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Development
Beyond Economics

Latin America begins the 21 st century while still shak-
ing off its most recent crisis. As has often happened,
disturbances from outside the region have spoiled the
optimistic projections and plans of many governments.
Growth has been unsatisfactory in recent years, forc-
ing governments to focus their concern once more
on maintaining fiscal discipline and price stability, and
on deepening economic reforms that will strengthen
confidence and improve chances for recovery.

Most Latin Americans find this state of af-
fairs quite discouraging. While governments direct
their efforts toward dealing with macroeconomic tur-
bulence, many people of Latin America and the Car-
ibbean see little being done to solve their countries'
most critical problems, such as scant employment
opportunities, lack of education, poverty, corruption
and crime. Some even believe that striving for mac-
roeconomic stabilization unnecessarily aggravates
these problems at a time when lasting solutions seem
increasingly remote.

On previous occasions, the Economic and So-
cial Progress Report has fueled this debate by analyzing
the implications of volatility and the consequences of
macroeconomic policies in the region. This year's re-
port, however, examines the problems of Latin Ameri-
can development from a broader perspective. We do
so not only because the beginning of the century is a
propitious occasion for considering overarching ques-
tions, but also because we believe that this is what
Latin Americans are demanding.

The purpose of the report is twofold. First, it
compares Latin America's development to other regions
of the world, with the understanding that "develop-
ment" means not only economic progress, but also
human development and the capacity of people of a

society to work together. Second, the report highlights
the influence of three sets of structural factors on eco-
nomic and social development: demography, geogra-
phy and institutions. These factors are major determi-
nants of long-term development, yet they have received
little attention, in part because addressing them goes
beyond the conventional scope of economics.

The State of Development

There is no single snapshot that conveys the state of
development in Latin America. Rather, the picture is
one of sharp contrasts. It is not just that the countries
in the region vary widely in terms of their develop-
ment. More importantly, while the region stands out
in some ways as relatively more advanced than other
parts of the developing world, in other ways it dis-
plays truly worrisome indicators.

In terms of economic development, Latin
America can today be classified as a medium-income
region. Worldwide, it occupies fifth place in terms of
per capita income, behind the developed countries,
Southeast Asia, the Middle East and Eastern Europe.
Only the countries of the rest of Asia and Africa are
below it. That differs dramatically from a half cen-
tury ago, when only the now-developed countries were
ahead of Latin America. This downward trend indi-
cates that Latin America has not performed especially
well in recent times in terms of economic develop-
ment. Besides being modest, economic growth has
been quite unstable—actually a chronic problem in
the region, although it may be that some of the re-
cent manifestations of volatility have been more con-
spicuous and pernicious than in the past.

Foreword
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VI 
Foreword

The greatest concern about Latin America's
pattern of economic development is the way income
is distributed, a topic to which the previous edition of
this report was devoted. Some Latin American coun-
tries are among those with the worst income distri-
bution in the world, and even countries in the region
with somewhat better distribution have indices of in-
come inequality that are above the world average. Poor
income distribution is thus a trait common to the en-
tire region.

In contrast to this discouraging picture, many
human development indicators in Latin America are
outstanding. In terms of the United Nations Human
Development Index, levels in the region are quite close
to those of the Southeast Asian countries, and are sur-
passed only by the developed countries. The founda-
tion for these relatively high human development lev-
els is Latin America's impressive achievements in terms
of longer life expectancy, lower infant mortality rates,
and higher literacy rates. Although some countries in
the region still have serious shortcomings in these
areas, practically all the improvements are greater than
what could be expected solely on the basis of coun-
tries' per capita income levels. It is remarkable that
major advances in health have continued through the
turbulent 1980s and 1990s. Unfortunately, however,
the same cannot be said of education. Although ini-
tial access to the educational system has been extended
throughout the region and enrollment is high in the
lower grades, years of schooling attained by current
cohorts of Latin America's young are not much higher
than they were 20 years ago. On average, Latin Ameri-
cans remain in school for fewer than nine years, only
a year and a half more than two decades ago, and much
less than the average schooling of 13.5 years for young
people in the United States or the 12 years plus in
Korea or Taiwan.

Nowhere are the contradictions and contrasts
in Latin America's development more pointed than in
indicators that measure the capacity of societies to live
and work together. On the one hand, the region has
progressed toward democracy over the past two de-
cades at an extraordinary and unprecedented pace.
While Latin American democracies are far from per-
fect and still a considerable distance behind the devel-
oped countries in terms of consolidation, citizens of
the region have come to enjoy broader freedom to par-
ticipate in public processes, oppose governments, and

otherwise express and inform themselves. With signifi-
cant differences between countries, Latin Americans
today enjoy more protection from arbitrary action, dis-
crimination and injustice than ever before.

On the other hand, consider the change that
has taken place in terms of crime. As far back as the
1970s, murder rates in the region were on average
the highest in the world, and since then they have
risen in almost all countries, in some instances reach-
ing levels 40 times higher than those of the devel-
oped countries or Southeast Asia.

Perceptions

Most Latin Americans are unfamiliar with these com-
parative indicators. Yet their opinions faithfully re-
flect the development problems of the region. Accord-
ing to surveys in 17 countries taken over three con-
secutive years during the 1990s, only 10 percent of
Latin Americans characterize their country's current
economic situation as good. An overwhelming 60 per-
cent believe that their parents were better off, despite
the fact that current per capita incomes are better than
they were several decades ago. The surveys reflect
widespread impressions by many Latin Americans that
add up to concerns about economic instability and
inequitable income distribution. Half of those sur-
veyed pointed to one of five issues—unemployment,
low wages, inflation, poverty and job instability—as
the most important problem facing their country.

Beyond the economic dimensions of develop-
ment, the main concerns of Latin Americans have to
do with education, corruption and crime. Four of five
Latin Americans believe that crime has risen a great
deal in recent years, and two of five say that they or
their close relatives have been victims of a crime.

Structural Factors that Affect Development

Some of Latin America's problems in terms of devel-
opment may have been exacerbated in recent years
by changes in domestic policies or the international
context. Globalization or neoliberal policies are of-
ten mentioned as causes of the region's slow growth,
instability, income inequality, or other shortcomings.
Yet none of these problems is new, so the blame can
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Development Beyond Economics

hardly be placed squarely on any one of them. And
since the effects of economic policies on Latin America
in a global world have been roundly discussed and
debated, we turn here to broader and less popular-
ized structural factors that affect the region's devel-
opment: demography, geography and institutions.

These three variables share fundamental char-
acteristics: they are historical in nature and change
slowly, yet their influence on development can be
changed through the adoption of appropriate poli-
cies. Unto themselves, they do not constitute a spe-
cific design for medium- or long-range development.
But if their importance is ignored, or perhaps simply
obscured by the development issues of the day, they
can have uncontrolled effects harmful to development.

The Demographic Opportunity

Public discussion of demography traditionally has fo-
cused on the consequences of population growth and
on the pros, cons and ethical implications of birth
control. Ironically, while debate on these issues raged,
many of the more important ways in which demogra-
phy influences development were virtually ignored.

From the standpoint of economic and human
development, the key demographic variable is not the
population growth rate, but the age composition of
the population. Obviously, both factors are related,
but the policy implications are radically different.
While focusing on population growth leads to often
contentious debate over birth control, emphasis on
age composition means facing the challenges and ex-
ploiting the opportunities posed by each stage of the
demographic transition.

The Latin American countries today are at the
stage of the demographic transition when the largest
population groups are young adults who are beginning
productive activities or will do so in the coming de-
cades. Opportunities for economic and social progress
are extraordinary at this stage of the transition because
the rates of dependency of children drop quickly while
the proportion of elderly is still low. There is in effect
a window of opportunity to increase the incomes of
families (and thus the economy as a whole), boost sav-
ings and investment, and offer a better education to
what will be a smaller number of children in the new
generation. But it is also a time of great challenge, be-
cause sources of employment must be created quickly,

educational opportunities must be extended beyond
basic schooling to help new entrants into the job mar-
ket find productive employment, and social mechanisms
must be put in place to head off social disaffection
among the young and an increase in crime.

How the opportunities and challenges posed
by this stage of the demographic transition ultimately
balance out will depend on economic and social poli-
cies. Choosing or adapting the right policies depends
on a thorough understanding of the economic and
social implications of the demographic change. It
would therefore seem a serious mistake to continue
to ignore demography, yet that is just what is hap-
pening in official and academic circles in many coun-
tries of the region.

In the decades ahead when the demographic
transition is in full force, labor policies will have to
facilitate incorporation of women and young people
into the labor market. They will have to be given op-
portunities to obtain social security, a benefit until now
available disproportionately to adult men. Social se-
curity systems will have to be transformed to take
better advantage of the savings potential of people of
the current generation, and to ensure that when they
reach retirement age they will not become a burden
to future generations. Education systems will have to
be transformed to respond more flexibly and effi-
ciently to the changing age composition of the popu-
lation, providing the diversity of educational services
required by heterogeneous population groups. One
of the main challenges of the current stage of demo-
graphic change will be controlling juvenile crime, es-
pecially in large cities. Each country and city will have
to find the policy mix that broadens prevention ef-
forts, improves cooperation between government
agencies, incorporates communities into crime detec-
tion and prevention efforts, and makes the normal
channels of justice function as they should.

Realizing the Potential of Geography

Geographical variables have often been ignored when
discussing and designing public policies in Latin
America, in part because of concerns that addressing
them somehow implied yielding to notions of fatalism
and even racism. But the cost of disregarding geo-
graphical realities has been high. There has been little
technological development suited to the agricultural
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Foreword

conditions or diseases endemic to tropical areas.
Mechanisms to prevent and respond to earthquakes,
floods and other natural disasters lag behind. The re-
gion lacks adequate criteria for investments in trans-
portation and communications infrastructure. Uncon-
trolled growth of cities remains practically unaddressed.

Economic, social and human development in
Latin America has been and continues to be influ-
enced in various ways by both physical geography—
such as climate, land characteristics and topography—
and human geography, which is the settlement pat-
terns of populations. Key factors include productiv-
ity of the soil, distance to world markets, and health
conditions. The possibilities for sustained growth and
for economic and human development are lower in
more tropical countries, and in countries located far
from world markets. But such difficulties can be over-
come, as has been shown by some of the more suc-
cessful Southeast Asian and Eastern European econo-
mies. Geographical limitations also tend to become
less relevant to the extent that countries pass beyond
a certain threshold of economic development, per-
haps because of urbanization and access to the tech-
nological advances that accompany development.

Of course, government policies can also miti-
gate more unfavorable geographical factors and chan-
nel the more favorable ones in a positive direction.
The benefits of investments in infrastructure, tech-
nology and information are of particular importance.
Infrastructure investments can change the influence
of geography by making lands more productive, fa-
cilitating access to markets, and improving basic wa-
ter, sewerage, power and communications services.
But resources are often limited, so investment projects
must respond to clear policy priorities, which in turn
must be based on a thorough understanding of the
geographical factors of each country and region. The
most efficient investments from an economic stand-
point are usually those in areas more favored geo-
graphically and with greater population density. How-
ever, for reasons of social equity, meeting the basic
needs for services of the entire population must be
considered alongside economic efficiency criteria.

The variety of problems posed by geography
cannot be addressed without having available the in-
formation needed to overcome them. Yet in many
Latin American countries, this information either does
not exist or is not disseminated adequately. This is par-

ticularly important for natural disasters. With better
information on risks and how to prevent them, ways
can be found to prevent settlements in high-risk ar-
eas, adapt appropriate technologies for infrastructure
and housing, and better prepare for handling disas-
ters. Obviously, information is not enough—the in-
centives framework and institutional organization are
also decisive for the success of any prevention effort.

Some of the most serious problems rooted in
geography cannot be resolved with national policies,
since these problems often result from biased tech-
nological development worldwide. Agricultural pro-
ductivity has grown slowly in tropical areas because
technological development has concentrated on agri-
culture in temperate zones. For market reasons, in-
ternational pharmaceutical research has also essen-
tially ignored the health problems of tropical regions.
Solving these problems requires transnational efforts
by groups of countries, guided by multinational bod-
ies that specialize in agriculture and health.

The Importance of Institutions

According to the econometric analyses presented in this
report, more than half the difference in income levels
between the developed countries and Latin America is
associated with deficiencies in the institutions of the
latter. To one degree or another, all of the Latin Ameri-
can countries have problems with the rule of law, cor-
ruption, and the ineffectiveness of governments in pro-
viding essential public services. These three problems
with Latin America's institutions are serious even in
comparison with other developing regions. Taken to-
gether, they constitute a significant barrier to the
region's economic progress and social development.

Although demography and geography are im-
portant factors that help explain differences in devel-
opment levels between countries, their relative weight
is less than that of institutions, and more importantly,
their influence varies strongly from country to coun-
try, depending on the particular circumstances. The
association between the quality of institutions and eco-
nomic, human and social development is especially close
across the boards, partly because institutions are them-
selves influenced by the development process.

The importance of institutions has been rec-
ognized increasingly by Latin American governments
and societies, and has recently received a great deal of
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t

attention from scholars and international agencies. No
one now doubts that effective institutions are critical
to hastening the development process. The question
that has still not been answered satisfactorily, how-
ever, is how to go about changing institutions.

From an analytical standpoint, the factors that
determine the quality of institutions must be under-
stood first in order to then take up the problem of
how to change them. Government institutions are by
their nature the expression of the political forces
through which societies address their collective prob-
lems. Thus, the quality of public institutions is inevi-
tably influenced by the rules and practices of the po-
litical game. Yet the relationships between politics and
the quality of institutions have been studied very little,
even by international organizations for which these
relationships have important implications. In this re-
port, we have decided to make a foray, with some trepi-
dation, into the difficult terrain of political science.

The quality of public institutions constitutes
the bridge between development and politics—devel-
opment depends largely on public institutions, but
they are in turn created and transformed in the con-
text produced by levels of development. It is not rash
to say that economic, human and social development
depends on having political institutions that facilitate
effective representation and allow for public control
over politicians.

Which political institutions make it possible
to best achieve those objectives cannot be determined
without taking into account the specific conditions of
each country. For example, electoral institutions that
make room for minority interests in legislative bod-
ies might be suitable for a country with complex so-
cial conditions, but not necessarily for a more homo-
geneous country. Similarly, the reelection of presidents
might be a good idea in a country that has elaborate
systems of control over the use of public funds for
elections, but not such a good idea in countries lack-
ing such controls. Consequently, this report refrains
from drawing concrete recommendations; rather, it
objectively discusses the merits and drawbacks of vari-
ous kinds of political institutions. The analysis does
not seek to be exhaustive. The emphasis is on elec-
toral institutions and political participation. These two
dimensions, central as they are in the political game,
have two further advantages from a methodological
standpoint. Both can be described quantitatively, fa-

cilitating comparison between countries, and both
have clear and important connections with the qual-
ity of public institutions.

Electoral institutions play a preponderant role
in politics. Whether politicians will direct their ef-
forts toward satisfying collective or individual inter-
ests depends on electoral institutions. Likewise, elec-
toral Listitutions ultimately determine the size and
strategies of political parties. In turn, political par-
ticipation—which is not merely a matter of going to
the polls but also entails taking part in the process of
discussion, selection and oversight of public deci-
sions—is the very essence of politics. Without par-
ticipation there is no real democracy: citizen interest
will not be reflected in decisions, politicians will not
be subject to public control, and political spaces will
be occupied by pressure groups and open to purposes
contrary to the public interest.

A Final Note

This report is inspired by the conviction that the state
of development in Latin America and the Caribbean
is largely the result of the region's own circumstances
that to date have not been sufficiently understood or
controlled. Deficiencies in development cannot be
attributed to the passive position played by the re-
gion in the worldwide geopolitical chess game, as was
commonly believed during the Cold War. Nor can it
be attributed to the interventionist and import-sub-
stitution orientation of regional economic policies, the
fashionable view of the "Washington Consensus" and
the interpretation most widely presented by interna-
tional organizations in explaining the miracle of the
"Asian tigers." Naturally, the forces of world geopoli-
tics and the orientation of Latin America's economic
policies have an impact on growth. But such factors
cannot satisfactorily explain away the region's income
levels, inequalities, quality of education or crime lev-
els. This report is an effort to look beyond the trends
of the time for the deeper roots of these problems
and for the solutions that can turn them around.

Ricardo Hausmann
Chief Economist
Inter-American Development Bank
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Chapter Latin America
at the Turn of
a New Century

The great economic, social and institutional changes
engendered by development often progress slowly and
haltingly. Consequently, advances in the development
process are best measured over a long period of time.
Using the start of a new century as its milestone, this
edition of the Economic and Social Progress Report as-
sesses Latin America's evolving development process
in its various dimensions from just such a long-term
perspective.

Although Latin America and the Caribbean
as a region can be ranked at a medium level of devel-
opment, it includes countries with incomes ranging
from the average in developed countries to the me-
dian level in Africa. Its economic and social diversity
notwithstanding, Latin America has some clearly de-
fined features. Its pace of economic growth has been
modest in comparison to world patterns, both in re-
cent years and over several decades. Economic activ-
ity has been unstable and the fruits of growth have
been distributed unequally among the population,
giving Latin America the unfortunate distinction of
having the worst distribution of income of any region
in the world.

In terms of human development, Latin
America presents a picture of sharp contrasts. In re-
cent decades, the region has made outstanding
progress in health, as seen in lower infant mortality
and a significant increase in life expectancy. Illiteracy
has declined significantly, a consequence of widespread
access to primary education. Nevertheless, progress
in education beyond the early grades has been quite
poor, and as a result only a privileged few finish high
school, much less college.

The conditions under which people relate to
one another as a society represent an equally para-

doxical picture. While the region now stands in the
forefront of the developing world in terms of civil lib-
erties and democratic rights, some Latin American
countries have the highest crime rates in the world.
In many parts of the region, the symptoms of social
and institutional breakdown are plain to see.

Faced with such problems on a daily basis,
the people of Latin America are worried, perplexed
and even pessimistic. Public opinion surveys show
most Latin Americans believing that their countries
are in bad shape economically, that earlier genera-
tions lived better, that poverty has increased signifi-
cantly, and that income is distributed unfairly. Latin
Americans overwhelmingly say that crime and cor-
ruption have increased a great deal and that most pub-
lic institutions do not deserve their trust.

These concerns point toward entrenched
problems that go beyond any of the difficulties coun-
tries might have endured in recent years. This intro-
ductory chapter offers a broader perspective. It shows
how economic, human and social development indi-
cators worldwide are closely connected to three groups
of deep structural factors: demography, geography and
institutions. These three relatively forgotten areas of
development hold the key to better understanding
Latin American societies today as well as the chal-
lenges awaiting them in the new century.

The State of Development

Per Capita Income

Latin America does not stand out in recent decades
for its economic performance. The countries of the

1
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region have an average per capita income level esti-
mated at $3,500 at 1987 parity prices (approximately
$3,100 in current 1999 dollars).1 This figure is not
even 30 percent of the per capita income of devel-
oped countries, and is lower than that of East Asia,
the Middle East, and Eastern Europe.2 As the 20th
century draws to a close, Latin America leads only
the rest of Asia and Africa in per capita income
(Figure 1.1).

This was not the situation a half century ago.
In the 1950s, per capita income in Latin America was
higher than all other regions of the developing world,
and roughly 50 percent of that of the developed coun-
tries. Although the region experienced significant
growth over the two decades that followed, however,
this was still no "Latin American miracle." Econo-
mies elsewhere in the world were even more dynamic.
While growth in Latin America was between 2 and 3
percent a year—rates that were certainly acceptable—
growth in East Asia was over 5 percent for two de-
cades. In the Middle East, growth averaged 4 percent,
and in Eastern Europe it was close to 6 percent. And
in the 1980s, while growth in Latin America plum-
meted to -1.7 percent a year, the economies of East
Asia and the rest of Asia and Eastern Europe contin-
ued to record positive growth (Figure 1.2).

Statistics available for periods prior to 1950
are fragmentary, but it is known that the six largest
Latin American economies maintained approximately

the same distance from the United States in terms of
growth during the first half of the 20th century. Look-
ing back even further, there is solid evidence that Latin
America became an underdeveloped region in com-
parison to the United States in the 19th century (Fig-
ure 1.3).3 Consequently, it is not just in recent times
that growth in the region has been unremarkable—
Latin America in fact has never shown outstanding
economic performance over a prolonged period of
time during at least the past two centuries.4

Latin Americans appear to be all too aware of
this ongoing economic problem. A series of four an-
nual surveys covering 17 Latin American countries
offers overwhelming evidence of dissatisfaction with

1 Parity purchasing power prices correct not only for price changes
due to inflation, but also for differences in the buying power of in-
comes in each country due to differences in relative prices. These ad-
justments improve the comparability of figures, but as with all eco-
nomic estimates, they are not exempt from criticism. See Astorga and
FitzGerald (1998).
2 The classification of countries in this report comes from the World
Bank. See Appendix 1.1 for details.
3 Average income of the six Latin American economies was only one-
third lower than that of the United States in 1800. By 1900, the ratio
was close to 4:1. See Coatsworth (1998).
4 See Astorga and Fitzgerald (1998) and Coatsworth (1998). Accord-
ing to Maddison's statistics, the best relative performance of Latin
America occurred during the first half of the 20th century, when an-
nual per capita growth was 1.7 percent, the same as that of the "new
western economies" (Australia, Canada, New Zealand and the United
States) and greater than that of any other great regions of the world.
See Maddison (1997, Table G.3).

Per Capita GDP Growth Rate of per Capita GDPFigure 1.1

~| Chap

Finure 1.2

2

Source: Penn world Tables(1998). Source: IDB calculations based on Penn world Tables(1998).
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Latin America at the Turn of a New Century

the state of economic development. Only around 10
percent of those surveyed characterize the current
economic situation as good or very good, while al-
most 40 percent say it is fair, and practically half the
population consider it bad or very bad (Figure 1.4).
When asked to consider the long term, some 60 per-
cent of Latin Americans believe their standard of liv-
ing has declined from that of their parents, and only
15 percent believe that it has improved (Figure 1.5).

At first glance, these opinions seem to be too
harsh, at least when compared with progress in per
capita income, which has been positive in all respects.

Nevertheless, the subjective judgment that these sur-
veys reflect may incorporate a broader vision of the
economic situation than what is narrowly captured
by current or recent per capita income levels or growth
rates. Latin Americans show a great deal of concern
over unemployment, inflation and job insecurity, all
of which speak to a chronic problem with Latin Ameri-
can economies: volatility (Figure 1.6).

Given the recent exchange rate and financial
turbulence in several countries of the region, the term
"volatility" seems to suggest events of external ori-
gin, or sudden shifts in stock exchange prices. For the

Per Capita GDP Relative to the
United States

Survey: Would You Say that Your
parents Lived...

Figure 1.3 Figure 1.5

Figure 1.4 Figure 1.6Survey: How Would You Characterize 
the Current Ecoomic Sitution?

Survey: What Is the most Important 
PRonle, in Your Country?

Source: Astorga ans FitzGerald(1998) and Coastsworth(1998).

Source: Latinobarometro, various years.

