public spending composition using
the first classification. In an interesting contribution, Shelton (2007) tests
the relevance of several leading hypotheses on determinants of public
spending using a double disaggregation: i) by categories of spending (i.e,,
health, education, and defense), and ii) by level of government (i.e., central
and local). The results suggest that much of the expenditure associated
with greater trade openness is not in categories that explicitly insure for
risk, and there is evidence that both political access and income inequality
affect the extent of social insurance. However, to date little has been done
to analyze the determinants of public spending composition using the eco-
nomic classification view. This chapter strives to fill that gap by looking
into current versus capital public spending trends and their determinants,
including some novel variables such as trust in government.

Today vs. Tomorrow: Current vs. Capital Spending

During the past two decades and a half, public spending composition has
basically remained constant in industrial economies while it has changed
dramatically in developing economies. Figure 1.3 plots the evolution of
current and capital spending shares of primary total spending since 1980
and clearly shows a growing bias against capital spending in developing
economies. A bias against capital spending can be defined as a decline in
capital spending’s share of total primary spending over the course of the
sample period. With this definition in mind, capital spending lost 3.7 per-
centage points (from 11.5 percent of total spending to 7.8 percent) relative
to current spending in industrial economies (Figure 1.4A) while in devel-
oping economies, capital spending lost more than double that amount,
reaching 8.5 percentage points (from 32.1 percent to 23.5 percent, see
Figure 1.4B). Curiously, this bias against capital spending occurred despite
substantial hikes in primary spending as a share of GDP, which could have
provided enough room to increase social and other current expenditures,
without substantially cutting into the share of capital spending. This implies
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Figure 1.4 Evolution of Public Spending Composition, Economic Classification
(percentage of total primary spending)
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payments. Total spending is defined as the sum of capital and current spending. Variables are deflated
by the GDP deflator. The bias is defined by the absolute variation of capital spending share between
2016 and 1980.

a conscious decision to prioritize present expenses over investments in
building the future. In short, today won out over tomorrow.

The bias against capital spending can also be measured as the dif-
ference between the share of capital spending in total spending at each
point in time and that prevailing in 1980 (see Figure 1.5). There are two
periods in which the share of capital spending was particularly hard-hit:
the early 1980s, when U.S. federal reserve chairman Paul Volcker’s inter-
est rate shock plunged many developing countries, particularly in Latin
America and the Caribbean, into a debt crisis; and the late 1990s, when
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Figure 1.5 Evolution of Bias against Capital Spending. Measured as the
difference between the current share of capital spending on total
primary spending and that prevailing in 1980
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the Russian crisis spread to most emerging markets.2 Importantly, this bias
never recovered in normal times, which implies that it is not only an issue
generated by cyclical management, but that crisis periods may be particu-
larly relevant.?

This bias against capital expenditures is particularly costly for two rea-
sons: capital expenditure multipliers are larger than current expenditure
multipliers and, therefore, amplify output costs in bad times (see Chapter
2); it can lead to lower growth in the long run, to the extent that public cap-
ital complements private capital. Thus, the appetite for private investment,
a key driver of growth, may be low when public capital provision—say,
roads or ports—is not sufficient.

An analysis across regions reveals that this bias against capital spend-
ing is generalized (see Figure 1.6). However, the bias is greatest in Latin

2 Chapter 2 argues that adjustment through cuts in capital spending during bad times

is the preferred policy in emerging markets, despite its short- and long-term conse-
quences. However, this adjustment mechanism—and the hysteresis that accompanied
it—seems to be the preferred (or inevitable) tool during crisis as well. This behavior is
exacerbated when institutions are feeble and political economy issues such as elec-
tions become relevant.

See Ardanaz and Izquierdo (2017) for a recent discussion about cyclical manage-
ment of public spending.
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Figure 1.6 Bias against Capital Spending, by Region
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American and Caribbean countries (-9.7 percentage points). Emerging
Asia and Africa present a bias of -8.2 and -7.3, respectively. When con-
sidering the bias for individual countries in the region, with the exception
of Haiti, Panama, Bolivia, The Bahamas, and Ecuador, most countries
in the region have penalized capital spending in recent decades (see
Figure 1.6).