Source: Latinobarometro, various years.Source: Latinobarometro, various years.
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Chapter 1

average Latin American, such events are basically just
news items in the press, not personal matters. Job in-
stability and real incomes, however, hit much closer
to home. Figure 1.7 shows Latin America's history of
GDP volatility, an effective measure of everyday in-
stability. Although Latin America has not been the
most unstable region over four decades, it has none-
theless registered persistent instability that is much
higher than that in developed countries. The growth
rate in any Latin American country in any year typi-
cally fluctuates 4 points in one direction or another.
It is not surprising, then, that for all four survey years,
four of ten Latin Americans characterized the eco-

nomic situation as unstable, and only two of ten
thought it was rather stable or very stable (Figure 1.8).
Naturally, in those countries that are more subject to
sudden economic tremors, these survey figures are
even more extreme.

Income Distribution

Latin America's income levels are not only modest,
slow growing and unstable, but they are also very
poorly distributed among the population. The region
has consistently had higher indices of income con-
centration than any other region in the world (Figure
1.9). In Latin American countries, a fourth of national
income goes to only 5 percent of the population, and
40 percent goes to the richest 10 percent. By con-
trast, in Southeast Asian countries, the richest 5 per-
cent receive 16 percent of income on average, and in
developed countries the figure is 13 percent.5 The
perceptions of Latin Americans on this aspect of eco-
nomic development are as overwhelming as on the
previous issues. Only two of ten people think distri-
bution is just or very just, while the remaining eight
say it is unjust or very unjust. (Figure 1.10).

5 A detailed account of income concentration in Latin America can
be found in the 1998-1999 issue of this IDB report.

GDP Volatility Gini CoffocoentFigure 1.7 Figure 1.9

Figure 1.8 Survey: How Stable Is the 
Economic Situation

4

Source: IDB calculations based on world Tables(1998).

Source: Penn world Tables(1998).

Source: Latinobarometro, various years.
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Latin America at the Turn of a New Century

A Heterogeneous Region

In short, Latin America has had serious deficiencies
in terms of medium- and long-term development. It
has fallen behind other regions of the world, both
developed and developing; its growth has been un-
stable; and the economic fruits have been poorly dis-
tributed. This conclusion should not obscure the fact,
however, that within the region there are notable dif-
ferences in economic performance. The highest-in-
come countries in Latin America—including Trinidad
and Tobago, Barbados and Venezuela—have incomes
that are approximately half those of developed coun-
tries, when measured in terms of their purchasing
power parity (PPP). The poorest countries in the re-
gion, which include Haiti, Guyana, Honduras and
Nicaragua, have income levels that are a tenth or less
of those of developed countries and are not far from
the average for Africa, which is the poorest region in
the world. The countries closest to the Latin Ameri-
can average are Brazil, Costa Rica, Belize, Colombia,
Panama, Ecuador, Peru and Jamaica (Figure 1.11).

Differences between countries in economic
growth are also considerable. Brazil has achieved the
greatest economic growth since the 1950s, with an
average annual per capita growth rate of 2.5 percent.
Seven other countries had average growth rates of
between 2 and 2.5 percent, while in seven others it
was only between 0.5 and 1 percent. Only Guyana
registers average negative growth for the entire pe-

riod. Despite this significant diversity, however, in no
Latin American country did per capita income grow
as fast as the average for the developed countries or
the East Asian economies (Figure 1.12).

In terms of volatility, countries such as Co-
lombia, Guatemala, Honduras and Costa Rica have
traditionally enjoyed stability comparable to that of
the developed countries, while others, such as the
Bahamas, Nicaragua, Peru, Suriname and Ecuador

Survey: How Fair is Inccome 
Disitribution?

Per Capita GDP in the 1990Figure 1.10 

Figure 1.11

Figure 1.12 Growth Rate pf per Capita GDp, 1950-98

5

Source: Latinobarometro, various years.

Source: Penn world Tables(1998).

Source: IDB calculations based on Penn world Tables(1998).
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Chapter 1

have been very volatile (Figure 1.13). It is important
to note that these calculations take into account lev-
els of volatility over four decades, which may not cor-
respond to recent events or to what has happened in
other subperiods. For example, Peru stands out as a
country with relatively high volatility, despite its no-
table advances towards stability in the last decade. At
the other extreme, Colombia, traditionally the most
stable county in all of Latin America, would not be
particularly impressive if only its growth performance
during the 1990s were considered.

Although income distribution also varies
across countries—from Uruguay and Costa Rica,
where distribution is best, to Brazil and Paraguay,
where income concentration is very high—all the
Latin American countries for which there are com-
parable statistics have income concentration indices
that are above the world average and comparable to,
or higher than, those of Africa. Thus, poor income
distribution is the most characteristic feature of the
Latin American countries (Figure 1.14).

Human Development

The human development indicator most commonly
used is the United Nations Human Development In-
dex (HDI). The HDI is based on the concept devel-
oped by Amartya Sen (1985 and 1992), according to
which development means essentially enhancing the
abilities of individuals to develop in the various realms
of their personal lives and social interaction. The HDI
seeks to capture both the economic and social aspects
of development, and it is calculated as a combination
of the following four indices (all on a scale from 0 to

1):
• Life expectancy at birth (where the mini-

mum and maximum values used to define the scale
are 25 and 85 years and are weighted as one-third of
the HDI);

• The literacy rate of people over 15
(weighted as two-ninths);

• The combined rate of school enrollment
in primary, secondary and post-secondary education
(weighted as one-ninth); and

• GDP per capita in constant 1987 parity
dollars (with a minimum and maximum of $100 and
$4,000, respectively, and weighted as one-third). 6

The HDI for Latin America is surpassed only
by the developed countries and is quite similar to that
of the countries of East Asia and Eastern Europe. On
the range of 0 to 1 over which this index moves, the
3 3 countries of Latin America included in the index

6 The income index is a nonlinear transformation of GDP amounts
based on the so-called Atkinson index, according to which incomes
above the world average are discounted at a gradually increasing rate.
In practice, the discount rate used in the calculation is so high that it
does not make any appreciable difference at any income level over
$4,000 (1987 PPP).

GDP Volatitlity, 1960-98

Gini Cofficient in the 1990s

Figure 1.13 GDP Volatilouyty, 1960-98

6

Figure 1.14

Source: IDB calculations based on Penn world Tables(1998).

Source: IDB calculations based on household surveys and Deininger and Squire(1996).
1 Urban data only.
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Latin America at the Turn of a New Centur

reach an average level of 0.76, whereas the rate for
developed countries as a group is 0.92. This relative
gap has been narrowing over time. In the 1960s, Latin
America had a human development level of 0.47, while
in developed countries it was 0.79. The distance was
reduced in succeeding decades, even while per capita
income in the region dropped during the 1980s.

Hence, contrary to Latin America's economic
development, the region has made rapid progress over

the past four decades in the most basic areas of hu-
man development as measured by the HDI. However,
this was true not only for Latin America. The coun-
tries of East Asia and the Middle East made even
greater progress, and the rest of Asia and Africa also
showed significant gains (Figure 1.15).

Progress in Health

Health conditions throughout the developing world
have advanced enormously since the mid-2 Oth cen-
tury, reducing the gap with the industrial countries.
While average life expectancy in developed countries
has risen by eight years since the 1950s and now stands
at 77, it rose 20 years in Asia and the Middle East.
The pace of progress in Latin America was less re-
markable, although still significant: life expectancy
rose from an average of 55 years in the 1950s to ap-
proximately 71 in the 1990s (Figure 1.16).

More fragmentary pre-1950 statistics on life
expectancy indicate that the process of improving
health conditions gathered momentum around 1940.
After that point, the life expectancy gap with the
United States, which had been constant since the be-
ginning of the century, began to narrow (Figure
1.17).

Increases in life expectancy throughout the
developing world largely reflect the notable decline

Human Development Index (HDI) Life Expectancy at BirthFigure 1.15 
Figure 1.17

7

Figure 1.16

Source: UNDP (1998).

Source: UNDP (1998).

Source: Astorga and FitzGerals (1998).
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Chapter 1

in infant mortality. In the 1950s, the average infant
mortality rate in developing countries was 135 for
every 1,000 live births. After a continual process of
reduction in all regions, this average declined to 54
per 1,000 in the 1990s. Latin America has succeeded
in reducing infant mortality from 106 to 31 for every
1,000 live births, which represents remarkable
progress. However, it is surpassed in both absolute
and relative terms by the East Asian and Middle East-
ern countries (Figure 1.18a).

Mortality and life expectancy figures reflect
probabilities of mortality that are assumed to be closely

connected to overall health conditions. However, a
more direct measurement of health conditions are dis-
ability adjusted life years (DALYs), which measure loss
of productive life due both to mortality and the dis-
ease burden of the population.7

In developed countries, for every 1,000 per-
sons, 120 person-years are lost due to death and ill-
ness. Approximately half are years lost because of pre-
mature death, and the other half due to a temporary
or permanent handicap or disability. In sub-Saharan
Africa, it is estimated that 580 person-years per 1,000
people are lost from premature death and illness. With
an average of approximately 220 person-years lost,
Latin America stands at a relatively favorable posi-
tion on this scale, although it is surpassed by East
European countries and China (Figure 1.18b). In
Latin America, premature deaths explain 57 percent
of the burden of loss of productive life, a percentage
similar to that of Eastern Europe and China and lower
than that of other regions.

Hence, in health as in economics, despite the
enormous progress in recent decades, there is no Latin
American miracle. However, because both types of
progress are closely related, it is worth asking whether
they have moved at a similar pace. More precisely,
given Latin America's level of economic development
over time, can its basic health indicators be said to fit
worldwide patterns? With regard to life expectancy,
the answer is that Latin America has gone from being
below world patterns in the 1950s to being slightly
above them since the 1970s (on a scale that is not sta-
tistically significant, as can be seen in Table l.l).8

Progress in infant mortality indicators has been even
more remarkable. In the 1950s, infant mortality in
the region was more than 40 percent above the world-
wide pattern. The infant mortality gap declined but
continued to be significant (in statistical terms) until
the 1970s. Since then it has declined to an insignifi-
cant level.

7 The information for this indicator is only available by regions, which
do not exactly correspond to those in previous indicators. See Murray
and Lopez (1996).
8 These conclusions are based on regressions of the life expectancy
logarithm as a function of the per capita income logarithm and dummy
variables for Latin America and Africa. The latter was included be-
cause of the adverse health conditions in that region, which tend to
distort international comparisons. For a detailed analysis of Africa's
health problems, see Bloom and Sachs (1998).

Infant Mortality

Disability  AAd

Figure 1.18a

Figure 1.18b

by Region, 1990

8

Source: UNDP (1998).

Source: Murray and Lopez (1996).
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Latin America at the Turn of a New Century

Social Development Indicators:
Is Latin America Above or Below World Patterns?

Development indicator Over- or under-performance

1950s 1960s 1970s 1980s 1990s

Life expectancy (0-1)1

Infant mortality (log)1

Literacy rate (0-1)
Primary enrollment
Secondary enrollment (0-1)
Average years of education
Democracy index (0-1)

-0.056 (-1.86)
0.406* (4.13)*

na
na
na
na
na

-0.007 (-0.22)
0.334* (3.00)*
0.212* (3.81)*
0.121* (2.11)*

-0.056 (-1.80)
-0.542 (-1.45)
-0.092 (-0.97)

0.019 (0.07)
0.327* (2.81)*
0.131* (2,55)*
0.132* (2.91)*
-0.038 (-1,02)
-0.276 (-0.69)
-0.094 (-1.05)

0.028 (1.51)
0.169 (1.48)
0.194* (4,83)*
0.118* (2.37)*
-0.026 (-0.69)
-0.013 (-0.03)
0.068 (0.77)

0.034 (1.65)
0.087 (0.81)
0.151* (4.36)*
0.091* (2.21)*
-0.059 (-1.53)
-0.056 (-0.14)
0.148 (1.79)

' Regressions including dummy variable for the African countries.
Note: Coefficients and t-statisitics for the Latin American dummies in cross-section regressions for development indexes controlling for (PPP adjusted) income.
* Significant at 5 percent or more.

The countries with the best health indicators
in Latin America include Argentina, Barbados, Belize,
Chile, Costa Rica, Jamaica, Panama, Trinidad and
Tobago, and Uruguay. All of them have life expect-
ancy at least equal to that of the Southeast Asian coun-
tries, and in some instances quite close to the average
of developed countries. The countries with short life
expectancy include Guyana, Bolivia and Haiti, which
are below the average for the rest of the Asian coun-
tries, although all of them are above the average for
Africa (Figure 1.19). The countries that stand out for
their high or low infant mortality are generally the
same as those for life expectancy (Figure 1.20).

Slow Progress in Education

Progress in education around the world has been sub-
stantial, although improvements have come less rap-
idly than in health. This is partly because education
statistics such as the illiteracy rate or years of school-
ing of the adult population are the accumulation of
results over several decades, whereas health statistics
such as life expectancy and infant mortality reflect
health conditions at a particular moment. Even so,
education statistics for Latin America reveal a much
slower pace of progress than in other regions of the
world, and reflect serious deficiencies in quality as well.

In Latin America, the literacy rate of those
over 15 years of age rose from 72 to 87 percent be-
tween the 1960s and the 1990s. Although literacy was
already high (80 percent) in the developed countries

Table 1.1

Fiugre 1.19 GDP and Life Expectancy

Figure 1.20 Infant Mortality and Income Levels

9

Source: UNDP (1998) and Penn world Tables(1998).

Source: UNDP (1998) and Penn world Tables(1998).
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10 Chapter 1

in the 1960s, it improved more rapidly than in Latin
America, reaching 93 percent in the 1990s. With the
exception of Eastern Europe, where literacy was over
90 percent in the 1960s, all developing regions ad-
vanced more rapidly than Latin America (Figure
1.21).9

The slow pace of educational progress is even
more striking in the number of years of education of
the adult population. Latin Americans over 25 in the
1960s had only 3.2 years of education. This average
reached 5 years in the 1990s. Meanwhile, Southeast
Asian countries went from 4.3 to 7.2 years, Middle
Eastern countries from 2 to 4.6 years, and the East-
ern European countries from 6 to 8.7 years (Figure
1.22). Only in Africa did the number of years of edu-
cation of the adult population rise more slowly than
in Latin America.

Latin America's educational progress has been
particularly slow in comparison with that of the East
Asian countries. As paradoxical as it might seem, this
is not due to significant differences in the percentage
of people who are uneducated, or to the proportion
of those who have been to the university. In fact, in
Latin America this latter proportion is slightly higher
than in East Asian countries.10 Rather, Latin America
lags behind East Asia primarily because of the very
small proportion of its people who complete all or
part of secondary school. Even though there is broad

access to primary education in Latin America, the vast
majority of students leave the system without finish-
ing primary school, much less reaching secondary edu-
cation.11

The literacy rate and average education of
adults reflect the educational outcomes of many gen-
erations, so they are rather poor measures of the edu-
cational process, which can be very much affected by
population structures. Two indicators less affected by
this limitation are rates of schooling and average years
of education by cohorts. Both confirm the weaknesses
of educational systems in Latin America. Figure 1.23
shows that in Latin America, rates of primary educa-
tion are close to 100 percent, not greatly different from
developed countries, East Asia or Eastern Europe.
Hence, the problem is not one of initial access to

9 These comparisons between regions of the world are based on sta-
tistics processed by Barro and Lee (1994) that have the merit of using
the same methodology for 183 countries. However, their figures are
not entirely compatible with the estimates based directly on household
surveys in Latin American countries used elsewhere in this Report.
10 In Latin America, 8.6 percent of the labor force has had higher edu-
cation, as opposed to 8.2 percent in East Asia. See IDE (Chapter 2,
1998/99).
11 The proportions of individuals with (complete and incomplete) sec-
ondary education in Latin America and East Asia are 16.9 percent and
28 percent, respectively; for (complete and incomplete) primary edu-
cation, the figures are 50.8 and 43.8 percent, respectively. See IDE
(1998/99, Chapter 2).

Figure 1.21 Literacy Rate Figure 1.22 Average Years of Education of Persons 
Over 25 Years of Age

Source: Barro and Lee (1994). Source: Barro and Lee (1995).
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Latin America at the Turn of a New Century | 11

education. Nor are Latin America's schooling rates
at higher levels of education especially low. They are
lower than those of developed countries and West-
ern Europe, but, again, similar to those of East Asia
and Eastern European. The greatest deficiencies are
found in secondary education, where Latin America
is far below the developed countries, Eastern Eu-
rope and East Asia, leading only the rest of Asia and
Africa.

Trends in educational levels attained by the
various cohorts also reflect Latin America's limited
educational progress, although in this instance the
group of countries considered is smaller. Using na-
tional household surveys, Figure 1.24 shows that while
each new cohort of Latin Americans has received more
education than the previous one, progress has slowed
over recent generations. For example, men born
around 1960 received 7.7 years of education, whereas
those who had been born around 1930 had only 4.7
years of education. Women advanced even more rap-
idly, from 3.7 years of education for those born around
1930 to 7.8 years some 30 years later. However, the
pace of educational progress slowed notably after the
generation born in the 1960s (who had to go through
the education system between 1966 and the mid-
1980s). Those born around 1970 received eight years
of education, with a gain of only 0.4 years for males
and 0.9 for females.

The pace at which education advanced from
some cohorts to others in Latin America was much
slower than in South Korea or Taiwan, two represen-
tative East Asian countries. People born in those coun-
tries around 1930 attained only five years of education,
while those born around 1970 completed 12 years.

Latin America's slow educational progress has
meant that its educational gap vis-a-vis the United
States, which narrowed significantly up to the gen-
eration born in 1960, has changed very little since
then.

In sum, Latin Americans have good reason
to think that education is one of the most serious prob-
lems faced by the region today. Although the region's
problems with education are less apparent when based
on comparisons with a broad sample of countries, and
not solely with developed countries or selected South-
east Asian countries, the central conclusions do not
change. Latin America's problem lies neither in its
rates of illiteracy nor primary schooling (including
incomplete primary education), where the region in
fact is significantly ahead of worldwide patterns. The
problem lies in the fact that broad access to the most
basic educational levels does not translate into chil-
dren completing primary school, let alone moving
ahead to secondary education. Consequently, average
levels of schooling remain below world standards
(Table 1.1).

Figure 1.23 Enrollment Rates in the 1990s Figure 1.24 Average Years of Education,

by Age Cohort

Source: Barro and Lee (1996).
Source: Behrman, Duryea and Szekely (1999a).
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Figure 1.2 5a shows that most countries in the
region attain primary school enrollment rates that are
higher than the world standard. In some cases, rates
are over 100 percent, due in part to statistical over-
reporting and to the fact that many children do not
advance through the system according to their age.

Rates of secondary enrollment, however, are
substantially lower. Only Guyana and Uruguay have
a secondary enrollment level close to 80 percent, and
at least 10 countries are below the world standard—
sometimes strikingly so, as in Venezuela, Guatemala,
El Salvador and Brazil (Figure 1.25b).

In four countries in the region—Barbados,
Argentina, Panama and Guyana—the working age

population has average education levels substantially
above what might be expected according to the world
standard (Figure 1.26). But this apparent "surplus" of
education may reflect the fact that human capital is
less productive because of differences of quality, ob-
solescence, or the absence of other factors of produc-
tion. Or it could be that human capital is inadequately
utilized because of unemployment or underemploy-
ment.12 The opposite interpretation can be applied
to countries like Brazil, Colombia, Guatemala and
Venezuela, whose education levels are low relative to
their level of economic development.

Social Development

The economic and human development indicators
described in the previous sections reflect the produc-
tive capacity of economies and individuals, but they
do not address the conditions under which people
interact in society, particularly whether they live un-
der conditions that show respect for life, individual
freedoms, and standards for group social behavior.

12 See IDE (1996, Part 3) and IDE (1998-99, Chapter 2) for an assess-
ment of educational systems. For an analysis of the underutilization of
human resources for labor reasons, see the documents presented at the
1998 Annual Meeting of the IDE Governors: Lora and Marquez (1998),
Lora and Olivera (1998), Pages and Marquez (1998), and Szekely and
Duryea (1998).

Figure 1.25a Primary Enrollmnet Figure 1.26 School Attainment

Figure 1.25b Secondary Enrollmnet

Source: Barro and Lee (1996) and Penn World Tables (1998).

Source: Barro and Lee (1996) and Penn World Tables (1998).
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Latin America at the Turn of a New Century

Latin America is paradoxical in its social development.
The region has the highest murder rates in the world
and shows any number of symptoms that reflect a lack
of respect for life and property. Yet the region has
moved to the forefront of the developing world in
terms of civil liberties and respect for democratic
rights.

Respect for Life and Property

Crime has increased at an alarming rate in Latin
America in recent decades. Even though the region
had the highest murder rates in the world dating to
the 1970s, the typical country during that period had
8 murders a year per 100,000 inhabitants, a figure that
did not change notably in the 1980s.13 In the 1990s,
however, the median murder rate approached 13 per
100,000 persons—four times the rate in other groups
of countries, except for Africa. With some notable
exceptions like Chile and Costa Rica, murder rates in
the region have increased dramatically—as much as
five times over or more in the worst cases. Although
crime has risen in developed and developing coun-
tries throughout the world, Latin America and Africa
are the only two regions that have registered such a
striking increase in murder rates (Figure 1.27).

Because crime reports are the main source of
official statistical information for reporting crime
rates, these indicators are often seriously flawed. For

murder rates, these deficiencies make international
comparisons less precise; for most other crimes, they
render them useless, since the inclination to report
crimes is greater where justice is more effective and
where laws are broadly respected. There is, however,
one source of information that is more reliable—opin-
ion surveys in which interviewees are asked whether
they or their family members have recently been vic-
tims of a crime. Such surveys conducted in 18 Latin
American countries in 1996 and 1998 suggest that
crime is widespread in the region. At least one out of
every four persons in any country and in any year says
that some family member has been a victim of some
crime. Only in Uruguay and Panama are victimiza-
tion rates below^O percent; most other countries are
around 40 percent, and in one case data indicate that
crime affects more than 50 percent of citizens (Fig-
ure 1.28).

The perception of most people in all Latin
American countries is that crime has been rising year
by year. At least 9 of 10 people in five countries say
that "crime has risen a great deal" (the reference peri-
ods are 1996 and 1997). Even in countries where opin-
ion is not so negative, such as Mexico, at least 5 of 10
people believe crime has been rising (Figure 1.29).

13 Figures for groups of countries are for median rates, not for aver-
ages of countries, as in previous tables. This is to avoid the bias intro-
duced by extreme cases.

Figure 1.27 Homicides 
Figure 1.28 Survey: Vitimization Rates

13

Source: UNDP (1998).