Figure 1.7 Bias against Capital Spending, by Country in Latin America and the
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Figure 1.8 Composition of Public Spending, by Economic Classification and by

Region (in real terms and per capita for 1980-1985 and 2010-2015)
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It may be argued that this bias is all about shares, not about levels; as
Latin American and Caribbean economies have grown over time, it may
well be that capital expenditure per capita has grown despite losing its
share of the budget. This argument is true in industrial countries and in
the developing world as a whole, but not in Latin America. In the early
1980s, industrial countries spent on average $10,212 (PPP-adjusted) per
person on current spending (see Figure 1.8A) and $1,131 on capital spend-
ing (Figure 1.8B). Now they spend US$18,281 and $1,524, respectively. This
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Figure 1.9 Current and Capital Spending, by Region (growth rates between
2010-2015 and 1980-1985)
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Source: Izquierdo, Puig, et al. (2018c).

represents an increase of 79 percent in current spending and 35 percent in
capital spending, both in per capita terms. On the other hand, developing
countries earmarked $1,353 per person for current spending and $506 for
capital spending between 1980 and 1985. Today, the figures are $2,971and
$702, respectively. Thus, developing countries expanded current spending
per capita by 120 percent and capital spending per capita by 39 percent
(see Figure 1.9). However, the picture is quite different for Latin America
and the Caribbean; indeed, the region has penalized capital expenditure
per capita the most. At the beginning of the 1980s, Latin American and
Caribbean countries spent on average $701 on capital expenditure per
capita—roughly the same as they spend today ($735). Yet, Latin America
has managed to increase current spending per capita by 72 percent—from
$1,687 to $2,905—very much in line with the rest of the world.

Determinants of Public Spending Composition

The economic literature has attempted to shed light on the determinants
of public spending composition, particularly for the functional classifica-
tion of public expenditure, highlighting numerous explanatory variables that
involve economic, political, institutional, and demographic factors. Many of
these factors are explored here to determine their relevance for the eco-
nomic composition of public expenditure, but many new factors, which are
relevant for the economic classification, are also studied here. So, which
factors help determine the economic composition trends analyzed in this
chapter (Izquierdo, Puig, et al. 2018¢c)? The dependent variable is capital
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Table 1.2 Determinants of Public Spending Composition (dependent variable:
capital spending’s share of primary total spending)
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spending’s share of total primary spending. Two main specifications are pre-
sented in Table 1.2. The first one runs individual regressions between the
share of capital spending and each explanatory variable, controlling for fixed
effects (Basic Model). The second one is basically a joint regression includ-
ing all explanatory variables, also controlling for fixed effects (Full Model).
The sample includes 120 countries (98 developing and 22 developed, follow-
ing the classification in Frankel, Végh, and Vuletin, 2013) from 1980 to 2016.

Cyclicality

Among economic factors that may help explain the composition of public
spending, a natural candidate is the business cycle. In procyclical countries
(i.e., countries that follow policies that tend to deepen the cycle), cyclical-
ity can affect the economic composition of expenditure to the extent that
each type of spending exhibits different cyclical behaviors. During bad
times, for instance, capital spending is used to adjust, while during good
times, current expenditure expands much more than capital expenditure
(Ardanaz and Izquierdo, 2017). In the long run, this pattern naturally biases
the composition toward current spending, so that a lower capital spending
share could be expected in more procyclical countries.