Source: Gaviria and Pages (1999) based on Latinobarometro, various years.
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14 Chapter 1

The seriousness or nature of the crimes can-
not be established for the same number of countries
to which the figures refer. Nevertheless, more de-
tailed statistics from official sources, available for Co-
lombia, El Salvador and Peru, provide a clearer pic-
ture of the incidence of crime and the people affected
by it. Property crimes unquestionably represent the
bulk of crimes in these countries, and possibly the
most common form of crime of which Latin Ameri-
cans are victims in all countries. Property crimes
more frequently affect upper-income individuals. In
Colombia, the likelihood of being a victim of theft
is around 15 percent for people in the highest in-
come quintile and less than 10 percent for people in
the lower three quintiles. The wealthy are also the
most vulnerable to auto theft. In El Salvador, the
most critical case, the likelihood that a person from
the highest income level (or someone in his or her
family) will be the victim of auto theft is around 40
percent. In the next quintile it is around 20 percent.
By contrast, robbery of other kinds of property af-
fects a larger proportion of the middle strata—the
probability is over 60 percent in the middle
quintile—and assaults more often and more severely
affect the lower strata. In Peru, the rate of personal
injuries in the two lowest strata is approximately
twice what it is in the highest level, and in Colom-
bia, families in the second and third poorest quintiles
are most likely to be affected by murder (Figure
1.30a, bandc).

Figure 1.29 Survey: Has Crime Increased
Substantially?

Figure1.30a Crime per Income Quinti;le:
El Salvador

Figure 1.30b Colombia

Figure 1.30c Peru

Source: Latinobarometro, various years.

Source: Gaviria and Pages (1999).
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Latin America at the Turn of a New Century

Civil Liberties and Democracy

In stark contrast with what has happened in terms of
crime and violence, Latin America has made remark-
able progress in recent decades in the areas of civil
and political freedom. In the 1970s, the region did
not stand out in terms of social development in com-
parison with other developing regions, and it was far
below the developed countries. In the 1990s, how-
ever, Latin America's social development is closer to
that of the developed world, with the region boasting
higher indicators for civil and political freedom than
any other developing region (Figure 1.31). Latin
America's recent progress toward democracy is even
more remarkable from a long-term perspective. Indi-
cators dating to the 1800s show that no other region
has attained such great progress over a similar period
of time (two decades). After the setbacks to democ-
racy in the region between the mid-1960s and the late
1970s, subsequent progress has been sustained and
deep, and is reflected in almost all countries of the
region (Figure 1.32).

Indicators for civil and democratic freedoms
must be considered with caution, since they are sub-
jective in nature and may be affected by significant
measurement errors. However, these deficiencies are
lessened when various complementary sources and
indicators are combined, and when information is
drawn from a number of years. Figure 1.31 is an in-
dex of liberties developed by combining political
rights, civil liberties and democracy for available years
in each decade. These complementary indicators come
from two sources recognized as having the greatest
coverage in these areas,14 and were chosen based on a
wide range of questions to experts. Questions used
for the political rights indicator evaluate the ability
and autonomy enjoyed by individuals and social
groups (especially if they are minorities) to partici-
pate freely in the political process through which rul-
ers and representatives in legislative bodies are cho-
sen; to set up political organizations; and to engage in
opposition to the party in power. In the area of civil
liberties, the indicators gauge the ability of individu-
als to make personal decisions (regarding work, reli-
gion, residency, marriage, freedom, and so forth); to
express their opinions, dissent publicly, and create and
develop (civil, labor, professional) organizations; to
benefit freely from their economic effort and their

legal property; and to have access to justice and be
protected from arbitrary treatment or political perse-
cution or terrorism. The democracy indicator (which
appears separately in the long-term series in Figure
1.32) uses more general categories that measure the
competitiveness and regulation of political participa-
tion, the competitiveness and openness with which
the executive is chosen, and the systems of checks and
balances limiting the power of the executive.

Latin American countries vary enormously in
civil and political freedoms. By these indicators, some
countries, including Barbados, Costa Rica, Uruguay,
and Trinidad and Tobago, rank close to the highest pos-
sible levels, (with figures above 0.9 in the combined
index that ranges from 0 to 1). The lowest levels, be-
tween 0.3 and 0.6, are found in countries whose politi-
cal systems have recently undergone transitions, and
which in all instances are progressing toward freer sys-
tems. In keeping with worldwide trends, Latin Ameri-
can countries with higher income levels display greater
advances in civil and political freedoms. But as Figure
1.33 makes clear, in most countries of the region, that
advance is considerably above the world level, and in

14 The first two indicators come from the Comparative Survey of Free-
dom carried out since the 1970s by Freedom House, while the third is
from Polity III, an ambitious and respected project that gathers and
constructs political indicators worldwide, with coverage starting in 1800.
See Jaggers and Gurr (1995).

Figure 1.30 Democratic Freedo and
Civil Liberties

15

Source: Jaggers ans Gurr (1995) and Freedom House (1998).
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some cases even above the average level in developed
countries, despite differences in income level. This
confirms how much democratic progress has been made
in the region.

It is important to note that the ratings by in-
ternational experts and analysts upon which these in-
dicators of civil and political liberties are based may
differ from public opinion. This is an important point,
because the basis and functioning of liberties and de-
mocracy may vary from country to country, from cul-
ture to culture, and over time. Figure 1.34 compares
the index of freedoms discussed thus far with an indi-
cator of the perception of freedoms taken from public

opinion surveys. This indicator averages the opinion
of citizens on how satisfied they are with democracy,
whether elections are clean, the chances for the politi-
cal group they favor, and equal treatment of citizens
before the law. Although both indicators correlate well,
in some instances the indicators worked out by ex-
perts may diverge notably from public opinion—a dif-
ference in perception that, it is well to note, is often
more critical than what the experts themselves report
(as can be proven from the scales of the two indicators
in the figure).

Lopsided or Typical Development?

The various dimensions of development in Latin
America have therefore advanced unevenly in recent
decades. Do these imbalances indicate that develop-
ment in Latin America is somehow abnormal and pos-
sibly unsustainable? The answer is no. Development
in Latin America is no more unbalanced than in other
developing regions, and not even much more than it
is in the industrial countries. Figure 1.35 presents an
indicator of imbalances in development for each coun-
try based on heterogeneity among seven indicators:
life expectancy, infant mortality, illiteracy in adults, the
combined rate of schooling for all three educational
levels, the educational level of the working-age popu-
lation, murder, and civil liberties. Higher levels of this
indicator represent greater imbalances in development

Figure 1.32 Democracy Index Politicl and Civil Liberties 
Index vs. Public Optinion

Democratic and Civil LibertiesFigure 1.33

Figure1.34

Source: Jaggers ans Gurr (1995) and Freedom House (1999).

Source: Jaggers ans Gurr (1995) and Freedom House (1999) and Latinobarometro, various years.

Note: Index increases as democracy increases.

Source: Jaggers ans Gurr (1995) and Freedom House (1999) and Penn world Tables(1998).
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Latin America at the Turn of a New Centur

Source: IDB calculations based on selected development indicators.

(on a scale of from 0 to 1). Curiously, East Asia has the
most lopsided patterns of development, which indi-
cates that in these countries the various dimensions of
economic, human and social progress have not gone
hand in hand. Latin America's development pattern is
as balanced as that of Eastern Europe (after the fall of
communism), and only somewhat less balanced than
that of the developed countries.

Structural Factors that Affect Development

So as Latin America moves into the 21st century, its
economic performance is modest and profoundly un-
equal and unstable. Yet the region has seen remark-
able improvement in life expectancy and infant mor-
tality, achieved broad coverage in the early years of
schooling, and progressed rapidly in the area of free-
dom and civil liberties. On the other side of the scale,
Latin America shows alarming rates of crime and vio-
lence and has low average education levels, that have
increased little in recent decades.

The aims of this report are to discuss the
structural reasons for these gains and setbacks and to
analyze the long-range economic, social and institu-
tional policy options that can help to hasten develop-
ment in the next few decades. Because of its medium-
to long-range perspective, the study does not directly
examine the more conjectural factors that might ex-
plain fluctuations of economic growth in some years
as opposed to others, nor does it look at macroeco-
nomic policies that help explain medium-range

growth trends. These matters have received a great
deal of attention from different analysts, including
previous editions of this report.15

Our interest is focused instead on the deeper
structural factors that may help to explain the enor-
mous differences in the levels of economic, social and
human development that separate Latin America from
other regions, and Latin American countries from one
another. Eclipsed by purely economic topics, three
groups of structural factors—demographics, geogra-
phy and institutions—have not received the attention
they deserve in recent years in analyses of Latin
America's development. But as will be seen, develop-
ment is not just economics.

This report first highlights the influence on
development of demographic factors, particularly the
age structure of the population and its changes over
time. Although demographic conditions are not a con-
stant and are both a cause and an effect of the devel-
opment process, they constitute a structural determi-
nant insofar as they change slowly and their effects
last for many decades. Demographic issues have re-
ceived considerable attention during certain periods
in Latin America, but the discussion traditionally has
centered more on the implications of demographic
growth and birth control. This report looks more at
ways that demographic conditions can be addressed
by policies in order to promote economic and social
development.

The second group of structural factors that
influence development involve geography—both
natural conditions and those resulting from human
activity. There has been a tendency to ignore geogra-
phy in economic and social studies of Latin America
because it is incorrectly associated with a fatalistic vi-
sion of development or with connotations of racism
against peoples of the developing world. But the fo-
cus of this study is simply on how economic outcomes
can be influenced by such factors as the productivity
of land, the effect of climate on health conditions, and
access to markets. Just like demography, geography is
not a constant over time. Even though natural condi-
tions such as location, climate or access to the sea may
not change greatly, their influence on development

15 The 1996 and 1997 editions discussed how stabilization policies and
structural reforms have affected development and growth trends in Latin
America since the mid-1980s.

Disequilibrium in the Development Process
(Averages of standard deviations of development indexes)

17

Figure1.35
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outcomes can change radically, depending on where
populations locate and what economic activities they
undertake, investments in infrastructure and public
services, and changes in costs and modes of transpor-
tation, among other factors. Like demography, these
factors do not change abruptly, so conditions at any
given moment can leave a persistent imprint over time.

The third group of structural factors is insti-
tutions. Although institutions in Latin America have
received greater attention than demography or geog-
raphy, most recent analyses and policy recommenda-
tions have focused on the effects of institutions on
different dimensions of development and on which
types of institutions are conducive to economic and
social development. This report looks more at the rea-
sons why institutions are the way they are and the
factors that keep them from getting better.

Particularly little attention has been paid to the
political aspects of institutions. In various circles, in-
cluding multilateral lending agencies, study of politi-
cal structures and practices is forbidden territory, even
though problems with them may be the most serious
constraint to improving institutions and to adopting
economic and social policies favorable to development.

The remainder of this chapter seeks to an-
swer this question: What features of demography, ge-
ography and institutions set the countries with the
lowest levels of development apart from those that
are most developed? The answer will provide the tools

with which the chapters that follow examine how the
three groups of structural factors affect the develop-
ment process or interact with it over time, and define
which policies can best channel those factors toward
promoting development.

Effects of Demography

There is a strong association between levels of eco-
nomic development and the average age of popula-
tions (Figure 1.36). The average age in the poorest
countries of the world, most of them in Africa, is be-
tween 20 and 25 years old, while the average age in
the developed countries hovers between 32 and 40.
The Latin American countries, which stand mostly
in between these extremes in terms of income levels,
have average population ages that range from 21.6
years old in Nicaragua to 34 years in Uruguay. The
close relationship between average age and per capita
income is evident not only in these cross-section com-
parisons across countries, but also across time by coun-
tries.16 This is enormously important because it sug-
gests that demography can cause changes in levels of

16 More specifically, the Technical Appendix shows that the coefficient
of a panel regression with fixed effects is consistent with that of a panel
regression with random effects, which suggests that the relationship
observed across time by countries and across countries at a given mo-
ment are both due to the influence of demography on development.

Average Age and Economic Developmwnt 
population Breakdown by AGE gropuFigure 1.36 Figure 1.37

Source: IDB calculations based on UN (1998). Source: Behrman, Duryea and Szekely (1999b).
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Latin America at the Turn of a New Centur 19

The academic discussion regarding demographic effects on de-
velopment has traditionally been dominated by the vision of
Thomas Malthus. At the end of the 18th century, he hypoth- ^

moderated if a shortage of resources does not keep up with
expansion of the population. since

able factor for the sustainable expansion of supply, not only
of food but also of all types of goods. This controversy is still

lation growth is mediated by numerous factors (Cassen, 1994).
This discussion has distracted economists and other

social scientists from styling the much more important con-
nection between demographics and development, which only
recently nas gained attention. The most important relation-
ship is not the size or the rate of growth of the population but
its composition. Economic theories on the life cycle allow us
to understand why, The consumption needs of children and
the elderly surpass their productive capacity, white tfee oppo-
site occyrs for people of intermediate ages* There!tape, the
capacity to save and invest in physical and human capital for
any society depends on the composition of Its populatiort, Con-

sequently, growth will be higher in societies that have an age
composition that favors intermediate ages, and less in societ-
ies that a*e vew- îWiBttof ;w*if -^W* '&»• ̂ eaiposition of the

The favorable effect that a tew dependency rate
can have on growth has been pointed out for many decades
(Coale and Hoover, 1958). However, empirical studies and
on
growth rather than on the mechanisms through -which the
composition of the population affects growth and develop-
ment, or on the policies fiat can affect these mechanisms.
Only recently have some studies begun to emphasize the im-
portance of age composition of this population (ADB, 1997;
Keltey and Schmidt, t§9S).

In other words, by focusing on demographic ex-
pansion and population control, we have neglected other
dimensions of demography that are not only more impor-
tant for development, but which are more favorable for pub-
lic policy intervention.

development over time (without ruling out the oppo-
site relationship). The reason for this claim is that
changes in average ages of populations are the results
of the births and deaths taking place over many pre-
vious decades (perhaps the result of development dur-
ing those time periods). Therefore, a simultaneous
increase in average age and in economic or social de-
velopment levels suggests an influence of demogra-
phy on development.

Even though the theoretical basis for this as-
sociation is well-known and accepted, the economic
channels through which the process takes place and
the manner in which it can stimulate development
have received little attention in empirical studies and
discussions on social and economic policies (see Box
1.1). The central argument is that different age groups
behave differently, reflecting a person's place in the
life cycle. Children and older people are less economi-
cally productive than those of intermediate ages, and
they also have greater health care and educational
needs. Hence, age composition will affect the capac-
ity of a population to generate per capita income, as
well as a society's saving rate and its ability to ad-

equately cover educational and health needs. Through
these channels, age composition thus influences not
only current income levels but also a society's ability
to generate future income.

In countries with a very low average age,
around half the population is under 14 years old, while
a tiny proportion of the population is over 64. In coun-
tries with the highest average age, the child popula-
tion represents less than 20 percent of the total and
the elderly begin to have a relative weight as impor-
tant as that of children (Figure 1.37). The position
occupied by each country between these two extremes
depends on its stage in the demographic transition.
The pace of that transition can vary a great deal, de-
pending essentially on when and how quickly mortal-
ity and fertility have dropped, as will be discussed in
detail in the next chapter.

In Latin America, the average age of the popu-
lation will go from 25.9 years in 1995 to 31.6 years in
2020. Some countries will have modest changes, such
as Haiti, where the average age will rise by only 1.3
years. But others—such as in Guyana, the Bahamas,
Mexico, the Dominican Republic and Belize—will see

population will also impact the fiscal capacity of the govern-
ment through its effects on the size and composition of public
spending and in many other economic and social variables, as
shaft be seen In Chapter 2 ®f this report.

esize that demographic growth trends can occasionally be

as to whether demographis growth is a favourablw or unfavour-

not settled, since the relationship between economiic and popu-

The Influence of Demography on Developmwnt
Box 1.1
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changes of seven years or more, significant enough to
seriously affect conditions for development (Figure
1.38). However, such a change is no guarantee of faster
economic and social development. It is true that in-
sofar as the number of dependent persons per worker
falls, average income will rise simply for accounting
reasons. But those countries with higher average ages
do not have higher per capita incomes for that reason
alone. Rather, they have to have taken advantage of
this demographic change to improve conditions for

development. Most countries with high average ages
have achieved higher average educational levels for
their work force than have very young countries,
thereby enabling them to generate more income per
worker (Figure 1.39). Within demographically ma-
ture countries, however, there is great diversity of
educational achievement—much greater, in fact, than
among young countries, which suggests that improv-
ing development conditions through the demographic
transition is an opportunity that may or may not be
seized. As we will see in the next chapter, that will
depend to a great extent on the policies adopted dur-
ing the early stages of the transition in such areas as
education, labor and social security.

Effects of Tropical and Isolated Conditions

Geography can have a strong influence on develop-
ment because it affects productivity, access to mar-
kets, and the advantages of economies of scale or ag-
glomeration. It is hard not to notice that, in general,
the more developed countries share geographical con-
ditions quite different from those of poor countries.
Per capita income of countries located in the temper-
ate zones is five times greater than that of tropical
countries (Figure 1.40). Practically all the 37 least
economically and socially developed countries in the
world, with per capita incomes of less than $1,400 at
1987 parity, are located within a range of 20 degrees

Average Age ofthe population Teopicccal Areas and Per Capita GDPFigure 1.38 
Figure 1.40

Figure 1.39 Average Age and Level of Education

Source: IDB calculations based on UN (1998).

Source: IDB calculations based on Penn world Tables(1998) and Gallup, sachs and Mellinger
(1999).

Source: Barro and Lee (1996) and IDB calculations based on UN (1998).
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Latin America at the Turn of a New Centu

Why Does Geography Matter?

A series of empirical studies has shown conclusively that in-

come levels and growth rates of countries are associated with

different geographical conditions, both natural ones and

those resulting from human activity,1 The influence of geog-

raphy operates through health conditions, productivity of

land, availability of natural resources, transportation costs,

and economies resulting from scale and from market size.

Health conditions are more adverse in the tropics,

where modest changes of seasons and hot and humid cli-

mates make it difficult to control the propagation vectors of

certain illnesses. Malaria today affects 500 million people in

tropical areas, lowering the rate of economic growth in af-

fected countries by 1 percentage point.

Tropical lands generally provide lesser yields for

seasonal crops because processes of photosynthesis are

slower, evaporation is quicker, rainfall varies more, and pest

control is more difficult. These disadvantages have tended

to be reinforced by technological developments intended

for temperate areas that are difficult to adapt to tropical

regions.

A generous endowment of nonrenewable natural

resources is an asset that can easily be turned into a revenue

source. Nevertheless, empirical studies show that abundant

nonrenewable natural resources do not favor growth, possi-

bly because they tend to generate very concentrated and

capital-intensive property structures. These structures often

do not encourage creation of productive employment or in-

vestment in human capital, leading to conflicts over distri-

bution that hinder institutional development.

Transportation costs are the main reason why re-

gions with access to the sea or large navigable rivers have

better chances for development. High transportation costs

discourage industrialization and hinder investment and com-

petition. Being far from large centers of world trade has a

similar effect, isolating countries from major world currents

of trade and technology.

The spatial distribution of the population can cor-

rect or reinforce geographic effects. Higher population den-

sities in coastal regions generate agglomeration benefits due

to the proximity between producers, the greater supply and

diversity of human capital, and learning, specialization and

complementarity externalities. While all this translates into

higher growth when there is higher density in coastal re-

gions, the concentration of populations in isolated regions

may be a source of greater difficulties.

These findings show geographic effects to be a tan-

gible and influential development factor, yet geography tra-

ditionally has occupied a modest role in policy discussions on

economic and social development. More .recently, these find-

ings have begun to generate healthy academic debate and

controversy, like any field of empirical investigation in eco-

nomics (Collier and Gunning, 1999; Sender, 1999).

1 ADB (1997); Bloom and Sachs (1998); Gallup (1998); Gallup, Sachs
and MellSnger (1999).

from the equator. Although there are exceptions, and
even though being far from the tropics does not nec-
essarily mean greater development, the odds would
appear to be against tropical countries (Figure 1.41).
The reasons, which have only recently begun to be
studied, have to do with the quality of tropical lands,
the difficulties of adapting agricultural technologies
to tropical regions, and the adverse health conditions
in hot and humid areas (see Box 1.2).

Location vis-a-vis the equator is not the only
geographical factor that affects development. Having
access to means of communication and being close to
large world markets are also crucial factors. Coun-
tries whose populations are located no further than
100 kilometers from the ocean have average per capita
incomes close to $8,000 (1987 parity), while those
where 20 percent or less of the population is near the

sea have incomes of only some $1,500 (Figure 1.42).
Transportation problems raise costs, reduce possibili-
ties of trade and specialization, and isolate countries
from information and technological developments.
Being located far from the major centers of world
consumption is another constraint, one which may
well have been reinforced over time. For the most
part, developed countries are quite close to one an-
other, while the poorest and slowest-growing coun-
tries in sub-Saharan Africa are far from the centers of
development (Figure 1.43).

Many other geographical variables, both natu-
ral and man-made, can influence economic and social
development, often paradoxically. While greater re-
serves of exploitable natural resources such as oil or
minerals constitute a potential source of revenue, they
can also constrain development of other factors of

Box 1.2
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production. Greater population density and urban-
ization may reduce transportation costs and increase
the size of markets, facilitating specialization and
economies of scale. But they can also cause diseases
to spread more rapidly and increase costs related to
overcrowding and environmental damage.

All of this is not to say that geography cannot
be controlled, or that its effects will get you one way
or another. To take one example, investments in in-
frastructure or technological advances in transporta-
tion can not only lower transportation costs, but also

moderate the impact of diseases, improve housing
conditions, and boost people's productivity.

Many effects of geography are not adequately
reflected in international comparisons because of the
heterogeneity of geographical conditions within coun-
tries, and because these effects can cut different ways,
for better or for worse, depending on how they inter-
act with one another and with such factors as infra-
structure. Chapter 3 of this report uses information
broken down by states, municipalities, and even fami-
lies for various Latin American countries in order to
analyze in greater detail the impact of geography on
development and to assess the potential for investing
in infrastructure and basic services directed at taming
geographic conditions. It also discusses the serious
consequences of natural disasters in Latin America
because of a combination of geographical and insti-
tutional factors.

For several decades, geography took a back
seat in economic analyses because of the presump-
tion that it implied either unacceptable fatalism or
racial or cultural prejudice against poor countries.
While neither of these two critiques applies to mod-
ern approaches to the effect of geography on devel-
opment, it is true that geography and race are not
independent variables. For historic reasons in Latin
America, indigenous populations are located in moun-
tainous regions, and black populations in parts of the
Caribbean and other tropical parts near coasts where

Latitude and Economic Development 
Distance to Main Mrekets

Coastal Densityu and Per Capita GDp

Figure 1.41 Figure 1.43

Figure 1.42

Source: Gallup, sachs and Mellinger (1999) and Penn world Tables(1998).
Source: Gallup, sachs and Mellinger (1999) and Penn world Tables(1998).

Source: Gallup, sachs and Mellinger (1999) and Penn world Tables(1998).
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Latin America at the Turn of a New Centu

The Importance of Institutions in Development

The most important institutions for development are those

that ensure that people and their enterprises can benefit from

their productive efforts, which in turn makes them more will-

ing to invest in education, technology and physical capital.

That process entails protection of property rights, respect for

the law and for contractual commitments, and the absence

of corruption.

The subjective indicators of the quality of institu-

tions such as those summarized in the text have been used in

various studies to test the importance of these institutional

factors. Hall and Jones (1999) have proven that differences

in the levels of human capital and productivity between coun-

tries of all regions in the world are closely associated with

indicators of institutional quality that reflect whether eco-

nomic effort can be focused on productive activities. Many

studies have proven that the quality of institutions affects

the growth rates and investment ratios of economies around

the world. Knack and Keefer (1995,1997a and 1997b) have

found that economic growth and investment are sensitive to

the degree of respect for the law, corruption and the risk of

expropriation and repudiation of contracts. Utilizing surveys

of business people from around the world, Brunetti, Kisunko

and Weder (1997) find that investment and economic growth

are sensitive to the credibility of the rules—understood as

the predictability of laws and court decisions, the perception

of political stability, respect for life and property, and ab-

sence of corruption. Mauro (1995) has likewise proved the

harmful effect of corruption on investment and growth. In

his ambitious studies of the determinants of growth, Barro

(1997) has verified the importance of respect for the law,

while Goldsmith (1997) has found that property rights are

decisive for growth. Several authors have come to similar con-

clusions based not on subjective indicators, as in the studies

just mentioned, but directly on measurable variables that are

likely to be affected by the same kinds of institutional fac-

tors (Leblang, 1996; Clague et al., 1997).

The most recent studies have sought to establish

with precision the channels through which institutions af-

fect economic and social performance. Since statistical asso-

ciations do not prove causality, researchers have sought to

establish the channels through which institutions can affect

development, and if these channels are statistically verifiable.

The results are positive and quite robust: institutions cause

growth and levels of economic and social development, mea-

sured in terms of income, health and education statistics

(Chong and Calderdn, 1999; Kaufmann, Kraay and Zoido-

Lobaton, 1999a). Other studies have established that the

channels of this influence operate through the amount and

quality of social public spending (Mauro, 1998), financial and

capital market development (Levine, 1997; La Porta et al.,

1998), and amounts of foreign investment (Wei, 1997).

In short, an avalanche of studies from very diverse

angles has established that institutions are essential for eco-

nomic and social development, and that there are strong

channels of causality of institutions upon development.

slavery existed. This association between race and geo-
graphical conditions may help explain differences of
economic performance between racial groups that can
still be seen today in Latin American countries. How-
ever, although the origins of this connection may be
tied to geographical conditions, the association has
largely been reproduced over time by institutional
factors, as we will see in Chapter 3. The systems of
encomienda and slavery established to exploit indig-
enous and black labor, respectively, conditioned the
subsequent development of institutions, the effects of
which can still be observed today.

Effects of Public Institutions

Institutions represent the formal and informal rules
and practices by which individuals relate with one an-
other in order to attain economic and social objec-

tives. It stands to reason, then, that institutional qual-
ity and development are largely synonymous. The rel-
evant question is not whether development requires
effective institutions, but which institutions can best
serve the various dimensions of economic and social
development. This question does not allow for a pre-
cise answer, in part because the quality of institutions
is not easily measurable and is subject to subjective
biases. However, the international evidence summa-
rized in Box 1.3 makes clear that economic and social
development is closely connected to the quality of
public institutions.

It is important to note that public institutions
are only a subsample of the broader scope of formal
and informal institutions that exist in any society. Re-
cent research has emphasized the importance of this
social capital, understood as trust in others, willing-
ness to follow societal norms, and the disposition of

Box 1.3
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people to freely cooperate without compensation.17

This report recognizes the important role that social
capital—or more generally speaking, culture, of which
social capital is one dimension—can play in the most
diverse aspects of development. But the focus will be
on public institutions for both practical and political
reasons. The practical reason is that there is a broader
base of accepted indicators to measure the quality of
public institutions across countries than there is to
measure social capital. The political reason is that pub-
lic policies can be more effective in modifying gov-
ernment institutions than in manipulating social capi-
tal, whose determinants are more difficult to verify
and control.

Figures 1.44a-c show the close relationship
between overall governability and several indicators
of economic and social development. The countries
with the highest levels of per capita income and the
best outcomes in health and education have public
institutions of outstanding quality. The indicator used
to measure governability is a combination of four in-
dices that reflect essential aspects of the quality of gov-
ernment and have been constructed using informa-
tion from many international rating sources that have
emerged in recent years.18 The indices are the rule of
law, control of corruption, quality of the regulatory
framework, and the effectiveness of public adminis-
tration. Figures 1.45a-d show the strong connection
of each of these indicators to per capita income.

The rule of law and control of corruption in-
dicators reflect the respect that citizens and the state
have for the institutions that govern relationships be-
tween them. The rule of law measures the extent to
which individuals respect and have confidence in laws,
and hence their capacity to function in an environment
where rules are known, stable and accepted. Indicators
of the rule of law are the predictability of the judicial
system, respect for contracts, and the use of criminal
methods for solving conflicts. Control of corruption

17 See Coleman (1990) and Putnam (1993). Knack and Keefer (1997b)
discuss diverse measures of social capital and their relationship to eco-
nomic performance in 29 countries.
18 The indices for Figures 1.45a-d have been estimated by Kaufrnann,
Kraay and Zoido-Lobaton (1999a and 1999b) by means of an econo-
metric method of nonobserved components that allows information from
the different sources to be combined to obtain estimates for a broad
sample of countries. The compound index that summarizes these indi-
cators is the result of an estimate using the main components method.
The works cited also present two indicators of democracy and political
stability and of violence, which are not included in our compound index.

GDP and Insititutional Qualiyt

Life Expwctance aaans institutionsl Qualiryt

Infant Mortality and  Institutional Quality

Figure 1.44a

Figure 1.44b

Figure 1.44c

Source: Penn world Tables(1998), UNDP (1998) and Kaufmann and Zoido-Labation (1999a).
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Latin America at the Turn of a New Centur 25

means preventing the use of public power for private
gain. Corruption implies failure to observe the laws
governing the relationship between individuals, and be-
tween them and the state. It is measured with indica-
tors that determine the frequency of irregular prac-
tices for private gain in public administration.

In terms of the rule of law and control of cor-
ruption, Latin America ranks lower than any other re-
gion except Africa (Figure 1.46). Note that the scales
of the indices can be compared with one another and
that the zero value represents the world mean.

Indicators of the quality of the regulatory
framework and the effectiveness of public adminis-
tration reflect a country's ability to formulate adequate
policies and put them into practice. The quality of
the regulatory framework refers to the legal environ-
ment in which markets operate and the degree of gov-
ernment interference in economic decisions. In this
regard, Latin America today presents indices far above
the world average and relatively high in comparison
with various groups of countries, although somewhat
lower than the average for developed countries, South-

Figure 1.45a GDP and the Rule of Law GDp and the-Regulatory Burden

GDp and Corruption GDp and Government Effectiveness

Figure 1.45c

Figurre 1.45b Figure 1.45d

Source: Penn world Tables(1998), UNDP (1998) and Kaufmann and Zoido-Labation (1999a).
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east Asia and Eastern Europe (Figure 1.47). That is
not the case, however, with regard to the effective-
ness of public administration, which reflects combined
perceptions of the quality of the supply of public ser-
vices, efficiency of the bureaucracy, competence of
public employees, political independence of the civil
service, and the credibility enjoyed by government
policy commitments. In this area of governability,
Latin America stands below the world average, and is
far behind Southeast Asia and the developed coun-
tries (Figure 1.47).

How Important Are Demography, Geography
and Institutions?

It is surprising that these three groups of factors, which
have received such little attention in the recent design
of development policies, are found to be so closely as-
sociated with differences in levels of development both
within Latin America and between Latin America and
other regions. In fact, at least from a statistical stand-
point, the three can to a great degree explain the gaps
in economic and social development. Before present-
ing some statistical results, it is necessary to note that
their purpose is merely illustrative and that, as we will
discuss further on, these results must be taken with
certain caution for various reasons. They fail, for ex-
ample, to recognize the influence that a diverse num-

ber of factors such as history, culture, leadership or
innovation can have on development, since it is not
possible to separate these factors in exercises of an em-
pirical nature. Having said that, the statistical results
that follow are useful because they offer a sense of pro-
portion of the relative importance of the three groups
of structural factors that are the focus of this study.

The difference in per capita income between
developed countries and Latin American countries,
which stands at $10,600 (at 1987 parity prices), is re-
lated to a great extent to differences in demography,
geography and institutions (Figure 1.48). Latin Ameri-
can populations are younger and sustain even greater
rates of demographic dependence, so their ability to
generate per capita income is $2,000 lower than that
of the developed countries. And because of their tropi-
cal and otherwise less advantageous geographical lo-
cation, their more limited access to transportation, and
their greater distance from the centers of world trade,
Latin American countries have per capita income
$2,200 lower than that of developed countries. Finally,
around $6,000 of the income difference is due to the
fact that Latin American countries have less effective,
predictable and transparent public institutions than
developed countries. The differences in per capita in-
come vis-a-vis East Asian countries can also be ex-
plained to a large extent by these structural factors.

These calculations come from econometric
estimates for a broad sample of countries from all re-

Figure 1.46 Rule of Law and Corruption Figure 1.47 Government Effectioveness and 
Regulatory Burden

Source: Kaufmann, Kraay and Zoido-Labation (1999a). Source: Kaufmann, Kraay and Zoido-Labation (1999a).
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gions of the world, the methodology and results of
which are presented in the Technical Appendix to this
chapter. The methods attempt to measure the effect
that these structural factors have on development by
isolating in the best manner possible the effect in the
opposite direction, which may be important, as we
will discuss further on.

The three groups of structural factors con-
sidered take into account not only the differences of
average income between Latin America and other
groups of countries, but between individual countries
in the world or the region. Indeed, 87 percent of the
variance in per capita income levels of all the econo-
mies of the world is associated with the demographic,
geographical, and institutional variables considered.
Within the Latin American region itself, even though
many countries are in many respects more homoge-
neous, these factors explain 55 percent of the differ-
ences in their levels of development.

With similar exercises it can also be estab-
lished that demography, geography and institutions
explain other development outcomes in areas such as
health or education. The Technical Appendix presents
regression results for infant mortality and secondary
schooling rates, on the basis of which the differences
in these indicators between Latin America and other
regions can be satisfactorily explained. For infant
mortality, geographical conditions explain 6 percent
of the average difference between Latin America and

developed countries and 15 percent of the difference
between Latin America and the East Asian countries.
Practically all the remaining differences are due to
the quality of institutions (Table 1.2). For secondary
schooling, the comparison between Latin America and
the developed countries indicates that demography
explains 22 percent of the difference, geography 33
percent, and institutions the remainder.19 Although
a great deal of the impact of demography, geography
and institutions on health and education may take
place through income, as can be seen in the econo-
metric estimates in the Technical Appendix, the ef-
fects do not seem to be limited solely to this channel.
Indeed, the relative importance of each of these fac-
tors in explaining differences in health or education
between Latin America and other regions is very dif-
ferent from the importance of these factors in explain-
ing income differences. The results clearly suggest
that the quality of public institutions plays a more
important role in health outcomes than in levels of
income or education, while geography has a less im-
portant effect on health than on income or education.

Notwithstanding the statistical significance of
these econometric results, they should be interpreted
as merely illustrative and necessarily imprecise esti-
mates of the effects of geography, demography and
institutions; that is, they do not constitute definitive
proof of causality. It must be kept in mind, first, that
the influence of these structural factors is mediated
by more specific conditions of the countries that can-
not be reflected in variables as general as those uti-
lized. This is especially true for the characteristics of
geography and for the quality of institutions, which
can only be expressed in quantitative indicators by
accepting some degree of reductionism.

Second, it must be remembered that causality
between structural factors and development outcomes
moves in both directions. The econometric methods
employed seek to capture the channels of causality that
go from structural factors toward the different areas
of economic and social development. Nevertheless, as
indicated by Panel a in Figure 1.49, and as we will
discuss in greater detail in the following chapters, these
channels of causality are numerous and complex, and

19 Comparisons with East Asia are not significant and hence have been
omitted from the table.

Figure 1.48 Breakdown of Differncense in
Per Capita Income betqwenn
Latin America and otOther Regions

Source: IDB calculations.
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What Explains Latin America's Development Gaps?
Decomposition of Differences between Latin America and Other Regions
(In percent)

in many instances difficult to measure. Although this
report focuses on the direction of causality, it does not
seek to ignore that there are strong feedback mecha-
nisms of development outcomes affecting the three
groups of structural factors, some of which are repre-
sented in panel b of Figure 1.49.

Third, it must be recognized that these groups
of factors are less neatly separated than may appear at
first sight due to the various channels of interaction
between them. As was pointed out above, the institu-
tions that countries have adopted in the course of their
history have not been independent of their location
and climatic conditions. Likewise, demographic de-
velopment varies between countries, depending, for
example, on urbanization patterns, which are largely
the result of geographical factors. In the opposite di-
rection, countries with poorer geographical conditions
tend to have a higher population concentration than
those with more favorable conditions. Similarly, the
effectiveness of government in providing certain ba-
sic social services may have influenced demographic
conditions through its effect on mortality. Or the pres-
ence of corrupt and parasitical institutions may accel-
erate migration toward the centers of power, chang-
ing urbanization patterns. These interactions, which
are supported by a wide range of research (and are
represented in panel c of Figure 1.49), make it diffi-

cult to separately quantify the importance of each of
the three groups of factors considered.

It should be kept in mind that the influence
of these different structural factors on development
outcomes depends greatly on policies, which are not
incorporated into these analytical frameworks. Two
countries with similar geographies may achieve very
different outcomes in health and productivity, depend-
ing, for example, on their policies on public spending
and investment in basic services and infrastructure.
They may also achieve very different productivity out-
comes depending on the quality of their macroeco-
nomic and structural policies (which are partly, but
not totally, the result of the quality of government
institutions). Likewise, there is no assurance that the
mere aging of a population will lead it to attain the
levels of schooling or per capita income of other more
mature countries, since that will depend on educa-
tion, labor and financial policies, along with many
other factors. Finally, not only is the quality of insti-
tutions modifiable through policy actions, but how it
impacts the various dimensions of development can
vary from one society to another, depending on a
country's resource endowment and other geographi-
cal factors, demographic stage, and more specific fea-
tures of its social and political institutions.

With respect to developed countries    With respect to East Asia
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N0t%î JaiBt̂  e*etss{->)
Total fffctrit dlWerence

Mtrno:
Absol ute d iff erences
(Unit of measure)

t8,7
25,1
57.4

" ::-;-'
4.2'

too,o

m62t
(t̂ TilSl)

&2
§€,?
tee
^M

.160.0

•25.1

Cp*r 1»€K»
tfve births)

.22»S^
.3^4
fcV^
ta^F
 . ,

- •

4§;$

(%a)

^'"^
.:«* *-

;C-i;
^-;
•v::<,

^V;.

•' -^ sĵ af
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Table 1.2

Components
Income Infant education

per capita mortality per capitaenrollment
Income Infant

mortality

Source: IDB calculations using regression results presented in the Technical Appendix.
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Structural Determinants of DevelopmentFigure 1.49
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COUNTRY CLASSIFICATION BY REGION

Latin America
and the Caribbean

Antigua & Barbuda
Argentina
Bahamas
Barbados
Belize
Bolivia
Brazil
Chile
Colombia
Costa Rica
Cuba
Dominica
Dominican Rep.
Ecuador
El Salvador
Grenada
Guatemala
Guyana
Haiti
Honduras
Jamaica
Mexico
Nicaragua
Panama
Paraguay
Peru
St. Kitts & Nevis
St. Lucia
St. Vincent
& the Grenadines

Suriname
Trin. & Tob.
Uruguay
Venezuela

Developed

Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Greece
Iceland
Ireland
Italy
Japan
Luxembourg
Netherlands
New Zealand
Norway
Portugal
Spain
Sweden
Switzerland
United Kingdom
United States

Africa East Asia

Angola Hong Kong
Benin Indonesia
Botswana Malaysia
Burkina Faso Philippines
Burundi Singapore
Cameroon South Korea
Cape Verde Thailand
Central African Rep.
Chad
Comoros
Congo
Cote d'lvoire
Congo
Equatorial Guinea
Eritrea
Ethiopia
Gabon
Gambia
Ghana
Guinea
Guinea-Bissau
Kenya
Lesotho
Madagascar
Malawi
Mali
Mauritania
Mauritius
Morocco
Mozambique
Namibia
Niger
Nigeria
Sao Tome
Senegal
Seychelles
Sierra Leone
South Africa
Swaziland
Tanzania
Togo
Tunisia
Uganda
Zambia
Zimbabwe

Rest of Asia

Bangladesh
Bhutan
Brunei
Cambodia
China
Fiji
India
Korea
Laos
Maldives
Mongolia
Myanmar
Nepal
Pakistan
Papua
Samoa
Solomon
Sri Lanka
Vanuatu
Vietnam

Eastern Europe

Albania
Armenia
Azerbaijan
Belarus
Bulgaria
Croatia
Cyprus
Czech.
Estonia
Georgia
Hungary
Kazakhstan
Kyrgyzstan
Latvia
Lithuania
Macedonia
Malta
Moldova
Poland
Romania
Russia
Slovakia
Slovenia
Tajikistan
Turkey
Turkmenistan
Ukraine
Uzbekistan

Middle East

Algeria
Bahrain
Djibouti
Egypt
Iran
Iraq
Israel
Jordan
Kuwait
Lebanon
Libya
Oman
Qatar
Saudi Arabia
Sudan
Syria
UAE
Yemen

Appendix 1.1
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TECHNICAL APPENDIX
Estimates of the Effects of Demography, Geography and Institutions

Per Capita Income Estimates

A two-phase method designed to avoid the problems
of endogeneity between explanatory variables and the
dependent variable was used to estimate the effects of
the three groups of dependent variables on per capita
income.

In the first phase, the effect of demographic
structure on per capita income was estimated by a
panel regression with fixed effects (controlling also
for nonobserved trend effects) in a sample of 13 8 coun-
tries and 1,117 five-year observations since 1950. Al-
ternatively, the average age, the total dependency rate
and the infant dependency rate were used as indica-
tors of the demographic structure, revealing equally
solid and consistent results among themselves (Tech-
nical Appendix Table 1). The panel method with fixed
effects is not subject to problems of endogeneity be-
tween demographic structure and income because
changes in demographic structure are predetermined
for each country separately by its demographic his-

tory, and therefore cannot be the result of contempo-
rary changes in per capita income levels.

In the second phase, the coefficient of the
infant dependency rate was used for estimating per
capita income in order to calculate the "demographi-
cally-adjusted per capita income." Accordingly, the
product of the coefficient resulting from the differ-
ence between the country dependency rate and the
1995 world average was subtracted from the per capita
income of each country for the same year. The ad-
justed per capita income was used as a dependent vari-
able to estimate in a cross-sectional regression the
effect of a set of geographic variables and a synthetic
quality indicator of public institutions. This indica-
tor is the first principal component of the following
four quality indices of institutions constructed by
Kaufrnannn, Kraay and Zoido-Lobaton (1999a and
1999b): the rule of law, control of corruption, the
quality of the regulatory framework, and the effec-
tiveness of public administration. Because the quality
of public institutions is endogenous to per capita in-

Fixed Effects Panel Regressions for Real Per Capita
Income, 1950-95
(t-statistic)

Dependent variable: Log (PPP per capita real income)

Note: t-statistic in parentheses.

* Significant at 5 percent or more.

Source: IDB calculations.

Independent variables

Dependency ratio for youth (0-1)

Dependency ratio (0-1)

Average age of population (years)

Trend

Constant

Number of countries
Number of observations
R2 within countries
R2 between countries
Total R2

-1.026*
(-10.26)

0.017*
(26.59)

7.827*
(96.88)

138
1,117

0.56
0.51
0.39

-0.778*
(-7.55)

0.018*
(29.49)

7.692*
(84.89)

138
1,117
0.54
0.40
0.24

0.092*
(34.35)
0.015*

(53.54)
4.839*

(75.38)

138
5,241

0.61
0.46
0.53

Tabnl;e

1 2 3
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Cross-section Regressions for Income Adjusted by Demography, 1995
(t-statistic)

Dependent variable: Log (per capita real income adjusted by demography)

Note: t-statistic in parentheses.

* Significant at 5 percent or more.
Source: IDB calculations.

come, the estimate was performed with instrumental
variables comprised of a set of dummies derived from
the countries' legal codes. Tests on the instruments
revealed a close relation with the instrumented vari-
able and the absence of a direct relation between these
instruments and the dependent variable.

The results of the second phase regressions
for per capita income estimates are shown in Techni-
cal Appendix Table 2. The first regression in the table
contains only geographic variables, while the second
regression contains only the synthetic indicator of the
institutional variables. Both groups of variables are
combined in the third regression and then used in the
decomposition of the per capita income differences
among the regions discussed in the text of this chap-
ter. The results obtained with the inclusion of dummy
variables for regions in regression 4 are robust vis-a-
vis the nonobserved factors common to the regions.

The regression selected for the decompositions ex-
plains 87 percent of the variance in per capita income
levels of the total world sample and 49 percent of the
variance among Latin American countries.

Infant Mortality Estimates

Cross-sectional regressions for 1995 with explanatory
variables for estimating income were used to measure
the influence of geographic and public institutions on
the countries' infant mortality rate. Demographic
variables were not included because of the obvious
problems of endogeneity that they cause from being
determined by the same structural factors as the de-
pendent variable.

Technical Appendix Table 3 shows the results
of a series of regressions that reveal the individual ef-

Independent variables 1 2 3 4

Geography

% of area in the tropics

% of population within 100
kms of the coast

Distance to main markets

Oil exports (% of GDP)

Population density (%)

Area (log)

Africa dummy

institutional quality

Institutional index

Constant

Regional dummies
Adjusted R2

Number of observations

-0.876*
(-6.01)

0.622*
(2.57)
-0,051
ft.80)

3.785*
(4.23)
0.252*
(8,98)
0.077*
(2.66)
-0.67*
(-3.80)

9.336*
(37,08)

No
0.76

74

0.435*
(10,35)

8.618*
(127.91)

No
0.65

97

-0.365
(-2.19)

0.162
(0.84)
-0.027
(-136)
4.711*
(5.02)
0.104*
(2.36)
0.045*
(2:57)
-OJ24*
(-4.76)

0,268*
(405)
5,075*

(46,39)
No
0.87

72

-0.302
(-1,61)

0.148
(0,73)
-0.013
(-0.68)

4,522*
(4.45)
0.117
(1.40)
0.038*
(2,46)
-0.670*
(-5.08)

0.257*
(2,06)
8.972*

(43.17)
Yes
0.88

72

Tabnle2 
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Cross-section Regressions for Infant Mortality
(t-statistic)

Dependent variable: Log (Infant mortality rate)

Note: t-statistic in parentheses.

* Significant at 5 percent or more.

Source: IDB calculations.

fects of per capita income, geography and institutional
quality on infant mortality. Because income is a func-
tion of geography and institutions, the first regres-
sion contains only the first of these variables, while
the other regressions exclude income. Although the
regression adjustment that combines geography and
institutions is similar to the regression adjustment that
uses only income, it does not follow that the effect of
the first variables on mortality occurs exclusively
through income, as may be deduced when analyzing
the decomposition results, which are based on regres-
sion 5 in the table (see discussion in main text).