Cyclicality is associated with a lower share of capital expenditure in the
basic model, but not in the larger model. The degree of cyclicality is mea-
sured by the correlation coefficient between the cyclical component of
GDP and the cyclical component of total expenditure, using a 10-year roll-
ing window. Having said this, the fact that fiscal rules are also included in
the full model may downplay the role of cyclicality. This would be the case
when governments use capital expenditure to adjust in bad times in order
to comply with the fiscal rule, if previous savings are not enough.
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Capital Stocks

The initial stock of capital could also affect decisions on public expendi-
ture composition. Lower starting capital stocks may lead to more capital
spending as capital is highly productive at very low levels, given decreas-
ing marginal returns to capital spending. Thus, when capital stock levels are
lower, the share of capital expenditure in total expenditure could be larger.

In line with this theoretical prediction, regressions show that a large
initial stock of capital reduces the share of capital spending. The mea-
sure used here is the capital stock at constant national prices provided by
Penn World Tables. This finding is relevant since Latin American and Carib-
bean countries present the lowest levels of capital stock after Africa. If
Latin American and Caribbean countries were to behave like the rest of the
sample, the share of capital spending in the region should be higher—not
lower—given its low starting capital stocks.

Inequality

Factors reflecting income distribution, such as the Gini coefficient, are also
pertinent since inequality in pretax income can lead to high demand for
redistributive policies (Romer, 1975) and, therefore, greater social spend-
ing.? Thus, an inequality measure like the Gini coefficient may be negatively
associated with the share of capital spending in total spending.

Results confirm that inequality, as measured by the Gini coefficient,
reduces capital spending’s relative participation. This finding may well
explain part of the observed bias against capital expenditure in Latin
America and the Caribbean, given that the region is the most unequal in
the world.

Openness

Openness to international markets can also be a key determinant of expen-
diture composition. Countries that are more internationally integrated face
greater domestic volatility during times of global economic turbulence.
When global markets gyrate, governments may need to compensate for
this external risk by providing public insurance in the form of social transfers
(Rodrik, 1998), or by increasing public employment. Thus, more open coun-
tries would be expected to spend more on these policies, thereby adding to

4 See Meltzer and Richard (1983) and Shelton (2007).
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current expenditures and establishing a negative association between open-
ness and the share of capital expenditure in total expenditure. However, if
developing countries do not have good mechanisms for making transfers to
the losers of reform, the expected negative relation between capital spend-
ing’s relative participation and openness could be zero or even positive.

The effect of openness to international markets is less clear since
ambiguous signs are found in both models. Openness is measured as the
sum of exports and imports over GDP, with data provided by the World
Bank. In the basic model, no relation is found between public spending
composition and openness, but in the larger model a positive relation
emerges, which may point to the presence of weak mechanisms to com-
pensate the losers of trade reforms.

Political and Institutional Factors

Among political and institutional factors, ideology could play a prominent
role. Leftist-oriented governments usually attach greater importance to
social security and health care, while rightist-oriented governments favor
infrastructure and defense (Van Dalen and Swank, 1996). Thus, capital
expenditure’s share is expected to be lower in left-leaning governments.

Corruption could also affect spending. Corrupt countries have more
frequently been associated with low public spending in public education
and health since it is easier to collect hefty bribes on large infrastructure
projects or sophisticated defense equipment than on textbooks or teach-
ers’ salaries (Mauro, 1998). Tanzi and Davoodi (1998) argue that corruption
could increase public investment given rent-seeking opportunities.

Finally, democracy may affect public spending composition, as a
median voter in favor of redistributive policies may push for a larger share
of current expenditure (Kotera and Okada, 2017).

In fact, democratic systems seem to favor current expenditure over cap-
ital expenditure. The variable used here is the electoral democracy index,
published by the V-Dem Project. Results imply that median voters—key par-
ticipants in democratic outcomes—may prefer redistributive policies and,
therefore, demand greater social spending.

On the other hand, based on the measure of corruption provided by
the International Country Risk Guide, and contrary to what was expected,
corruption punishes capital spending. However, in the larger model with
other controls, the coefficient is zero.

Ideology, as measured by data from the Inter-American Development
Bank’s 2017 Database of Political Institutions, does not seem to affect
composition either.
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Fiscal Rules

The adoption of fiscal rules can also bias public expenditure composition.
The principal goal of fiscal rules is to ensure the sustainability of a govern-
ment’s fiscal accounts by appropriately managing the business cycle. Thus,
one of its objectives is to reduce procyclicality or to achieve countercycli-
cality (i.e., ensure savings in good times to spend in bad times). But these
rules do not usually specify what type of expenditure should be used in the
different phases of the cycle. If public expenditure needs to be adjusted to
comply with a fiscal rule—particularly given Latin America and the Carib-
bean’s performance in the past—capital expenditure cuts will be used to
meet the rule’s demands. Thus, fiscal rules with no additional conditions on
expenditure composition may be negatively associated with capital expen-
diture’s share of total expenditure.

Fiscal rules are a key determinant of public spending composition and
seem to bias public spending toward current spending. Although fiscal
rules have been mostly implemented in industrial countries, in the past
decade, Latin American and Caribbean countries have increasingly imple-
mented them. In this context, the design of fiscal rules that protect public
investment, beyond representing good management of the business cycle,
becomes a central issue in the makeup and efficiency of public spending
(see Chapter 9).

Demographics

Large population dependency ratios—measured as the sum of young
(under 15 years of age) and old (65 years of age and above) over total
population—may favor current spending, especially for social purposes.
The young may push for more health and education spending, while
the elderly may prefer increases in health and social security spending.
Moreover, to the extent that the elderly are not fully altruistic about their
progeny, they may bias their preferences in favor of current spending
instead of capital spending, which benefits future generations. Thus, the
share of the elderly, as well as their intergenerational altruism, may be a
determining factor in the composition of public spending (Izquierdo and
Kawamura, 2015).

As expected, population dependency ratios pull for more current
spending. Policymakers should carefully consider the implications of this
trend; although the region is currently enjoying a demographic dividend,
in the near future this dividend will end and countries will need to contem-
plate the effects of an aging population (see Chapter 3).
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Trust, or the Lack Thereof

Lack of trust in politicians is another key determinant of public spending
composition, as it may bias preferences toward certain, short-term spend-
ing such as transfers instead of uncertain, but perhaps more profitable,
long-term spending such as infrastructure. Thus, the lack of credibility
may lead citizens to prefer “a bird in hand (transfers) than two in the bush
(infrastructure).

Given the absence of data on trust for the whole sample, data on 18
Latin American countries were taken from the Latinobardmetro Database,
which measures citizens’ confidence in politicians, governments, and pub-
lic administrations. Here, the residuals from the overall regression—that is,
the part of capital expenditure’s share not explained by all other factors—
were used as the dependent variable to be regressed against the trust
measure from the Latinobardmetro. Positive residuals imply a higher capi-
tal expenditure share than that inferred from explanatory variables. The
findings (a positive relationship between these residuals and trust) support
the fact that low trust levels may lead to a bias against capital expenditure
(see Figure 1.10 and Chapter 10).

Finally, results in the larger model remain robust to the inclusion of
two important controls: income per capita and the role of private invest-
ment. Private investment is an important control because it can be argued
that the decline in capital expenditure’s share of total expenditure could
be the result of an increase in private investment. To test this idea, pri-
vate investment as a share of GDP was also included in the larger model,
and it turned out not to be significant. Moreover, private investment was
replaced by public-private partnership (PPP) investment as a share of GDP

Figure 1.10 Unexplained Bias and Trust
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(as published by the International Monetary Fund), which is potentially a
better measure of the substitution effect that emerging PPPs could have
had on public investment. This variable is not significant either in explain-
ing the fall in capital expenditure’s share.

Policy Implications

The bias against capital spending can be explained by several economic,
political-institutional, and demographic factors that policymakers should
consider when contemplating the composition of public expenditure.

The management of public spending policy over the business cycle
must be taken into account, particularly since inequality contributes to
biasing the composition toward current spending. Thus, it is crucial to
carefully manage redistributive spending demands throughout the cycle,
particularly during good times, when a “voracity effect” may push expen-
ditures above trend and toward more inflexible spending (i.e., transfers)
that may be difficult to sustain during the next stage of the business cycle.