As in the income level regressions, the vari-
able of institutional quality was instrumented with
dummies derived from the legal code, after verifying
the validity of the instruments and the robustness of
the explanatory variables.

Estimates of the Rate of
Secondary Education Coverage

The effects of income, demography, geography and
institutional quality were determined using cross-sec-
tional estimates and 1995 instrumental variables. Al-
though the infant dependency rate may have
endogeneity with school enrollment, no adequate in-
strument that could pass the standard tests for mea-
suring it was found, and accordingly it was not in-
strumented. As in the previous regressions, the results
were presented using first only income as an explana-
tory variable and then other variables, excluding in-
come (Technical Appendix Table 4). Regression 5 was
used for the decomposition exercises discussed in the
text. That regression explains 82 percent of the vari-
ance at the world level as well as one-third of the vari-
ance among Latin American countries.

Log (real per capita GDP)

Geography

% of area In $»e tropics

% of ̂ f»nfi*ten wWiln 100 tans
ofw-ie&ast

Distance to main markets (tog)

OH exports (% of GDP)

Population density {%)

Area (log)

Africa dummy

Institutional quality

Institutional index

Constant

Regional dummies
Adjusted I2

Number of observations

-1.077*
(-22.64)

11J78*
(29.44)

No
0.84
104

-0.365*
14.91)
3311*
161.46)

No
0.59
145

o.st§*
(4.15)

-1,062*
(-3,49)
0,065
(t.64)
-0.249
(-037)
-0.275*
(-6.27)
-0.061
(-1.45)
0.567*
(2.55)

2.930*
(8.67)

No
0.67
80

-0.011
(-0,05)

-0.344
(•4.865
0.027
(0.96)

-1.615*
(-3.49)
-0.004
(-0.04)
0.002

Q,$8t*
(4.10)

-0.464*
(-5.02)
3355*
(14.75)

No
0,86
77

0.017
(O.tf7>

?4i§f3* -
• (-2*11) 

OJ2«
(1.07)

•1.572*
(-3.49)
-0,013
(-0,19)

O-.HQR*'
(420)

-0,450*
(-5,041
3.340*
(14,76)

No
0.86
77

-0,022
(•4.07)

-0,400*
(-231)
0.012
(039)

-1.400*
(-2.09)
-0.730
(-0,71)

-0«ii3*
(3.SO)

-039S* 

3.501*
(ti&T)

Yes
0.88
77

Inddependent Variables 
1 2 3 

4 5 6

(-2.46)

Table 3
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Cross-section Regressions for Secondary Enrollment, 1995
(t-statistic)

Dependent variable: secondary enrollment

Note: t-statistic in parentheses.

* Significant at 5 percent or more.

Source: IDB calculations.

Independent variables 1 2 3 4 5 6

Log (real per capita income)

Log (real per worker income)

Demography

Dependency ratio for youth (0-1)

Geography

% of area in the tropics

% of population within
100kms of the coast

Distance to main markets (log)

Area (log)

Institutional quality

Institutional index

Constant

Regional dummies
Adjusted R2

Number of observations

0.327*
(15.46)

-2.064*
(-11.69)

No
0.71

100

0.173*
(2.46)

-0.858*
(-3.16)

0.208
(0.25)

No
0.82

103

-0.416*
(-7.44)

0.358*
(5.49)
-0.022
(-1.95)
0.025*
(3.40)

0.713*
(8.44)

No
0.65

83

0.083*
(3.77)

0.604*
(26.25)

No
0.34

138

-0,396
(-1.67)

-0.185*
(-3.24)

0.039
(0,67)
-0.006
W.84)

0.002
(0.31)

0.083*
(2.40)

0.889*
(5.17)

No
0.82

80

-0.363
(1.75)

-0.094
(-1.32)

0.026
(0.40)
0.002
(0.24)
-0.005
(-0.94)

0.085
(1.75)

0.785*
(5.47)

Yes
0,86

80

Tabnle 4
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Chapter
Demography:
Threat or Opportunity?

Chapter 1 showed that demographics account for an
important part of the difference in the level of devel-
opment between Latin America and the Caribbean
and the developed world. Does this mean that the
region is the way it is just because its population is
young? Or that the region has not fully developed its
potential due to the high number of children per work-
ing-age adult?

To an important degree, the answers to these
questions are yes. The huge demographic transfor-
mation already taking place in many countries, which
will intensify during the first half of the next century,
provides a unique opportunity for development.
There will be more people in age categories where
productivity and savings peak; fewer children to edu-
cate and provide for with expensive health services;
and a still relatively small number of older people
demanding pensions and social security benefits.

But in some senses, the answers are no. De-
mography is one of the main factors in the develop-
ment process, but it is not the only one. Even if de-
mographic conditions are right, wrong policies or
unexpected negative shocks could counteract any po-
tential benefits. If there are not enough jobs for the
growing numbers of young adults entering working
age, the demographic change may trigger unemploy-
ment, social violence and crime. If society and fami-
lies do not save enough, they won't have the resources
to support the elderly. If the fewer children per tax-
payer do not receive a better education, the chances
for improving the standard of living of the new gen-
erations will be wasted.

Over the next half century, the most signifi-
cant demographic changes in the world will take place
in Latin America. This makes it essential for today's

policymakers to ground their strategic thinking in
knowledge about demographics. Without understand-
ing what demography is telling them, they are pilot-
ing their countries blindly, without instruments or
even charts. And they will almost certainly end up
planning for yesterday's world and not tomorrow's.

This chapter discusses why demography will
be either a unique opportunity or an increasing threat
to Latin America. It argues that there is enormous
scope for translating the potential threat into oppor-
tunity through policy action. The current demo-
graphic conditions of the region and the conditions
projected for the near future are to a large extent pre-
determined by changes in fertility and mortality that
took place decades ago. The region can either accept
these conditions passively, or adapt its policies to the
new demographic challenge. This chapter points out
the policy areas where adapting to demography can
yield greater benefits.

The chapter consists of seven sections. The
first illustrates why demography matters, and in what
sense demographics matter most. The second section
(page 45) examines the nature of the demographic
transition across the region and the demographic win-
dow of opportunity that is opening.

The third through seventh sections explore
the practical policy challenges created by changing
demography. Section Three (page 59) concentrates
on the interaction between demographics and labor
market policies. The labor market is one of the main
mechanisms that can be used to translate demographic
changes into accelerated development. Demographic
changes will result not only in an expansion of the
size of the labor force, but most importantly, in big
changes in age composition. The shift from large pro-
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portions of young workers to greater proportions of
older ones is already becoming apparent. Consider-
ing that income protection mechanisms in Latin
America have not protected the most vulnerable sec-
tors of society (among them the youngest workers),
the policy debate on how to reconcile demographics
and labor markets should focus on modernizing la-
bor regulations, enhancing the effectiveness of col-
lective bargaining, and expanding income protection
coverage.

Section Four (page 71) examines the relation-
ship between demographics and crime, relevant be-
cause younger adults are much more prone to crime
than older people. An increase in the population
weight of the most crime-prone age group puts addi-
tional pressures on crime rates. Thus, if the economic
environment encourages anti-social behavior, the de-
mographic trends in Latin America will exacerbate
crime and delinquency. These potential negative out-
comes can be avoided by employing a comprehensive
approach that emphasizes crime prevention policies;
better training and labor market opportunities for
socio-demographic groups more prone to criminal
activities; more effective and decentralized prevention
measures; creation and strengthening of inter-agency
groups working on different aspects of the problem;
better diagnosis of the nature and causes of crime in
specific locations; and the design and implementation
of crime program evaluations.

One of the main opportunities that the de-
mographic change conveys is that the share of the
population of school age is declining, while the po-
tential tax base to finance human capital investment
is widening. This opens up the possibility of improv-
ing the quality and coverage of public education sys-
tems, and is the focus of Section Five (page 78). But
demography also brings major challenges, since the
demand for different types of public education ser-
vices will also change rapidly with the shifts in the
age structure of the school-age population. The prin-
cipal objectives for policymakers trying to improve
education under changing demographic conditions are
flexibility to meet changes in demand, diversity to pro-
vide education to heterogeneous age groups, and effi-
ciency to make better use of public and private re-
sources. Anew organizational paradigm is needed that
focuses on strengthening the users of services, gives
more autonomy to providers, and redefines the role

of the state. Technological progress can facilitate this
process and should be drawn upon for improving ac-
cess to and the quality of basic educational levels as
well as higher and adult education. A variety of orga-
nizational schemes can be put in place to make better
use of private and public efforts to expand and im-
prove education at all levels.

Section Six (page 87) addresses health, an-
other important service closely linked to the demo-
graphic transition. Changes in the age structure of
the population have enormous implications for the
demand for different kinds of health services, so it is
crucial that policymakers in this sector adapt to de-
mographic shifts. The region is moving toward hav-
ing a greater share of the working-age population that
contributes more to financing public health, but de-
mands less of the services than the younger and older
age groups. This provides a unique opportunity for
preparing for the future, when there will be growing
demand by the population over 65. Public health poli-
cies will have to address three major challenges: i) es-
calating medical costs due to the growing importance
of noncommunicable diseases associated with aging;
ii) growing reliance of the population on public and
private insurance mechanisms due to the increased
cost of medical services; and iii) the growing need for
new models of health organization and delivery to
provide a wider range of health services. Any national
framework to address these challenges should rein-
force essential public health functions, improve the
information available through research and review of
new technologies, strengthen the regulatory frame-
work for public and private health insurance, improve
the efficiency of the use of public resources, and adopt
flexible health service models that are adaptable to
changing demographic conditions.

Finally, Section Seven (page 92) deals with one
of the major challenges posed by an aging population,
which is the growing demand for pensions and retire-
ment benefits. These demands have traditionally been
met by public social security institutions in the region.
What is alarming is that even though the share of the
over 65 age group is still not high by international stan-
dards, most countries already carry large deficits in
social security obligations. With the aging of the popu-
lation, these deficits are bound to become unmanage-
able unless financially sustainable pension systems are
put in place soon. The most widely embraced alterna-
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Demography: Threat or Opportunity?

tive has been to shift to privately funded pension sys-
tems. But even with this shift, the state still has a very
important role in ensuring that this potential time
bomb becomes an opportunity. First, the public sector
must regulate and monitor the workings of the system
to protect society's savings, and secondly it must pro-
mote and facilitate the development of financial mar-
kets so that the resources accumulated by saving be-
come productive investments to finance development
as well as retirement obligations. An additional and
more promising factor in this mix is that in a global-
ized world, where the demographic characteristics of
one region may have implications for others, the de-
mographic mismatch between Latin America and the
developed economies may actually widen the window
of opportunity for the region. Large shares of the popu-
lation in developed countries are already making use
of the savings accumulated in the past for their retire-
ment. This tends to reduce the returns to capital in
those countries. In contrast, in Latin America, the un-
usually low levels of capital per worker due to the ex-
pansion of the labor force increase the return to capi-
tal. If long-term capital flows between regions at
different stages of the demographic transition increase,
the demographic mismatch may help to finance re-
tirement in the oldest regions, while fueling growth in
developing areas such as Latin America.

Why Demography Matters

Demography shapes everyday life both today and in
the future in many crucial ways. It changes the num-
ber of people in each country, the rate of population
growth, and most importantly, the age structure of
the population.

Perhaps the most obvious way in which de-
mography affects daily life is through population
growth. This can be a threat when populations grow
faster than the capacity of governments to provide
public services and the technological progress needed
to make better use of available resources.

Population growth was in fact the main rea-
son why people started worrying about demograph-
ics centuries ago. The fear of overpopulation has been
much debated ever since the ideas of Thomas Malthus
gripped the western intellectual imagination (Box 2.1).
Malthus believed that population size would ultimately

be limited by famine. Resources were fixed, so scar-
city would always knock populations back to a sus-
tainable size. His ideas live on. In 1968, for instance,
Paul Ehrlich opened his influential book The Popula-
tion Bomb with the words "The battle.. .is over. In the
1970s hundreds of millions of people are going to
starve to death." More recently, as India's population
has surpassed 1 billion and the world population 6
billion, media interest has again stoked Malthusian
fears.

On the whole, however, these concerns have
proved unfounded. In the past 30 years, the world's
population has increased by 2.3 billion, but average
incomes have risen by about two-thirds in real terms
during the same period. Massive numbers of workers
have become more productive. They have shifted from
agriculture to industry and services, become more
highly educated, and used technology to increase the
value they add through the work they do. Natural
resources, meanwhile, have not been depleted. To the
contrary, world prices for natural resources have fol-
lowed a long-term downward trend. Environmental
concerns remain about how resources are used, but
predictions that resources such as oil would run out
in the 1970s have proved off the mark. Even so, con-
troversy about the effect of population growth on
development remains.

The most crucial way in which demograph-
ics affects everyday life is through the dynamics of
the age structure. Populations are rarely stable—the
fertility, mortality and net migration rates that deter-
mine growth and age structure are always in flux.
Changes in age structure exert profound influences
across a society, interacting with various features of
the social and economic landscape in complex ways
that can multiply or mitigate their effects on society.

Age Structure Affects Economic Outcomes

In the same way that individuals change their needs,
resources and behavior through their life cycle, coun-
tries also change as their age structure shifts. When
people are young, they have little capacity to generate
resources, but they have considerable needs. They are
at a stage in life when their family or society has to
invest in them so that they can become productive
adults. Adults support their offspring in the same way
they were supported by their parents, and they usually
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The Population Debate

The economic literature has varied considerably over time in

terms of the importance given to demographic factors in the
process of economic development. While population growth

at times has been considered a major determinant of eco-
nomic options, most of the mainstream economic literature

of the last half century has treated demographic consider-

ations as but one of many factors that might shape aggre-

gate options. In the 1990s, however, there has been increased

emphasis on the role of demographic factors in conditioning

economic development, particularly in terms of how the shift-
ing age structure during the demographic transition may

offer medium-term economic opportunities.
The population debate traditionally pits the pessi-

mists against the optimists. The pessimist argument origi-
nated with Thomas Malthus, who in 1798 predicted that while
populations would continue to grow because of normal hu-

man reproduction, land, physical capital and knowledge

would not increase at the same pace. Famine, he reasoned,

would then force population levels back down. Escape from
subsistence would be possible for only a tiny fraction of a

country's population.
The second school—population optimism—is asso-

ciated most prominently with the work of Ester Boserup,
Simon Kuznets and Julian Simon. They argue that need is
the mother of invention. Rapid population growth and in-

creasing population density will stimulate technological

change and institutional innovation. Boserup argues that

primitive agriculture was born as traditional hunter-gather-

ers faced the challenge of having to feed more people, with

modern agriculture later evolving as a further response to
population growth. Larger populations should also be bet-

ter at generating knowledge. They have more "geniuses,"

people whose creativity can transform the way their society

operates, and they can use size as an advantage to capture
economies of scale, making them more productive.

Since the 1950s, economists have tended towards

population neutralism, which is rooted more in econometric

evidence than theoretical reasoning. It argues that the pace

of economic growth bears no systematic association to popu-

lation growth among similarly situated countries.
Policymakers in developing countries have been heavily in-

fluenced by this perspective, as has the international devel-

opment community.

Only recently, economists have revived the idea that

population change does have important effects on economic
growth and development. But these effects are associated

more with the dynamics of a changing age structure than they

are with the rate of population increase. Malthusian effects

are possible, but so is real demographic gain. The challenge is

to policymakers. Can they adapt to a changing environment?
Or will the promise of demographic change pass them by?

pay back part of what was given to them by providing
support for their elderly. To close the circle, the eld-
erly who are fortunate enough support themselves af-
ter they have lost their capacity to work, while others
rely on family or society to fulfill their needs.

The life cycle of a country is similar, except
that countries do not age and die in the way individu-
als do. In fact, they can sometimes even become
younger. Like individuals, the needs of countries and
their capacity to generate resources change depend-
ing on the relative sizes of the age groups going
through different stages of their life cycle. The dy-
namics of shifts in age structure can be triggered by
mortality reductions or—less commonly—by fertil-
ity increases that create a bulge in the population struc-
ture, a "baby-boom" generation that can cause far-
reaching social change. At first this generation needs
educating, imposing additional costs on society, al-
though arguably offering an opportunity to make

much-needed educational breakthroughs as well. The
generation gradually reaches working age and, in a
favorable labor market, becomes economically pro-
ductive. With the right incentives, this generation also
starts to save a considerable proportion of its income,
increasing investment in the economy and helping to
cushion society against the final stage of the demo-
graphic transition—a large increase in the number of
elderly people who need financial support, care and
companionship through their retirement.

Within Latin America, there are a wide vari-
ety of age structures. Figure 2.1 shows that some coun-
tries in the region are among the youngest in the world
(Belize, Guatemala, Honduras and Nicaragua), while
others (Uruguay and Barbados) have average ages
similar to the developed countries. In other words,
there are at present huge differences in the stages of
the demographic life cycle through which different
countries in the region are passing.

Box 2.1
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Average Age of the Population

These differences are the outcome of events
that occurred some time in the past. Today's age struc-
ture is largely the result of past fertility and infant
mortality rates that were determined by the economic,
social and cultural circumstances prevailing at that
time. In turn, the current age structure may have a
deep influence on many aspects of the economic and
social environment. This report mainly focuses on
how demographics affect economic and social out-
comes.

Macroeconomic Consequences of Age Structure

Do differences in age structure really matter for today's
economic outcomes? Yes, they do, and through sev-
eral channels, the first of which is a purely account-
ing one. If there are two countries with identical av-
erage productivity per worker and labor force
participation rates, their GDP per capita still differs
if one has a larger share of its population of working
age than the other. For instance, Figures 2.2a-d com-
pare Hong Kong (one of the fastest growing econo-
mies with one of the oldest populations) with Mexico
(a relatively young population) and Argentina (one of
the oldest populations in Latin America, but still
young in comparison with developed countries). Fig-
ure 2.2a shows that GDP per capita in Hong Kong
has been greater than that in Mexico since 1965.

However, in Hong Kong a larger proportion of the
population has been of working age. Therefore, if we
plot the GDP per worker (which is similar to extract-
ing from the calculation the population that is not of
working age), the differences narrow considerably.
According to Figure 2.2b, we would still conclude that
Hong Kong has grown at a faster pace, but it only
seems to have surpassed Mexico in terms of GDP per
worker in about 1985. So the ranking of these two
countries over 1960-90 changes after adjusting for dif-
ferences in population. A similar story applies for the
difference between Argentina and Hong Kong shown
in Figures 2.2c and 2.2d.

Income per capita changes with age struc-
ture not only because the share of those of working
age changes, but also because of the different levels
of productivity of workers of different ages. As work-
ers gain experience, their productivity increases, es-
pecially if they have a high level of education. A peak
is reached and productivity eventually decreases as
workers approach retirement age. Figure 2.3 shows
the relationship between per capita GDP (and other
variables) and the average age of the population at
the country level.1 This figure is based on historical
information for a large number of countries over the
past 45 years. It represents the typical behavior of
the variables plotted as countries age, that is to say
as older age groups become more important in size
than younger ones. When the average age of the
population reaches around 26, GDP per capita starts
to increase and continues to do so as the country
ages. (The figure stops at around age 39, which is
slightly above the average age of populations of the
developed countries.) Some Latin American coun-
tries already are old enough to be in the range where
GDP per capita increases with age. But in the region's

1 See Appendix 2.1 for a description of the methodology. The average
age patterns refer to the average trend shown in about 150 countries
during the period 1950-95, net of all country differences and year-
specific events. Recall from Chapter 1 that the average age is a syn-
thetic indicator of age composition, because it is negatively correlated
with the share of population in the 0-15 group, and strongly positively
correlated with the share of working-age population and with the 65
and over group. The horizontal axis of the graphs shows where Latin
America and other regions stand in terms of average age of population
in 1995. The average for East Asia refers only to Hong Kong, Korea,
Singapore and Taiwan, the four fastest growing economies for 1965-
95 and the ones recently experiencing the fastest demographic transi-
tion.

Figure2.1
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Source: Behrman, Duryea and Szekely (1999b).
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The Effect of Population Composition: GDP Per Capita and Per Worker

a. GDP Per Capita in Mexico and Hong Kong

b. GDP Per Worker in Mexico and Hong Kong

c. GDP Per Capita in Argentina and Hong Kong

d. GDP Per Worker in Argentina and Hong Kong

youngest countries that point is still further away, as
young workers are still entering the labor market in
large numbers, outweighing the productivity gains
of the relatively small numbers of mature workers.
In comparison, the average age of the fast-growing
East Asian countries is around 33 years, which is be-
yond that of the oldest Latin American countries
(Barbados and Uruguay) and well in the range where
GDP per capita is favored by the higher productiv-
ity of the mature workers.

At an aggregate level, GDP per capita in-
creases with average age not only as a result of age
composition changes but also due to the fact that more
capital becomes available to each worker. This is pos-
sible because aggregate savings also show a very dis-

tinct age pattern. The domestic saving rate is one of
the variables most closely related to the life cycle be-
cause people usually save little or dis-save at young
ages when their earning capacity is low. The same
person has greater saving capacity in prime age. But
at retirement age there is lower income-earning ca-
pacity, and past savings, if available, will be drawn
down to compensate for the mismatch between in-
come and needs. In the same way, a country with a
large proportion of children or elderly saves less than
when it has a larger share of its population in working
age. As the average age of a country's population in-
creases from the low 20s on, the savings rate increases
sharply and reaches a peak at around 33 years of age
on average, and then declines somewhat. Countries

Figure 2.2

Source: IDB calculations based on Penn world Tables(1998).
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with young populations, such as those in the African
and South Asian regions, have mean ages associated
with relatively low saving rates. The Latin American
population is on average 27 years old, five years older
than Africa, which implies a larger proportion of the
population in the prime working ages and higher sav-
ing rates. East Asian economies, on the other hand,
have much larger domestic saving rates than the av-
erage Latin American country. An important part of
the difference is that the average individual in these
fast-growing East Asian economies is at a later stage
of the life cycle, which is characterized by higher sav-
ing rates.

Social Expenditures Change as Countries Age

Another obvious effect of shifts in the age structure is
a change in the provision of different types of gov-
ernmental services. Countries with young populations
where the proportion of children is large face greater
demand for educational expenditures, which would
be reflected in a larger share of these in GDP. Simi-
larly, in very young and very old countries, the de-
mand for health services is expected to be larger than
if most of the population is of working age.

Figure 2.4 shows that the average age pattern
for public expenditures on education is basically flat.
Apparently the aging of countries has not been asso-
ciated with a significant reduction in public educa-
tional expenditures as a share of GDP. But this figure
also includes the historical pattern followed by public
expenditures on primary education per primary
school-age child. As the average age of a country in-
creases, public expenditure on primary education per
school-age child increases. If the share of education
expenditures remains constant as the average age of
the country increases, expenditure per child remains
relatively low in countries with young populations but
increases as the relative size of this group falls with
the demographic transition. If increased public ex-
penditures per primary school age child improves the
quality of basic public schooling, then the demo-
graphic change has had an important impact on pro-
ductivity and other outcomes for these children.

East Asia on average has benefited from the
average-age related increases in expenditure per
school age child for some time, though with consid-
erable potential for further benefits as the average

How Macroeconomic Variables
Change as Countries Age

How Social Expenditures
Change as Countries Age

Figure

Figure2.4

Source: Behrman, Duryea and Szekely (1999b).
Note: The Vertical axis measures changes with respect to a hypothetical country where the
average age of the population is 20 years old.

Source: Behrman, Duryea and Szekely (1999b).
Note: The Vertical axis measures changes with respect to a hypothetical country where the

average age of the population is 20 years old.
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age approaches that of current developed countries.
On average, Latin America is just entering the stage
of the average-age profile where this variable in-
creases, with the overall Asian average slightly be-
hind the region. Within Latin America, only Uru-
guay and Barbados have average ages above the
sharply upward sloping segment in their early 30s,
but these two countries, like those of East Asia, still
generally have many potential benefits to be real-
ized as their average ages increase towards those of
the developed countries. Most of the rest of Latin
America is on the portion of the curve between the
average ages of 24 and 30, but a few countries (Ar-
gentina, Chile, Trinidad and Tobago) are poised to
move to the average ages with larger positive effects
on expenditures in education.

Public provision of health services also
changes with the prominence of different age groups.
If countries have low average ages and high young
dependency ratios, health expenditures as a share of
GDP tend to be high, reflecting the demand for pub-
lic health services that is typical of the initial stages
of the demographic transition, with high fertility and
high infant mortality. As the average age and the
population share of the working-age population in-
crease, health expenditures decline. Figure 2.4 shows
that health services as a share of GDP tends to reach
its lowest level at age 32 and then starts rising for
higher average ages in response to increased demand
by older individuals, who are increasing their popu-
lation share.

The average age in Africa is associated with a
high share of health expenditure, while the typical
Asian and Latin American countries are at the stage
of the demographic transition where the aging pro-
cess is associated with declining health expenditures
as a share of GDP.

Effects of Age Structure on Unemployment,
Crime and Inequality

Age structure has strong effects on unemployment
rates because different age groups have very different
probabilities of becoming unemployed. Figure 2.5
shows that when the working-age population of a
country is relatively young, unemployment rates are
higher. But unemployment decreases as the age struc-
ture becomes older. Unemployment rates are higher

among younger workers because when individuals
enter the labor market for the first time they spend
more time searching for the best job to match their
skills. It is also cheaper to dismiss them, and their
potential employers know less about them. For ages
33 and higher, unemployment rates start increasing
again, reflecting that it may be increasingly difficult
to find employment at older ages.

Africa, Asia and Latin America are on aver-
age at the point when, as average age increases, there
may be further declines in unemployment rates. East
Asia, in contrast, already is near the lowest point of
the unemployment pattern, and the developed coun-
tries are on the increasing segment. For most coun-
tries in Latin America, increases in average ages in
the medium run will tend to reduce unemployment.

A similar story applies to the link between
crime rates and demography. Crime rates tend to be
higher among juveniles, so crime surges with an in-
crease in the relative importance of the crime-prone
age groups, then falls as the population shifts to older
ages. Figure 2.5 shows that homicide rates tend to
peak when the average age is around 27 years, near
the average for Latin America as a whole. This does
not imply that homicides must necessarily soar when
countries are at this stage of their demographic tran-
sition, but only that there are some demographic
forces that, if unchecked, can produce that undesir-
able effect, especially if combined with other inter-
vening factors such as poor macroeconomic perfor-
mance or major deficiencies in key institutions.

Finally, Figure 2.5 presents the average age
pattern for the Gini inequality index. There is a clear
increase in inequality after an average age of 27, the
average for Latin America. This pattern suggests that
as a population ages, there is an age structure effect
that generates pressures toward increasing inequal-
ity. This is particularly disturbing for Latin America,
which is already the most unequal region of the world.
The main reason for this pattern is that inequality
within cohorts usually increases with age. In part, this
increase is produced by the differences in income pro-
files across the life cycle for different education groups.
The life-cycle pattern of earnings is typically flat for
unskilled people, while the profile for those with more
education typically increases throughout the life cycle
and levels off at retirement age. If two individuals,
one with college education and the other with incom-
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Demography: Threat or Opportunity? 45

plete primary schooling, are compared at 25 years of
age, the income difference between them in the typi-
cal Latin American country is four to one. As time
goes by, the individual with higher education will re-
ceive substantial pay increases, while the unskilled
person will not. By the time they are around 45 years
of age, the highly educated person will be typically
earning about eight times more, because he or she
will have been able to receive the returns to the edu-
cation investment.2 Additionally, inequality within
older cohorts tends to be higher because of the per-
sistent effects of good and bad shocks experienced
early in the life cycle (e.g., good or bad luck in the
initial job match, bad luck in experiencing chronic ill-
nesses or disabilities).

Thus, when the population weight of older
and more unequal age groups increases, inequality
tends to rise. This does not imply that a country will
necessarily become more unequal as it ages, but sim-
ply that there are unequalizing age structure factors
that will predominate unless there are other stronger
effects in the opposite direction.

The Demographic Transition in Latin America

Demography matters for many reasons, ranging from
productivity and savings to unemployment, crime and
inequality. This implies that at least some of the dif-
ferences in economic, human and social development
between Latin America and other regions in the world
are due to the fact that Latin America is going through
a different stage of the demographic transition. But,
by the same token, most Latin American countries
are at the point where the transition could play in fa-
vor of accelerating the development process, if ap-
propriate policies are in place. How quickly will they
enter the stage where they stand to reap these ben-
efits? When will they be in the best position to take
advantage of the opportunity?

To answer these questions, this section ex-
plores the key demographic changes that have taken
place and will take place in Latin America. It also asks
the most critical question of all: Has Latin America
benefited from its demographic transition so far? And,
if so, by how much?

What Sets the Pace of Transition?

The typical demographic transition begins with a
sharp fall in mortality rates as improvements in pub-
lic health and medicine contribute to longer life ex-
pectancy. Infant and child mortality fall especially
quickly, which in turn has an effect on fertility, which
falls—fundamentally challenging the Malthusian view
that only limited resources will limit people's capac-
ity to have children. The relationship is not a simple,
mechanical one, however. It relies on a shift in per-
ceptions. As families become aware that their chil-
dren are more likely to survive, there are fewer births.

The lag between falling mortality and total
fertility rates means that countries first see a rapid
growth in population, which then gradually declines
as the demographic transition matures (Diagram 2.1).3

At this initial stage, the dependency ratio of the

2 Duryea and Szekely (1998) show these effects for several Latin Ameri-
can countries.
3 The total fertility rate refers to the number of children a woman can
expect to have in her lifetime given current age-specific fertility rates.
It is thus independent of the age distribution of the population, unlike
the crude birth rate, which is highly dependent on age structure.

How Social Indicators Change
as Countries Age

Figure 2.5

Source: Behrman, Duryea and Szekely (1999b).
Note: The Vertical axis measures changes with respect to a hypothetical country where the

average age of the population is 20 years old.
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Stylized Model of a
Demographic Transition

young with respect to those of productive age surges.
But in the next stage, fertility declines faster than
mortality, population growth falls and the dependency
ratio of the young starts decreasing. The faster the
decrease in the dependency ratio of the young, the
greater the demographic opportunity presented by
having a large working-age population and low de-
pendency ratios. But as the population continues to
age, the dependency ratio of the old with respect to
those in productive age increases, eventually offseting
the decline in the dependency ratio of the young. At
this point the window of demographic opportunity
has closed.

Speed of the Transition

The time paths of dependency ratios of the young
and old across regions over the past half-century vary
widely. Figure 2.6 plots these ratios for Latin America,
North America, Europe, East Asia and other major
world regions. Africa has the highest dependency ra-
tio of the young throughout this period—in 1995, it
was about 3.4 times larger than that of Europe, the
region with the lowest ratio. The African dependency
ratio also has changed relatively little in comparison
with the other developing regions. It increased a little
until about 1980, but currently remains high, since
high fertility rates only recently have started to de-
cline.

Dependency ratios of the young in Asia and
Latin America throughout this half century have been

below those for Africa, but considerably higher than
those of North America and Europe. They show the
inverted "U" shaped trend that is characteristic of the
demographic transition, with the peak around 1970.
East Asian ratios have been lower than those for the
rest of Asia and Latin America throughout this pe-
riod, though they increased considerably between
1950 and 1960. They then peaked a little earlier in
the 1960s and declined more sharply after the peak
than in the rest of Asia and Latin America, so that by
1995 they were much closer to ratios in North
America and Europe. Dependency ratios of the young
for North America and even more so for Europe have
been below those for developing countries through-
out the past half-century (generally considerably be-
low, with the sole recent exception of East Asia). They
both had a peak around 1960 due to the "baby boom"
and tended to decline, but with lesser rates of decline
than the somewhat later declines in Asia and Latin
America.

Thus, since the sharpest decline in depen-
dency ratios for the young between 1970-90 occurred
in East Asia, this region had the greatest demographic
opportunity among all of the world regions. The next
sharpest decline was in North America over 1960-80
due to the "baby boom" generation (the generation
born during 1945-55, when fertility rates surged tem-
porarily). Latin America has had an ongoing and sub-
stantial decline since around 1970, but it has not been
as fast as those of East Asia and North America. There-
fore, although Latin America has had an ongoing de-
mographic opportunity, and currently is experienc-
ing the fastest decline in the dependency ratios of the
young among all of the regions, this opportunity is
not as large as experienced earlier by East Asia, be-
cause the decline has been less rapid.

Figure 2.7 presents the dependency ratios of
the elderly by region. Europe and North America have
elderly dependency ratios way above those of the other
regions, and, moreover, their ratios have been increas-
ing at more rapid rates than other regions for most of
the 45-year period covered. The differences among
the developing regions are very small in comparison
with the differences between the developing and the
developed regions. Thus, what primarily differenti-
ates the age structure and dependency ratios in East
Asia from the other developing regions is the relative
size of its working age population.
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Changes in fertility and mortality trigger the
demographic changes that translate into the depen-
dency ratios of the young and the elderly. Fertility
and mortality determine the population growth rate
and thus the relative size of each generation and the
population weight of each age group. Differences in
the speed at which fertility and mortality shift deter-
mine the speed of the demographic transition that is
observed later.

The transition in Africa has been slow. In-
deed, this is the developing country region with the
highest fertility, and where fertility has declined most
slowly (Figure 2.8). The second highest fertility rates
are found in Asia (excluding East Asia) and Latin
America, despite their decline since the 1950s. This
is because the transition is well advanced in Europe,
where fertility declined earlier, and because the
changes registered in East Asia were very fast, actu-
ally the fastest recorded up to date. Thus, the differ-
ence between Latin America and East Asia was 0.2 in
1950, but had increased by a factor of over four to
almost 1.0 in 1995.

The differences in mortality across regions
are currently much smaller than in the past and also
smaller in relative terms than those for fertility (Fig-
ure 2.9). While fertility rates have diverged signifi-
cantly between East Asia and Latin America since
1950, crude mortality rates have converged since the
mid-1970s. Differences in recent years are quite small

Decline of Fertility Rates Worldwide

between East Asia and Latin America, and between
Europe and North America, with the former group
having lower crude mortality rates than the latter be-
cause mortality rates increase substantially as old age
dependency ratios increase. Therefore, the differences
currently observed in age structures, dependency ra-
tios and average ages of the population are due much
more to different fertility rates than to different mor-
tality.

Dependency Ratios for Youth Worldwide Dependency Ratios for Older Persons
Worldwide

Figure 2.6 Figure 2.7

Figure 2.8

Source: Behrman, Duryea and Szekely (1999b).
Source: Behrman, Duryea and Szekely (1999b).

Source: Behrman, Duryea and Szekely (1999b).
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Convergence of Crude Mortality Rates

Uneven Demographic Transition

The speed of the demographic transition in Latin
America has varied widely across countries. Differences
in age structure in the region, as seen in Figure 2.1, are
quite apparent also when looking at dependency ratios
of youth (Figure 2.10). In countries with the youngest
populations, such as Honduras, Nicaragua and Guate-
mala, dependency ratios of the young in 1995 were
twice as large as in the countries with the oldest popu-
lations, including Barbados, Argentina and Uruguay.
Whereas in 1950 about half of the countries had youth
dependency ratios between 0.7 and 0.8 (which suggests
that some decline in these ratios already had occurred),
by 1995 the ranking among this group of countries had
changed significantly due to differences in the paces at
which fertility had fallen.

The largest fertility declines in Latin America
have been in the countries with the highest fertility in
1950. One might expect the countries with the high-
est initial fertility to register a larger decline because
fertility has a lower bound, and fertility rates across
countries therefore tend to converge. The correla-
tion between the change and the level of the total fer-
tility rates in 1950 is -0.83, which suggests that the
Latin American countries are in fact converging to
lower fertility levels. Countries such as the Domini-
can Republic, which had the highest fertility in 1950,
had the largest decline; Uruguay, which had the low-

est rate in 1950, had the smallest change. However,
there are also countries such as Haiti, Guatemala,
Paraguay and Bolivia, which had some of the highest
rates in 1950, yet whose fertility decline has been
slower than expected on the basis of this correlation.

With the exceptions of Haiti, Uruguay and
Argentina, which have high mortality rates, current
differences in this variable are relatively small within
Latin America. (Death rates are high in Haiti because
this country has the highest infant mortality rate, and
high in Uruguay and Argentina because relatively
large proportions of their populations are old). There
were much sharper differences within the region in
1950, but death rates declined more in the countries
with higher mortality in 1950, and convergence has
been faster in terms of death rates than for fertility.
An extreme case is the comparison between Guate-
mala and Barbados. Guatemala had death rates al-
most twice as large as Barbados in 1950, but by 1995
the death rates for the two countries were very simi-
lar. In contrast, fertility in Guatemala was 1.5 times
higher than Barbados in 1950, but almost three times
higher in 1995. This is just one example that shows
that the age structure differences observed within
Latin America today are primarily due to differences
in fertility rather than mortality rates.

Since the demographic change implies differ-
ent numbers of children per household, it normally is
accompanied by other far-reaching societal changes,

SjW^mjj Dependency Ratios 
in Latin America

Figure 2.9  Figure 2.10

Source: Behrman, Duryea and Szekely (1999b).

Source: Behrman, Duryea and Szekely (1999b).
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Factors Behind the Decline in Fertility
between 1960 and 1995

Why Fertility Fell Faster in East Asia

including family arrangements. The East Asian coun-
tries that experienced the fastest demographic transi-
tion have also been going through intensive changes
at the family level, such as later marriages, that rein-
force changes in fertility (Box 2.2).

What Triggered the Demographic Transition?

We have seen that the pace of the demographic tran-
sition is set by the gap between the rates of fertility
and mortality. In Latin America and even worldwide,
current differences in the demographic transition are
due much more to differences in fertility rates than to
unequal mortality rates. Then, we may ask, what ex-
plains these differences in fertility? The fall in the
mortality rate—which can be attributed to economic
and technical developments—is itself part of the ex-
planation. But there are other social and cultural forces
at work.

Figure 2.11 decomposes the change in total
fertility rates of regions of the world between 1960
and 1995.4 In all the developing regions taken to-
gether, fertility declined by 2.1 children during this
period. Most of the decline seems to be associated
with improvements in health and education, with
health gains accounting for around 45 percent and
female schooling 35 percent (secondary, 22 percent,
and tertiary, 14 percent). This general pattern holds
across all developing regions, albeit with some differ-

ences in the relative importance of the factors. In Af-
rica, health improvements played a larger role than
in other regions, and gains in female primary school-
ing were the most important educational factor. In
East Asia, the effect of female secondary schooling
was larger both in absolute and relative terms than in
any other developing region, accounting in large part
for the dramatic decline in that region's fertility rates
since 1950 (Figure 2.12).5

Within Latin America, the relative impor-
tance of female education and health improvements
varies widely from country to country in explaining
fertility declines between 1960 and 1995 (Figure 2.13).
On average, health improvements were the most
important factor, explaining 3 8 percent of the declines
from a statistical point of view, followed by female
secondary (13 percent) and tertiary schooling (12 per-
cent). The largest fertility declines within the region
took place in the Dominican Republic and Costa Rica,
where fertility was reduced by more than 4 children.
Nevertheless, there are some cases that deviate from
the general pattern. In Argentina, Barbados, Costa
Rica, the Dominican Republic, Ecuador, Jamaica,

4 See Behrman, Duryea and Szekely (1999a). See Appendix 2.2 for
the technical details of the decomposition.
5 These three associations total more than 100 percent but are offset
primarily by unobserved differences in the changes that are 41 percent
of the total.

2.11 Figure 2.12

Source: Behrman, Duryea and Szekely (1999b).

Source: Behrman, Duryea and Szekely (1999b).
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Changes in the Structure of Families

Onf of :the most dramatic shifts to accompany the demo-
griî ijG trunsltion over the past few decades has been the
change *n family living arrangement. For example, women
are now marrying at older ages, whicn is one of the forces
behind the fertility decline, in Venezuela, 63 percent of
women between tf»e ages of 15 and 45 were married in 1981,
while only 55 percent of the same group were married in
1995 (see Figure 1).

Another dramatic shift has been the decline in the
percentage of children residing with two parents. This is a
welHcnown trend in the industrWiied world. By 1990, ap-
proximately 73 percent of children under 18 years of age
were residing in two-parent families in the United States,1

whereas 20 years earlier the share had been approximately
85 percent. As in the United States, thetrend in Latin America
is driven by the absence of fathers in the family. From 1977
to 1996, the percentage of children younger than 18 living
with two parents in Brazil fell from 82 to 76 percent.2 For
younger children the trend is even more dramatic. Whereas
90 percent of children below the age of 6 lived with two
parents in Brazil in 1977, by 1996 the percentage had fallen
to 80 percent. In Chile (77 percent) and Venezuela (71 per-
cent), even smaller percentages of children under age 6 cur-
rently reside with two parents.

Single parenthood is the result of a number of so-
cial behaviors: divorce, separation, widowhood, and child-
birth without marriage or consensual union. In Latin America,
increasing proportions of women are raising children out-
side the formal institution of marriage.3 This is a very recent
change, however, for white Europe, Canada and the United
States have witnessed these types of changes in the basic
structure of households over the past few decades, the clas-
sification of living arrangements by household type has re-
mained Quite stable in Latin America.4 This is somewhat sur-
prising given the aging of the population as well as changes
in formal and informal marital patterns, but it reflects the
persistent rote of the household as a provider of social pro-
tection in Latin America.

Thetrend in the United States, Canada and Europe
is toward single-parent households as well as single-person
households. For example, in the United Kingdom the share
of single-parent households among households with children
99.
United States the share rose even more dramatically, from
11 percent in 1970 to 23 percent in 1988,5 Even in Japan,
where the traditional two-parent family remains strong, the
extended family household (additional relatives beyond the
immediate nuclear family) is declining rapidly.6

The share of single-person households is over 25
percent in Canada, the United States, Germany, Sweden,

United Kingdom, Denmark and the Netherlands. In contrast,
for Latin American countries v$*h national data, fewer than
10 percent of households art farmed by one person. Even in
Greater Buenos Aires and urban Uruguay, both high-income
countries well into the demographic transition, less than 5
percent of persons live atone.7

The only discernible shift in the basic household
structure in Latin America is a slight increase in the share of
persons living in extended family households, as witnessed
in Chile, Honduras, Mexico, Uruguay and Venezuela. Over
half the total population currently resides in an extended
family household in the 16 countries for which nationally
representative data is available. Among children 18 and
younger, over SO percent live in extended households in Co-
lombia, Nicaragua, Peru, El Salvador and Venezuela, while
that figure is over 40 percent in Brazil, Chile, Costa Rica, Ec-
uador, Mexico and Paraguay. In other words, while the share
of children without fathers present is growing in Latin
America, these children and their mothers tend to be ab-
sorbed into the households of other family members. That
does not mean, however, that all is welt. Vvttile the extended
family can buffer some of the loss of a father's income and
schooling, studies have found that children in fatherless
households perform more poorly in school, even after con-
trolling for other socioeconomic characteristics of the family.8

Figure 1. Venezuelan Women Ages 15*45
Who Are Married

Box 2.2

Source: Household surveys.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Demography: Threat or Opportunity? 51

Table 1. Population Over Age 60
(In percent)

Percent without
own income source

Female percentage
of total population Male

1 Greater Buenos Aires only.
1 Urban areas only.
3 Average is for nationally representative surveys.

Source: IDB calculations based on household survey data.

Female

Argentina1

Bolivia
Brazil
Costa Rica
Chile
Colombia
Mexico
Panama
Paraguay
Peru
El Salvador
Uruguay2

Venezuela
United States
Latin America3

1996
1996
1995
1995
1996
1997
1994
1997
1995
1996
1995
1995
1995
1996

59.47
52.24
55.13
56.09
56.93
52.71
52.28
51.17
53.66
50.79
56.03
59.71
54.04
56.86
53.90

11.99
18.77
4.21
3.88
3.42

24.61
19.29
16.21
13.86
10.59
22.27

1.90
23.51

1.99
14.60

30.67
55.96
20.93
28.97
24.83
59.02
62.04
39.49
40.97
42.06
47.91
11.44
58.10
3.50

43.66

Thus, providing resources to children in female-headed
households, as has been common in developed countries, is an
inadequate targeting mechanism for Latin America because
many fatherless children would not qualify for benefits. Approxi-
mately 25 percent of children living with mothers but without
fathers live in male-headed households in Brazil, Chile and Ven-
ezuela.

The extended family is also a vital survival mechanism
for another at-risk population in Latin America: the elderly. Over
30 percent of the population over age 65 lives alone in Canada,
the United States, Germany, Sweden, the United Kingdom, Den-
mark and the Netherlands,9 white in Latin America, those fig-
ures range from under 10 percent in Colombia, Honduras,
Mexico, Paraguay, El Salvador and Venezuela, to nearly 20 per-
cent in urban areas of Uruguay and Argentina.

In the developed world, poverty rates among elderly
women are higher than their male counterparts. As in the rest
of the world, women in Latin America earn less on average than
men but live longer. Table 1 shows the share of men and women
over age 60 who do not report any income source at the indi-
vidual level. Although elderly women in Latin America are much
less likely to have an income source than elderly men, neither

sex is over-represented In the lower income deciles relative
to their population shares. However, should tN*.«&ttHttted
family in the future diminish the protective role It has tradi-
tionally provided to relatives, poverty among the elderly could
become a serious concern, particularly for elderly women.