In addition, policymakers should focus on how to allocate spending to
the most profitable sectors given the stock of public capital. In countries
with a low public capital stock, capital expenditure should be given priority
as returns will typically be large for this type of expenditure.

Fiscal rules are mute about the composition of public spending, rais-
ing the issue of potentially redesigning fiscal rules. Although the primary
objective of fiscal rules is to achieve sustainable spending throughout the
business cycle, they should not penalize public investment during bad
times. This warning is particularly relevant because many countries in the
region are currently implementing fiscal rules (see Chapter 9).

Since larger dependency ratios bias public expenditure composition
toward current spending, today’s demographic moment calls for revisit-
ing policy options for budget allocation. This issue will become particularly
relevant as an aging population signals an end to the demographic divi-
dends the region has been enjoying. Policymakers must be proactive and
anticipate future demands for current expenses (e.g., pensions) that will
bias the composition against public investment even more (see Chapter 3).

Finally, rebuilding citizens’ trust in government is crucial. Individu-
als in the region do not trust their governments to deliver over the long
term, which leads them to demand transfers that offer immediate gratifi-
cation. These short-term payments may be less beneficial than long-term
investments such as capital expenditures; however, citizens are unwilling
to believe in promises whose fruits will not be reaped for years to come.
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Public spending has climbed in Latin America and the Caribbean. Rid-
ing a worldwide spending trend and a commodity windfall, governments
around the region tried to spend their way into the future. Unfortunately,
the party is over and policymakers must find a way to keep their econo-
mies growing and their citizens happy in a fiscally sustainable manner. The
traditional answer to this moment of truth has been to simply cut spend-
ing. This book suggests there is another way out. Even if governments
need to spend less in aggregate, the same or even more services could
be provided if ways are found to be smarter about spending, to be more
efficient, to make every penny count. The first step is to achieve better
outcomes with the same or fewer resources. The second is to allocate bet-
ter, by analyzing the composition of spending and finding the right mix of
transfers to meet today’s needs and investments to prepare for tomorrow.
Now that governments are bigger, it’s time to make them better.






Spending and
the Cycle

This chapter evaluates how governments in Latin America and the Carib-
bean spend over the business cycle. Economists preach the importance
of so-called countercyclical spending policies. According to basic Keynes-
ian precepts, countercyclical spending involves spending less in good
times (to cool off the economy and allow the government to increase
its savings thanks to the greater fiscal revenue collected from a larger
tax base) and expanding spending in bad times (to mitigate recession
and speed up recovery). Naturally, countercyclical spending policies help
stabilize output fluctuations. By contrast, procyclical spending policies,
which increase spending in good times and cut it in bad times, tend to
amplify output fluctuations, creating large social costs, especially affect-
ing the most vulnerable segments of the population. Much like individuals
and families, governments cannot continually increase spending in good
times (as fiscal revenues increase) and further increase spending in bad
times (to cope with recession) without jeopardizing the sustainability of
sovereign debt.

While some developing countries have learned how to lean against the
wind and follow countercyclical policies (as has been the historic norm in
most industrial countries), about two-thirds of the developing world con-
tinues to engage in spending profligacy in good times and, consequently,
is forced to cut spending in bad times. Complementing previous work on
aggregate spending, this chapter ventures into the nature of spending
policy within spending categories. This exercise exposes structural defi-
ciencies, not only in actual spending, which in many developing countries
(including Latin American and Caribbean countries) is procyclical and dis-
cretionary, but also in the design of automatic “de-stabilizers.” Automatic
de-stabilizers are nothing more than a lack of automatic stabilizers in the
region (mainly the lack of unemployment insurance). More puzzling is the
existence of perverse automatic de-stabilizing mechanisms (particularly
due to the way individual social security benefits are indexed over time
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in several countries in the region). These factors, in turn, compromise the
ability of countries to effectively stabilize spending policies and protect
their most vulnerable citizens.