1 The share of children living without one biological parent was approxi-
mately 40 percent. See Lerman (1996).
2 The term "father" includes stepfathers, biological fathers, adoptive fa-
thers and consensual partners of the children's mothers.
3 See UNFPA (1998).
4 Households can be classified into five categories; t) one-person; 2) f»yctear
(formal or informal marital union and/or parent and child); 3} extended fam-
ily (nuclear plus another relative); 4) composite (relatives and norwiefatives);
and 5) co-residential (no individual is related to the head of the hewsetiold).
5 In Canada, the United States, Germany, Sweden, United Kingdom, Cten-
mark and the Netherlands, 85 to 90 percent of the heads of single-parent
households are women.
6 See Sorrentino (1990).
7 Approximately 14 percent of all households are single-person households.
8 See Garasky (1995) and Garfinkel and McLanahan (1986).
9 See Sorrentino (1990).

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



52 
| Chapter 2

Causes of the Decline in Fertility
in Latin America between 1960 and 1995

Panama, Trinidad and Tobago and Uruguay, there was
a reduction in the proportion of females with primary
schooling, and because primary schooling is associ-
ated with lower fertility, this variable has a positive
association with fertility. However, this reduction cor-
responds to a shift toward secondary schooling, which
completely compensates for the effect. Two other cases
that deviate from the general pattern are Bolivia and
Brazil, where the proportion of females with second-
ary schooling is associated with an increase in fertility
rather than a decline.

The figures reveal that part of the decline in
fertility remains unexplained. The availability of con-
traceptives is one of the candidates to account for this
part of the shift. In Ireland, for example, after mod-
ern contraception was legalized—first among married
couples, and then generally— there was a steep de-
cline in fertility in the mid-1970s. Moreover, recent
studies indicate that virtually all of the unexplained
part of the reduction in fertility in Latin America is
attributable to increased contraceptive use.6 Total
desired fertility in the region is likely to still be lower
than actual fertility levels, but growing contraceptive
prevalence will continue to close this gap.

See Bongaarts and Bulatao (1999).

Health Improvements Critical to the
Demographic Transition

The improvements in health conditions that triggered
reductions in fertility gained momentum following
the Second World War. Newly developed antibiot-
ics, antimicrobials and insecticides all contributed to
major health improvements in the developing world.
Penicillin, sulfa drugs, streptomycin, bacitracin, chlo-
roquine, tetracycline, and DDT were all discovered
and introduced between 1920 and 1950. Crucial public
health improvements probably had an even greater
effect, with safe water, better sanitation and wide-
spread immunization all helping to keep people alive.
These improvements have been behind the epidemio-
logical transition that preceded the huge fertility de-
cline (Box 2.3).

In Latin America, health has improved
steadily throughout the century—slowly during the
early decades and then accelerating after World War
II. Life expectancy increased from just over 50 years
in 1950 to just over 70 in 1990. This trend is expected
to continue, with life expectancy in the region steadily
approaching the average in the developed world. Im-
provements have been about average for the develop-
ing world, although East Asia performed more
strongly in the 1950s and 1960s, overtaking Latin
America around 1965. However, life expectancy in
both these regions is expected to be virtually identi-
cal by 2015, at around 78 years.

In Latin America, infant mortality has fallen
dramatically since 1950, from 124 to just 35 deaths
per thousand births. The pace of this decline has been
constant, with the rate halving in the 25 years to 1975,
and halving again since then. Taken together, declines
in infant and child mortality account for over half of
Latin America's improvement in life expectancy dur-
ing the past half-century.

Where Is Latin America Going?

As described above, the lag between falling mortality
and fertility rates leads directly to a burst in popula-
tion growth, which occurred across Latin America up
to the early 1960s, at which point growth slowed as
fertility reductions began to kick in. Yet Latin Ameri-
can population levels will continue to grow for at least
30 years despite the completion of the fertility transi-

Figure 2.13

Source: Behrman, Duryea and Szekely (1999c).
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Two Transitions to a New Equilibrium

The epidemiologies! transition runs parallel to and is partly

determined by the demographic transition. It consists of

changing from predominantly infectious diseases as sources

of morbidity and death to degenerative and noncommuni-

cable illnesses. Part of this shift is due to changes in environ-

mental and societal behaviors that reduce infection and boost

immunity. The shift is reinforced by the resulting survival of

children into adulthood and adults to more advanced ages,

when noncommunicable illnesses are more common. Conse-

quently, as the population ages and improves in health, the

proportion of deaths due to noncommunicable diseases in-

creases steadily (see Figure 1).

Mortality data can be classified into five categories

according to the cause: communicable diseases, conditions

originating in the prenatal period, malignant neoplasm, cir-

Figure 1. Cause of Mortality by Age
in Latin America

cuiatory diseases, and external causes (e.g., accidents, homi-

cides). With increased life expectancy and reductions in com-

municable and prenatal illnesses, the epidemiologicai pro-

file of the Latin American population is shifting towards more

chronic and degenerative diseases.1 In many countries, non-

communicable diseases and injuries are already the leading

causes of mortality (see Figure 2).

AH of this is good news. Continued growth in in-

come and improvements in nutrition, along with advances

in medical technology, will push countries further along the

epidemiologicai transition. And this transition is itself a shift

toward improvements in the overall quality and length of

life.

See Larrieu and Levine (1999).

Figure 2. Epidemiologicai Transition in
Latin America: Mortality by Cause

tion due to the effect of population momentum. Fer-
tility is projected to decline and reach a replacement
level (about two births per woman) between 2005 and
2010. However, the total number of births is unlikely
to decline until around 2020 because there will be a
large proportion of women of childbearing age in the
population. So while death rates will increase from
around 2010 on as the proportion of the elderly in-
creases, the total Latin American population is not
expected to stabilize until about 2040 at approximately

660 million people—up from just under 500 million
in 1995. Only then will the Latin American demo-
graphic transition be truly complete.

By historical standards, Latin America's tran-
sition will have occurred relatively quickly The cur-
rently developed countries had much slower transi-
tions. In Western Europe, for example, the process
started in the mid-18th century, and lasted nearly 150
years. In Sweden, the transition took even longer,
occupying the better part of 300 years. Modern tran-

Demography: Threat or Opportunity?

2.3

1

Source: IDB calculations based on United Nations (1998) and Larrieu and Levine(1999). Source: Larrieu and Levine(1999).
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The Wave of Demographic Transition in
Latin America

The Wave of Demographic Transition:
Low Life Expectancy Countries (Group I)

Population Share of the Elderly
in Latin America
(In percent)

sitions have been much faster because countries had
the benefit of knowledge, experience and technology
developed by others. In East Asia, for example, the
demographic transition occurred within the space of
50 to 75 years, making it the fastest known demo-
graphic transition to date.

In Latin America as a whole, the absolute
number of infants rose strongly until 1995, due mainly
to the fall in infant and child mortality rates. Abso-
lute numbers of births then began to fall due to de-
clining fertility rates, and after 2000 the absolute num-
ber of infants is also projected to fall (Figure 2.14).

The age structure changes in the region are
already significant and will accelerate between 2025
and 2050. This period will see the numbers of young
(under 15) fall dramatically to just 20 percent of the
total population in 2050 (from twice that level in
1950). So in 2050, there will be just 100 million (of a
projected 660 million) young Latin Americans, well
below the peak of 150 million (out of 500 million)
reached in 1995. Equally dramatic will be a tripling
in the share of the elderly (65 or older) to more than
15 percent of the population by 2050 (Figure 2.15).

Currently, 60 percent of Latin Americans are
of traditional working age (15-65), 35 percent below
it, and 5 percent above it. However, the demographic
transition will lead to dramatic declines in this de-
pendency burden in years to come. In 2020, the young
will form only 21 percent of Latin America's popula-
tion, and while the proportion of old people will have

I3BTIECTE1 Figure 2.16

Figure 2.15

Source: Bloom et al. (1999) based on United Nations (1998).

Source: Bloom et al. (1999) based on United Nations (1998).
Honduras, Nicaragua and peru.
Note: Group I includes Boliviam Dominican Republic, Ecuadeom El Salvador, Guatemala, Haiti,

Source: United Nations (1998).
Note: The low variant of the population projections was used ofr years after 1995.
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The Wave of Demographic Transition:
Middle Life Expectancy Countries (Group II)

The Wave of Demographic Transition:
High Life Expectancy Countries (Group III)

increased to 9 percent, 70 percent of the population
will then be of working age.

This basic pattern is stable across the region,
though it varies in detail, size and maturity. Fertility
rates are still especially high in parts of Central
America.7 In Bolivia, Guatemala, Haiti, Honduras and
Nicaragua, fertility rates are around five children. In
these countries, the demographic transition is strik-
ingly incomplete. By contrast, in Argentina, Chile and
Uruguay the transition is mostly complete. Mexico
falls in between, with the mortality component of its
transition complete and the fertility component well
under way.

Dividing Latin American countries into three
groups based on their life expectancy in 1950 is illu-
minating. In the low life expectancy group, the age
structure changes are not as dramatic, with the popu-
lation wave emerging around the year 2000 (Figure
2.16). In the middle group, the wave is already work-
ing its way through the working-age population (see
Figure 2.17). Finally, in higher life expectancy coun-
tries, the main wave emerged around 1990, earlier and
more sharply than for both middle and low life ex-
pectancy groups (Figure 2.18). It is being echoed by a

second wave, as this large baby boom generation, in
turn, has children.

A population's age structure and the variations
across these waves are connected with labor supply in
a number of ways. One is a pure accounting identity,
while others reflect decisions made by individuals and
families. Participation in the labor force is, of course,
much higher among 15-64 year olds than other age
groups, but their participation can vary. The 15-34
and 50-64 year old subgroups tend to have signifi-
cantly lower participation rates than 35-49 year olds.
As 60 percent of Latin America's working-age popu-
lation is currently concentrated below the ages asso-
ciated with peak participation (3 5-49), overall partici-
pation rates can be expected to increase as the labor
force ages. Thus the basic accounting impact of chang-

7 The fertility projections reported and analyzed here are based on the
low-fertility variant of United Nations' projections. This assumes fer-
tility rates will eventually drop below replacement levels. By contrast,
the medium-fertility variant assumes replacement fertility will be at-
tained. Although this is a plausible focal point, it is contradicted by the
experience of most other countries whose demographic transitions are
more advanced, and whose fertility rates are now below replacement
levels, as in Italy, Sweden and Germany.

Figurre 2.17 Figure 2.18

55

Note: Group II incluses Brazil, Belize, chile, Colombia, Guyana, Mexico, Panama, Suriname and
Venezuela.

Source: Bloom et al.(1999) based on United Nations(1998). Source: Bloom et al.(1999) based on United Nations(1998).
Trinidad and Tobago and Uruguay.
Note: Group III includes Argentina, Bahamas, Barbados, Costa Rica, Jamaica, Paraguay,
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The Demographic Window of
Opportunity In Latin America

ing age structure is amplified by increased labor force
participation rates as the population ages.

The demographic transition also changes the
rate of female participation in the labor market in each
age group. Labor force participation is linked to the
need to look after children in the home. A smaller de-
pendency ratio of the young may decrease women's
household duties and facilitate their entrance into the
workforce. The share of children in the labor force is
also falling, from 15 percent of 10-14 year olds in 1960
to 10 percent today. These trends will give an addi-
tional boost to female participation in the labor market.

The Window of Opportunity for Latin America

The evidence presented in the first section of this
chapter indicates that a number of key variables for
the development process follow clear average age-re-
lated patterns. Latin America is entering the stage
where some of the strongest (mostly positive) age
structure effects start to be perceived, but the region
has thus far realized only a portion of the growth po-
tential inherent in its changing demography. Does the
Latin American case challenge the contention that
demography matters, or does it merely indicate that
the demographic gift is far from automatic? It may be
that policy in Latin America has yet to efficiently ex-
ploit the positive patterns of demographic change, and
that it therefore has failed to turn the first part of the
demographic gift into a demographic dividend.

Fortunately, a sizable portion of the region's
demographic gift will come during the next two de-
cades. Figure 2.19 shows that on average, total de-
pendency ratios in Latin America for the period 2000-
30 will be at historically low levels.8 This translates
into a unique demographic window of opportunity to
improve growth, saving and education. Substantial
benefits await the region if the policy environment
improves. Failing such improvement, however, the
forgone opportunities will be dramatic and Latin
America's demographic window will close without any
significant benefits having been delivered.

What are the policies needed to transform this
opportunity— this favorable pattern of changing age
structure—into greater living standards for the people
of Latin America? It is clear that the benefits of the
demographic transition are not automatic. They are
reaped only when policies are in place to effectively
translate opportunity into higher productivity, more
savings, less unemployment and, in general, better
economic and social outcomes.

Perhaps the most powerful example of a re-
gion taking advantage of its demographics in terms

8 The dependency ratio is calculated by dividing the number of indi-
viduals in the country's 0-15 and over 65 age groups over the working-
age population. The ratio is adjusted by weighting every individual
over 65 by a factor of four to account for the fact that public expendi-
tures on the elderly are usually much larger than the cost of children.
See Duryea and Szekely (1998).

[E^̂ RQl When Credit Markets Work Well, Per
Capita GDP Grows More as Countries Age

Figure 2.19  Figure 2.20

Source: Duryea and Szekely (1998).
Source: Behrman, Duryea and Szekely (1999b).
Note: The vertical axis measures changes with respect to a hypothetical country where the
average age of the population is 20 years old.
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of GDP growth is East Asia. This region matched a
beneficial set of policies to its demographic changes,
boosting its rate of income growth to a degree that
has dramatically changed the quality of life of its
people. East Asia's baby boom generation entered the
workforce starting in the mid-1960s, so the working-
age population grew more than twice as fast as the
dependent population between 1965 and 1990. These
workers had been reasonably well educated, and good
policies ensured that they were now gainfully em-
ployed. Their contribution to the region's growth goes
a long way to explaining the "East Asian miracle." At
least 2 percent of annual growth—the one-third of
East Asia's phenomenal burst of growth during this
period that was once written off as "unexplained"—is
now believed to have been a demographic dividend.9

Many studies on economic growth have shown
that one of the crucial ingredients of a successful policy
mix is opening the economy to international trade. A
nation that opens up to the world economy transforms
the globe into a market for its products. This results in
larger demand for these products, which in turn cre-
ates a larger demand for, among other things, its work-
ers. Thus, openness creates the employment opportu-
nities that harness the growing working-age
population—an especially important policy decision if
increasing numbers of workers are to be absorbed into
the economy. Econometric analysis by Bloom et al.
(1999) shows that a country with a working-age popu-
lation that is growing by 3 percent a year will see its
growth boosted by 0.5 percent a year if its economy is
closed, but by 1.5 percent if its economy is open (Ap-
pendix 2.3). In other words, a policy of openness can
triple the size of a country's demographic dividend.

How are these results relevant to Latin
America? Over 1965-85, Latin America enjoyed a
modest demographic gift but was largely closed off
from the world economy. The econometric results
suggest that if the region had been completely open
to the world economy, as had East Asia throughout
most of the period, Latin America's growth rate would
have averaged 0.9 percentage points per annum
higher. This would have doubled growth from 0.9 to
1.8 percent each year during that period.10 These re-
sults are consistent with several other works that have
shown that the structural reforms adopted by Latin
America since the late 1980s, among which trade lib-
eralization was central, have substantially increased

the region's growth possibilities. More specifically,
growth potential has increased by 1.9 percent as a re-
sult of these reforms, of which 0.8 points have been
due to the adoption of trade liberalization policies.11

At least in this respect, Latin America is now much
better poised to take advantage of the demographic
opportunity than it was between 1965-85.

Bloom et al. (1999) find that the direct effect
of changing age structure accounts for only 11 per-
cent, or 0.6 percentage points, of the growth gap be-
tween Latin America and the East Asian economies.
But when the interactive effect of policy and demog-
raphy is taken into account, 50 percent of the gap can
be explained. Latin America's lagging performance
relative to East Asia is therefore a product of policy—
especially Latin America's trade policy—that until the
mid-1980s failed to take advantage of demographic
change. In short, East Asia used policies that effec-
tively exploited its demographic window of opportu-
nity, while Latin America started to do so only re-
cently.

Other types of policies also matter, and iden-
tifying which ones can be done by verifying if the av-
erage age patterns of some variables change under
different policy scenarios. For example, if a country
has largely developed and efficient financial systems,
it will be able to finance new investment opportuni-
ties to absorb the growing numbers of working-age
adults. Countries where financial systems are less de-
veloped will have bottlenecks in expanding the labor
market. Firms will find it more difficult to finance
their expansion, and individuals will have fewer means
to create their own job opportunities. Figure 2.20
shows the average age pattern of per capita GDP (simi-
lar to the pattern in Figure 2.3) for countries with the
most and least developed financial markets.12 The fig-
ure shows that financial markets play an important
role in assuring that the expansion of the working-
age population is translated into greater economic ac-
tivity. Where financial markets are relatively more de-

9 See Bloom etal. (1999).
10 Measured in 1985 purchasing power parity (PPP) international dol-
lars. See Summers and Heston (1991).
11 See IDE (1997, Part II).
12 Appendix 2.1 explains the methodology to obtain the results in this
and the following four figures. The results are taken from Behrman,
Duryea and Szekely (1999).
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58 Chapter 2

veloped, the country's average age pattern of GDP is
positive from age 27 on and is much steeper. For coun-
tries with relatively low financial development, the
average age pattern is much flatter.

One of the most emphasized aspects of a
changing age structure, as noted earlier, is the change
in savings that occurs during the life cycle. However,
the extent to which savings patterns change as the age
structure shifts may depend importantly on aspects of
the economy that are related to major policy choices.
As shown previously, there is evidence of a somewhat
inverted "U" pattern between a country's average age
and domestic saving. Figure 2.21 plots the pattern for
two sub-samples of countries defined by being above
or below the median for trade openness. In the coun-
tries that have been relatively more open to trade, the
shift toward an older age structure has been translated
more into higher savings than in the countries that
have been less open. Part of this difference is due to
the increase in productivity that trade openness con-
veys. If during periods of low dependency ratios pro-
ductivity is high, it is possible to save more.

However, it will only be possible to save more
if the financial markets of the country are developed
enough to be able to capture these additional savings
and to promote more saving and investment. Figure
2.22 shows that the pattern of saving for countries
where financial market development is above the
median increases substantially as a country ages, while

the pattern for countries with poor credit market de-
velopment deviates substantially after age 29, with a
sharp decline in domestic saving after this age. Thus,
when financial markets are more developed, individu-
als have more opportunities to save and are better able
to adjust their saving patterns to their life cycle needs.
The aggregate result is that savings need not decline
as countries age if policies have previously facilitated
the development of financial markets.

Unemployment rates are also associated with
policy alternatives. If a country is open to international
trade when large shares of the population are of work-
ing age, it will be more able to expand its labor oppor-
tunities at the speed required by the demographic
changes. Figure 2.23 shows the average age pattern of
unemployment rates when countries are divided into
those where trade openness is above and below the
median. Unemployment and age seem to have a much
closer relationship in countries with less openness in
trade. Rates are high at young ages and relatively low
at older ones in countries with relatively high and low
openness, but the decline in unemployment associated
with aging is much steeper in countries where open-
ness is above the median. Therefore, adequate macro
policies, especially trade policy, may help release pres-
sure from the labor markets at a time when large shares
of the population are entering working age.

All of these examples suggest that Latin
America cannot simply wait passively for the increased

If Policies Promote Credit Market
Development, Savings Need
Not Decline As Countries Age

When Policies Encourage Trade,
Savings Increase More As Countries Age

Figure 2.21 Figure 2.22

average age of the population is 20 years old.average age of the population is 20 years old.
Note: The vertical axis measures changes with respect to a hypothetical country where the Note: The vertical axis measures changes with respect to a hypothetical country where the
Source: Behrman, Duryea and Szekely (1999b). Source: Behrman, Duryea and Szekely (1999b).
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potential benefits generated by changes in age struc-
ture, but rather should actively pursue policies that
help reap those benefits. The main policy areas that
require immediate attention in Latin America in or-
der for its countries to exploit the window of demo-
graphic opportunity include labor, crime, education,
health, saving and pensions. This does not imply that
macroeconomic policies or several structural policies
not discussed in detail in this chapter—such as trade,
tax or privatization—are unimportant. It is just that
most Latin American countries are well advanced in
macroeconomic and structural reforms, and there is
widespread understanding of their importance among
policymakers and the public at large. But as the rest
of this chapter will make clear, macroeconomic sta-
bility and market-friendly policies will not be enough
to reap all the benefits of the demographic window of
opportunity.

Demographics and Labor Policies

Because the change in the size of the working-age
population affects employment prospects, it is the
demographic shift that most affects everyday life.
Depending on labor market conditions, the transi-
tion to older ages can either foster or constrain im-
provements in Latin America's standard of living.

The demographic transition in Latin America
is beginning to manifest itself in slower growth of the
work force, a smaller share of under-age population
and, somewhat menacingly, a larger share of the eld-
erly. As already noted, 70 percent of the Latin Ameri-
can population will be of working age by 2020, and a
larger portion of that group will be concentrated in
the highest participation age brackets. The decline in
dependency rates of the young will boost female par-
ticipation rates, increasing the labor supply even more.
The total work force in the region, which today is
around 195 million workers, will reach 330 million
by 2040. The median age of workers will go from 34.2
years today to 39.5 in 2040, and around 39 percent of
all workers will be female (from 34 percent today).

The consequences of these dramatic changes
in the size, growth and composition of the work force
will challenge traditional views of the region's labor
markets. First, the vision of a seemingly inexhaust-
ible labor supply fed by a fast-growing labor force will
begin to fade in face of the facts: in all countries, the
rate of growth of the work force will decline (Figure
2.24). For the region as a whole, growth of the work
force in 2040 will be less than a third of what it is
today, falling from 2.1 percent to 0.6 percent annu-
ally. This dramatic decline will of course occur in vary-
ing magnitudes across countries, depending on the
stage of the demographic transition of the country.

Labor Force Growth Rates
in I atin Amprira

When Policies Encourage Trade,
Unemployment Declines Faster
As Countries Age

Figure 2.23 Figure 2.24
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Source: Behrman, Duryea and Szekely (1999b).
Note: The vertical axis measures changes with respect to a hypothetical country where the
average age of the population is 20 years old.

Source: IDB calculations based on United Nations (1998).
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Chapter 2

Share of Younger and Older Workers
in the Labor Force

The speed of growth of the work force in the two
groups of countries less advanced in the demographic
transition will fall from 2.8 to 1.1 percent, while in
the group of most demographically mature countries,
it will decline from 1.8 to 0.8 percent.

Dramatic age composition changes will fol-
low suit, challenging the traditional vision of a youth-
ful work force with ever-larger groups of young people
trying to break into the job market. The aging of the
region's work force will translate into the share of
under-2 5 workers falling from almost a quarter today
to around one-sixth of the total work force in 2040.
At the same time, the share of over-5 5 workers will

increase from less than one in ten today to more than
one in six in 2040. By the end of the period, the share
of over-5 5 workers in the total labor force will be
higher than the share of under-2 5 workers, radically
changing the problems and perceptions of the labor
market. If the principal concern today is with easing
the entrance of youth into their first job, the likely
concern in 2040 will be with how to ease the transi-
tion of people from work into retirement.

All three groups of countries within the re-
gion will experience this dramatic change in the de-
mographic landscape of their work force, though with
different intensity (Figure 2.25). Countries less ad-
vanced in the demographic transition will experience
the largest reduction in the share of youth in the work
force, while countries in the other two groups will
double their share of workers over 55.