This chapter analyzes two key spending categories in particular:
current and capital expenditures. Developing countries—including in
Latin America—tend to increase current expenditures in good times.
But spending on items such as education and health should be based
solely on long-term trends. Countries then cut capital expenditures in
bad times, when they should be expanded to sustain aggregate demand.
This chapter unravels the differential impact of current versus capital
spending on output, thereby providing evidence that the so-called capi-
tal expenditure multiplier is much larger than that of current expenditure.
Thus, policies that cut capital expenditures in bad times are doubly
wrong, not only because capital expenditure should expand in bad times,
but also because capital expenditure has the largest multiplier effect on
economic activity. In particular, public investment generates important
output effects when public capital stocks are low, which is typically the
case in most of the developing world. By contrast, in advanced econo-
mies, and even in parts of the developing world that enjoy appropriate
levels of public capital stocks, increases in public investment have little
effect on economic activity. Thus, not all types of capital expenditure
are equal. In fact, inefficient spending results in no useful spending in
practice. The size of spending multipliers increases when public spend-
ing is conducted in an efficient manner. By contrast, efforts to increase
spending without institutional vigilance regarding efficiency may have no
effect on economic activity.

How Do Governments Spend over the Business Cycle?

Using spending data from the years 1980-2016, Figure 2.1 shows the cor-
relation of the cyclical component of output and primary spending (i.e.,
excluding interest payments). The difference between advanced countries
(blue bars) and developing countries (orange bars) is striking. A positive
(negative) correlation indicates a procyclical (countercyclical) spend-
ing policy, as spending moves in the same (opposite) direction of output.
Advanced economies have overwhelmingly followed countercyclical pol-
icies, with 80 percent of countries behaving countercyclically. On the
contrary, developing countries (Latin American and Caribbean countries
included), by and large, have typically pursued procyclical fiscal policies:
74 percent of countries have done so, for an average and statistically sig-
nificant correlation of 0.35.



Figure 2.1 Correlation between Output and Total Primary Spending (1980-2016)
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Why do governments and policymakers (especially in developing coun-
tries) follow procyclical fiscal policies? Traditional explanations center on
two main arguments. The first points to political distortions and weak institu-
tions. Policymakers’ short-sightedness and political pressure to spend when
resources are available, along with other political-economy-based reasons,
encourage excessive public spending during boom periods. The inevitable
consequence of these sprees is the need to cut spending in bad times.

The second argument emphasizes the effect of limited access to inter-
national credit markets, particularly in bad times. While several countries are
isolated from international credit markets on a constant basis, most often,
countries lose access to international credit markets or undergo high sover-
eign spreads in bad times because they have spent recklessly and become
overly indebted during good times. Thus, most literature on the subject pos-
its that spending procyclicality is the deliberate result of political economy
drivers and weak institutions coupled with the absence of enforceable rules
to help contain the so-called voracity effect during good times.

As a consequence of improvements in fiscal management, since
the mid-1990s/early 2000s, about a third of developing countries have
been able to “graduate” (to borrow a term used by Frankel, Végh, and
Vuletin, 2013) from procyclical spending policy. After the year 2000, a
significant number of developing countries shifted from procyclicality
to countercyclicality (Figure 2.2). The first Latin American and Carib-
bean country to “graduate” was Chile, in the early 1990s. While far
from a knock-out victory against the procyclicality trap, this neverthe-
less remarkable structural policy shift among a significant number of
developing countries was supported by (i) better institutional quality
and technocrats who knew to save during boom periods (or at the very
least reduce overspending) (ii) more central bank independence, which
reduced monetization expectations, inducing more fiscal prudence in
good times and the buildup of large cushions of foreign reserves, (iii)
the implementation of fiscal rules that, while not a panacea, helped
articulate the rules of the game within the public sector, supporting a
more sustainable fiscal framework (see Chapter 9 on the importance of
so-called second-condition fiscal rules), and (iv) the creation of sover-
eign wealth funds to help save and diversify investment associated with
massive commodity revenues during boom periods, especially in com-
modity-rich countries.

1 See Frankel, Végh, and Vuletin (2013) for a review of this literature and a more

detailed analysis of the “graduation” process and its determinants.



Figure 2.2 Correlation between Output and Total Primary Spending (2000-2016)

SPENDING AND THE CYCLE 25

[~ Ukraine
|” Venezuela
| Romania
rgennna

Bosnla and Herzegovina
Greece

C Central Afncan Republic
dagas

ndonesia
vlaurllama

HUH

I'he Gambia
eorgia

M Developing countries

Hong Kong
| Russia

| Zambia

| Namibia

| Botswana

M Industrial countries

elherlands
hilippines
exico

unisia
| New Zealand

|” South Africa
glmdad and Tobago
[~ Mor

lorocco

| Algeria
et

C SaudiArabia

Ch\na

India
Vietnam
|”Cabo Verde

;lngapore
Paraguay
Costa Rica

vvv‘v

rea
C 3apua New Guinea
Denmark

orway

T

apan
uxembourg

Jn\led Kingdom
>wwtze Ian

Jn\led Stales

vv‘vv

r T T T T T T T L
Q ® «© ¥ AN <2 <+ © x <2

-0.2

Note: Each country correlation is calculated using the cyclical components of real total primary spending and real GDP using data available between 2000 and 2016. The cycli-

Source: Authors’ calculation based on Izquierdo, Puig, et al. (2018a).
cal components have been estimated using the Hodrick-Prescott filter.

Correlation coefficient



26 BETTER SPENDING FOR BETTER LIVES

Automatic Spending for Stabilization (or De-stabilization!)

The above discussion may suggest that spending policy over the business
cycle is essentially the result of discretionary spending (i.e., policymakers
making deliberate decisions as to whether to engage in spending expan-
sions or cuts). True, most public spending is, in essence, discretionary. In
fact, public consumption (i.e., wages and salaries, and goods and services)
and public investment are, for the most part, the result of policymakers’
deliberate spending decisions when approving the budget. Public con-
sumption and investment involve around 75 and 60 percent of primary
spending in developing and industrial countries, respectively. Arguably,
especially in the case of wages and salaries, these expenditure items may
be quite rigid or difficult to change in the short term for political economy
reasons. Yet, intrinsically, this type of spending is inherently discretion-
ary in nature. Figure 2.3 shows, like Figure 2.1, the degree of cyclicality in
spending, this time focusing solely on discretionary spending (proxied by
the sum of public consumption and public investment). The developing
world shows strong procyclical discretionary spending, with 83 percent
of countries behaving pro-cyclically, and a correlation of 0.36 (virtually
identical to that estimated for total primary spending in Figure 2.1). Inter-
estingly, the overwhelmingly countercyclical profile depicted by advanced
economies in Figure 2.1 (i.e., when focusing on total primary spending) is
largely diluted and, on average, becomes a-cyclical. The same is true if
public consumption and public investment are analyzed separately.?

What happens to that portion of total primary spending that is not dis-
cretionary? In other words, what happens to automatic spending over the
cycle?

About 25 and 40 percent of primary spending in developing and indus-
trial countries, respectively, is not directly related to policymakers’ deliberate/
discretionary spending decisions; instead, it is the result of implementing
social programs and benefits that are automatic in nature. Automatic spend-
ing, in most cases money transfers to individuals or households, involves the
disbursement of public funds resulting from laws (or even constitutions) ben-
efiting people who meet certain criteria. The specific criteria depend upon
the nature of the social programs and benefits which, in turn, is also shaped

2 These separate findings are not reported here, for the sake of brevity, yet they coin-
cide with those of llzetzki and Végh (2008), who find a-cyclicality (procyclicality) in
public consu