A Declining but Stabilizing Dependency Rate

The demographic transition will have the beneficial
effect of reducing the number of nonworking mem-
bers of the population that each worker needs to sup-
port. For the region as a whole, the support rate (the
ratio of nonworking population to the total work force,
not to be confused with the dependency rate, which
is a purely demographic indicator) will decline over
the next 40 years from 1.4 nonworking people per
worker to 1.2 (Figure 2.26). The implication is that
the effects of increasing productivity on the standard
of living will be amplified by the decline in the ratio
of dependents per worker. The poorer countries of
Group I will benefit the most from this change, and
their support ratio will be reduced to around half of
what it is today. For them, each 1 percent increase in
productivity (product per worker) over this 40-year
period will be translated into a 2 percent increase in
the availability of goods and services per inhabitant.
Countries in Groups II and III, more advanced in their
demographic transitions, will benefit much less, as
their support rates will fall only slightly, to around 85
percent of what they are today. This is particularly
true of Group II countries, which will begin to show
increasing support ratios by 2030.

Policies Will Make the Difference

The changing rhythm of growth, age structure and
relative size of the labor force creates enormous op-

Nonworking Population Per WorkerFigure 2.26

Figure 2.25

Source: IDB calculations based on United Nations (1998).

Source: IDB calculations based on United Nations (1998).
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index of Formal Employment Protection

portunities for the region. An increase in the propor-
tion of the working-age population means that more
potentially productive workers will be available to
sustain a smaller share of nonworking people. The
smaller relative size of young cohorts in the labor force
will reduce the strain of incorporating new entrants
into the labor market. An increase in the share of ex-
perienced workers will enhance the effects of innova-
tions on productivity and, thus, on living standards.

But these same forces will also create signifi-
cant challenges. If there are not adequate investments
in physical capital, a good number of those poten-
tially productive workers will be condemned to low-
productivity jobs and low incomes, with the resulting
frustration and potentially dramatic consequences for
social cohesion. The larger share of workers over 55
will increase the demand for mechanisms to provide
income to those members of society in the process of
leaving the work force. And unless there are adequate
labor policies, the region will fail to create the grow-
ing number of productive and decent jobs needed for
an expanding labor force.

A failure to face the challenges and profit from
the opportunities presented by the demographic tran-
sition in Latin America will put at risk the advances
of decades of painful macroeconomic stabilization and

microeconomic restructuring. The increasing num-
ber of job seekers will enter labor markets that have
been sluggishly generating employment in spite of the
enhanced opportunities that solid macroeconomic
policies and deeper integration in the world economy
have created over the last decade. Without far-reach-
ing labor market reforms, unemployment and low-
quality employment will increase to fill the gap be-
tween supply and demand in the labor market.

This dismal panorama is avoidable, but the
actions needed to counteract these trends have been
difficult to implement. In contrast to the progress in
trade and financial liberalization and macroeconomic
stabilization, little has been done to improve the regu-
latory framework of the labor market in order to en-
hance employment generation. With very few excep-
tions, the acrimonious debate surrounding labor
market modernization has not led to the reforms
needed to improve labor outcomes.

Failure of Traditional Income Protection Mechanisms

The high level of macroeconomic volatility of Latin
American economies has generated a strong social de-
mand for mechanisms to protect the working popula-
tion from the resulting risk of income losses. Tradi-
tionally, this demand has been met by enacting
employment security regulations that penalize termi-
nation either through high severance payments when
termination is allowed, or through direct prohibition
of termination altogether. For workers in regulated
contracts, severance payments are quite high and em-
ployment protection regulations are strictly enforced
both in the workplace and the courts. Figure 2.27 lists
both Latin American and OECD countries according
to the strictness of their employment protection (i.e.,
how difficult and how expensive it is to dismiss work-
ers when the firm faces adverse economic conditions).
Latin America has notoriously high levels of employ-
ment protection, even relative to those enjoyed by
workers in the more developed OECD countries,13

and even though some countries have introduced re-
forms that allow more flexible labor contracts.

The social justice rationale behind these em-
ployment security regulations is quite well known.

13 See Marquez (1997) and IDE (1997).

flfflgyyfl

Source: Updated from Lora and Marquez (1998).
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Who Benefits and Who Suffers from Tenure-based Job Security?

In labor markets characterized by high youth unemployment

rates, a critical issue is the differential effects of job security

provisions along the worker life cycle. A recent study of the
Chilean labor market finds that job security is associated with

a substantial decline in youth employment-to-population

rates and an increase in middle-age and older employment-

to-population rates.1

In Latin America, the most important job security

provision in labor legislation is that severance payments (the
indemnity that workers receive in the case of firing) increase

proportionally with the worker's tenure. Tenure-based job

security biases employment in favor of middle-age and older

workers and reduces long-run aggregate employment rates.2

In contrast, a flat severance pay would have little

effect either on the age composition of employment or on

aggregate employment and unemployment rates. These re-

sults have two important implications for the design of fu-

ture labor market reforms.

First, reforms should aim at delinking severance pay

and tenure. This could be achieved by mandating a flat sev-

erance pay, reducing the maximum amount a worker can

receive as severance pay, or reducing the rate at which sever-

ance pay increases with tenure. Such a reform would bring

an expansion in youth and overall employment rates, but

would come at the cost of lowering employment rates of

older people. Yet, in most OECD countries, retirement incen-

tives have already pushed many older people out of work.

Additional reforms may be required to bring some older

workers back to work.

Second, a labor market reform that reduces the link

between job security and tenure would have important redis-

tributive effects. These effects are likely to get in the way of

reforms. Thus, while young workers could benefit from the

measure, they are less likely to vote or to organize themselves

to support the reform process. In contrast middle-age and

older workers are more likely to be unionized or to exert pres-

sure on policymakers to block any attempt to undermine their

status in the labor market Indeed, this greater political power

likely explains why job security provisions are tied to tenure in

almost all OECD and Latin American countries. In this context,

understanding the political economy of the reforms may help

policymakers design compensation packages aimed at attain-

ing overall employment gains.

1 See Pages and Montenegro (1999).
2 Ibid.

Firms enjoy rents that arise from high tariffs and other
forms of privileged access to financial and nonfinan-
cial resources in a context of state protection, and
employment security is just one form of sharing those
rents with employees. In a sense, the system works as
privately-implemented unemployment insurance,
with coverage limited to those workers in a regulated
employment contract. These workers are protected
both because the firm has a positive cost associated
with termination (ensuring that layoffs and firings will
be used sparsely as adjustment mechanisms), and be-
cause workers who end up unemployed receive an
income transfer through severance payments.

This model of regulation provides effective
protection against income losses to a minority of
highly organized and vocal workers, while leaving a
large portion of the working population uncovered,
including those in unregulated employment contracts
or who are self-employed (Box 2.4). A group that par-
ticularly suffers is young workers, whose unemploy-
ment rates are more than 1.5 times the general rate.

Women also suffer because the high cost of terminat-
ing contracts makes them less employable than men,
who usually have more continuous working lives.
Thus, larger numbers of women are confined to in-
formal activities.

In the cozy environment of a semiclosed
economy, this model was possible because demand-
boosting government policies, however unsustainable,
protected the domestic market against external shocks.
Workers who lost their jobs received severance pay-
ments and could find or invent an alternative job in the
unregulated sector of the economy. In an inflationary
environment, real wages could be adjusted by raising
nominal wages more slowly than the general price level.
Therefore, employment in the regulated sector was
quite stable, unemployment was low, and the adjust-
ment variable in the labor market was the real wage.

To the extent that demand-boosting govern-
ment policies deepened the misallocation of resources
resulting from protectionism and other forms of state
intervention, the growth performance of the region

Box 2.4
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deteriorated during the 1980s. As a consequence,
employment in the regulated sector remained stag-
nant, and employment in unregulated jobs without
any form of protection against income losses grew to
almost half of the working population.14 Therefore,
the protection against income volatility ended up cov-
ering just the fraction of the labor force employed in
the bigger and more closely regulated firms.

In the more dynamic environment that re-
sulted from economic liberalization and stabilization
at the beginning of the 1990s, the relevance of this
model of protection came into question because of
the increase in the procyclicality and level of unem-
ployment. What caused these changes in unemploy-
ment? First and foremost, structural reforms and
macro stabilization changed the relative prices of capi-
tal and labor in favor of the former.15 In and by itself,
this increased the use of physical capital and slowed
employment generation. But macro stabilization also
implied important changes in the employment behav-
ior of the public and private sectors.

Public sector retrenchment resulted in the
displacement of workers, increasing the stock of un-
employed. More importantly and of larger conse-
quence, fiscal discipline imposed low or zero deficits,
making it impossible for governments to act as em-
ployers of last resort, as they had done directly or in-
directly during the crisis of the 1980s.16

Lower inflation reduced the latitude that pri-
vate (and public) employers had enjoyed to reduce real
wages through nominal wages lagging behind infla-
tion. The increased nominal rigidity made employ-
ment—and not real wages—the adjusting variable in
the labor market during economic downturns. There-
fore, shocks translated themselves into more unem-
ployment, rather than into a collapse of real wages.17

Once this higher level of unemployment was reached,
slower employment generation made its reduction a
more protracted and prolonged process over time.18

From a world where unemployment was al-
most absent, and where low quality jobs in the un-
regulated sector were the crux of the problem, Latin
America jumped into a brave new world of growing
unemployment. By the end of 1998, a record number
of countries were experiencing double-digit unem-
ployment, the most notorious being Argentina, Co-
lombia and Venezuela. Of greatest concern, unem-
ployment remained high even when economies

recuperated after each shock. Although macro and fi-
nancial policies are used to limit the domestic vulner-
ability to external shocks, the fact remains that the
recessionary environment of 1999 is translating itself
in most countries into more unemployment and fall-
ing wages, particularly for the less skilled workers.

Perhaps the most damaging blow to the rel-
evance of severance payment-based income protec-
tion has been the recognition that privately insuring
workers against income losses may hurt the ability of
firms and workers to profit from the enhanced op-
portunities associated with a more open and competi-
tive economic environment. Colombia in 1990, Peru
in 1991, Nicaragua and Argentina in 1995,19 and Ven-
ezuela in 1997 enacted labor regulation reforms aimed
at creating more flexible forms of employment con-
tracts, both through the reduction of firing costs and
through the introduction of promotional contracts
with lower payroll taxes.

One of the impacts of these reforms has been
a further reduction in the share of full-benefit con-
tracts in total employment, and a corresponding ex-
pansion of more precarious forms of employment.
The introduction of more flexible employment con-
tracts has not in fact weakened the employment pro-
tection enjoyed by workers in the old full-benefit, full-
protection employment contracts. With relatively few
exceptions, the labor reforms enacted during the 1990s
have aimed to make hiring and firing conditions at
the margin more flexible, without diminishing the
legal protection enjoyed by workers already employed.
Making the changes binding only on new labor con-
tracts has in fact grandfathered employees already in
the job.

However, the new contractual forms have cost
advantages for firms, so employers have substituted
workers in full-benefit contracts with workers under
the more flexible contracts. In Argentina, for instance,
promotional employment contracts generate lower
payroll taxes and do not generate rights to severance

14 See Marquez (1997).
15 See Lora and Olivera (1998).
16 See Lora and Marquez (1998).
17 See Marquez and Pages (1998).
18 See Marquez (1998).
19 Some of the Argentine reform measures were partially reversed in
1998.
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64 Chapter 2

payment upon termination. According to official in-
formation, the number of new jobs created under pro-
motional contracts more than doubles the number of
new fall-benefit contracts, while the opposite is true
regarding the number of workers terminated under
each type of contract.20

In summary, as the century ends Latin
America finds itself in a situation where unemploy-
ment is higher and more sensitive to economic down-
turns, and where more than half of the employed do
not have any protection against the risk of income
loss associated with unemployment. Economic down-
turns may result in very large income losses for both
the unemployed and for workers in more precarious
employment contracts. And society does not offer
them any formal mechanism to insure against that risk.

Labor Policies for a Changing World

How to create more productive jobs has been a chal-
lenge for Latin America for a long time. What has
changed today is the world in which these better jobs
need to be created. It is moot to debate changes in
the regulatory framework for the labor market if half
the work force does not qualify for the protection
enshrined in the labor laws. The relevant policy ques-
tion is how to produce and enforce a regulatory frame-
work that effectively protects more of the work force
without unduly hindering the creation of new jobs in
highly productive sectors.

Reforms in labor market policy must broker
a compromise between the different interests and
perceptions of workers, firms and the population at
large. Unions sometimes emphasize the negative dis-
tributional effects of economic restructuring. Busi-
nesses in turn have to cope with employment, wages
and working conditions more directly linked to pro-
ductivity in the context of economies subject to inter-
national competition. For the large numbers of work-
ers in unregulated employment, the question is
whether reforms will bring better protection against
income volatility.

The basic moral and political condition for
any productive discussion on changes in labor regu-
lations is the acceptance by all parties involved of la-
bor standards as established in the Core Conventions
on Labor Rights of the International Labour Organi-
zation (ILO). Although countries in the region have

signed any number of these international conventions,
much has yet to be done to put words into practice.
Child labor, for example remains a major concern (see
Box 2.5).

While modernizing labor regulations may be
beneficial both to workers (by helping to generate more
employment) and firms (by increasing their ability to
deal with a more competitive environment), it has com-
plex effects that vary across different population
groups. Key to successful modernization is a thorough
revamping of collective bargaining that enhances its
effectiveness and broadens its scope. More autonomy
in collective bargaining systems can increase flexibil-
ity if it expands the object of negotiation beyond wages
and towards employment levels and working condi-
tions, while at the same time helping the parties inter-
nalize the costs and benefits of their negotiations.

Although modernization of labor regulations
has a positive effect on employment rates for youth
and women, it also has the effect of churning the job
market, thus putting more workers at risk of unem-
ployment and its associated income losses. New and
more effective income protection mechanisms are
needed to deal with this risk, such as higher quality
training opportunities to facilitate entry and place-
ment of workers in new jobs in expanding sectors, or
various forms of income transfers.

Modernizing Labor Market Regulations

That the job stories of yesterday result in the workers
of today is an aphorism that policymakers cannot af-
ford to ignore. The future productivity of young work-
ers is determined to a large degree by how they enter
the labor market, the different job paths they follow,
and the learning opportunities offered by jobs in the
early stages of their working lives.

More productive workers with better job sto-
ries will have an easier time with their transition out
of the labor force at the end of their working lives. For
Latin America, this in turn will make it easier to de-
vise mechanisms to provide old age security for the
expected wave of over-55 workers several decades down
the road. Therefore, it is crucial to take advantage of
today's demographic opportunity by designing labor

20 Encuesta de Indications Laborales (1998).
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policies that will lay a solid foundation for the future
of current generations of young workers.

The high degree of job security established
in most of the regulatory systems in the region has
the effect of creating long waiting lines for young
workers to enter into protected jobs, and long ten-
ures for the older workers who already have them.
This results in young people swelling the unemploy-
ment rolls or busying themselves in low productivity
and precarious jobs in the unregulated sector of the
economy—job stories that do not bode well for their
future as mature workers.

Changing the levels of labor protection in
Latin America would have a number of consequences.
Lowering job security increases churning, as lower
dismissal costs stimulate both job creation and destruc-
tion.21 In Colombia and Argentina, for instance, a
reduction in job security has spurred the creation of
new jobs. After Colombia enacted laws in the early
1990s reducing mandatory severance payments, in-
creasing numbers of the unemployed found jobs in
the formal instead of the informal sector. Similarly in
Argentina, job creation increased and remained high
following passage of a 1995 law allowing firms to hire
workers under temporary contracts that do not in-
volve severance pay obligations.

However, reducing mandatory severance pay
also destroys jobs. In Colombia and Peru (which also
reduced job security in the early 1990s), job stability
fell markedly through the decade. Similarly in Argen-
tina, the probability of losing a job increased in 1995
and has remained high since. Because less employ-
ment protection increases both job creation and de-
struction, its effect on employment rates is uncertain,
depending, among other things, on the overall state
of the economy. The studies on Argentina, Colombia
and Peru indicate that lower job security is associated
with higher employment rates, although the evidence
is not as strong as that for churning.

The effects of employment protection are
different for groups in different stages of their work-
ing lives and with different labor market insertions,
particularly youth and women (see Boxes 2.5 and 2.6).
The experiences of Colombia and Peru show that
women and youth employment rates benefit from
deregulation. In Colombia, labor reforms increased
job instability for men but not for women, and were
associated with a decline in unemployment duration

for women but not for men. In Peru, wages and em-
ployment-to-population ratios following the reforms
increased faster for women than for men.

The young benefit from lower severance pay
more than the old, since more job creation facilitates
the entry of youth into the labor market. In Colom-
bia, the workers who benefited most from more job
creation were those under 25. In Peru, the employ-
ment-to-population ratio increased for young work-
ers and declined for workers older than 45.

The ways these regulatory changes are imple-
mented also have a bearing on their effects. Tempo-
rary contracts, a tool of choice for many recent re-
forms, concentrate the cost of deregulation on
temporary workers instead of on a reduction of sev-
erance pay for all workers. Consequently, increased
job instability was more evenly spread in Colombia
and Peru than in Argentina, where workers hired un-
der temporary contracts bore all the burden. In addi-
tion, reforms based on temporary contracts tend to
reduce the potential benefits of deregulation for youth
and women, since these are precisely the workers more
likely to be hired temporarily.

Payroll taxes have also been used to
strengthen job security and to finance benefits for
workers in protected employment contracts. These
taxes have important effects on employment than can
be estimated through the analysis of the effect of wage
hikes. Studies for Argentina, the Caribbean, Peru and
Uruguay suggest the upper bounds of the response of
employment to payroll taxes. In general, the short-
term estimates are rather low: on average, a 10 per-
cent increase in taxes can result, at most, in a 3 per-
cent decline in employment rates. However, for some
countries, the long-run estimates are much larger—
on the order of a 10 percent decline in employment
in Argentina, for example. Furthermore, in Peru the
response of employment to wage hikes increased in
the 1990s, and therefore payroll taxes could bite more
in the future.

21 The remainder of this section is based on a group of studies under-
taken by the IDE Network of Research Centers, coordinated by
J. Heckman and C. Pages.
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Chapter 2

Why Do Children Work?

Many Latin American countries have ratified basic labor
standards as established in International Labour Organi-
zation (ILO) conventions 87 and 98 (freedom of associa-
tion and the right to collective bargaining), 138 (minimum
working age), 29 and 105 (prohibition of forced labor),
and 100 and 111 (prohibition of discrimination). On aver-
age, countries in the region have ratified six out of the
seven core conventions, in contrast to an average of three
ratifications by Asian countries (excluding Japan and Cen-
tral Asia).1

In the Final Declaration of the Second Summit of
the Americas in 1998 in Santiago, Chile, the heads of state
of the region also committed their governments to the
elimination of all exploitative forms of child labor. Despite
these commitments, however, large numbers of Latin
America's children continue to work. Employment rates for
15-year olds in urban areas are 30 percent or higher in
Brazil, Ecuador, Honduras and Paraguay, and 20 percent
or higher in Costa Rica, Peru and El Salvador (Table 1). For
children between 10 and 14—an even more critical age in
terms of human capital formation—the general pattern
follows that for the 15-year old children (Table 2).

Since children from poorer households are more
likely to find Jobs to supplement low family income, child
labor force participation would be expected to be higher
during bad economic times. However, the price effect
(children's employment falls as the wage in the labor mar-
ket falls) dampens the effect of a decline in per capita fam-
ily income. Research in the United States indicates that col-
lege students react strongly to the price effect. School at-
tendance in Latin America is surprisingly elastic at young
ages. Recent research for Mexico and Brazil shows that,
after controlling for the income effect, children's school
attendance increases as labor market opportunities (mea-
sured as market wages) fall.2 In other words, while more
children attend school as parental incomes rise in good
times, some children are enticed into the booming labor
market and leave school prematurely, dampening the ef-
fect on school attendance.

Remunerated participation by young people over
15 years old in the work force is not harmful per se if the
experience complements school performance and provides
training for future endeavors. But while labor market par-
ticipation does not necessarily require dropping out from

Table 1. Employment Rates for Urban 15-Year Olds
(In percent)

Country

Argentina
Bolivia
Brazil
Chile
Colombia
Costa Rica
Dominican Republic
Ecuador
El Salvador
Honduras
Mexico
Nicaragua
Panama
Peru
Paraguay
Uruguay
Venezuela

Survey years

1980, 1996
1996

1981,1992, 1996
1987, 1996

1997
1981,1995

1996
1995
1995

1989, 1998
1994, 1996

1993
1997

1985, 1997
1995

1981, 1992, 1995
1981, 1995

Early 1980s

Boys Girls

35

37
2

22

28

34

21
16

15

22
3

8

15

24

10
5

Early 1990s

Boys Girls

42

14
18

16

23

9
9

5

Mid-late 1990s

Boys Girls

8
15
30

5
11
22
20
45
24
33
16

2
24
51
18
18

3
25
17
3
9
7
4

25
12
17
7

4
22
33
11

5

Source: IDB calculations based on national household surveys.
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Demography: Threat or Opportunity? 67

school, these two trends are often synonymous in Latin
America. The correlation between employment and school
attendance for 15-year old boys is -.6, indicating a strong
negative tradeoff between work and school. However, it
should be kept in mind that this might reflect the fact that
low parental income simultaneously determines lower
school attendance and more child labor.

Policies that facilitate both working and attend-
ing school would help separate these two trends by reduc-
ing the burden that children experience in bad times, and
the negative consequences of the pull towards paid em-
ployment in good times. Particularly important would be
to regulate casual work by young people who attend school
through special labor contracts with exceptions from mini-
mum wages, flexible hours, and penalties for firing or quit-
ting. These contracts would allow youngsters to enter the
labor market in good times, which they do anyway, but
without the penalty of having to quit school.

Another measure of interest would be to include
mandatory school attendance in emergency training pro-
grams for unemployed youth. The experience of Mexico in
1995 suggests that these emergency programs can help

counteract the forces that pull poor children out of school.3

Moreover, legal and regulated participation by
youth in the labor market may be the most practical way
to direct their labor toward activities that are safe and
nonexploitative, while also enriching the nation's human
capital. At the same time, while work experience early in
life can play a useful role in a young person's future in the
labor market, staying in school should be required of those
participating in youth training and apprenticeship pro-
grams.

1 See Befser 0998).
2 See Duryea and Arends-Kuenning (1999) and Binder (1999).
3 See IDB (1998-99, Box 4,1).

Tabie 2. Employment Rates for Urban 10-14 Year Olds
(In percent)

Country

Argentina
Bolivia
Brazil
Chile
Colombia
Costa Rica
Dominican Republic
Ecuador
El Salvador
Honduras
Mexico
Nicaragua
Panama
Peru
Paraguay
Uruguay
Venezuela

Survey years

1980, 1996
1996

1981,1992, 1996
1987, 1996

1997
1981,1995

1996
1995
1995

1989, 1998
1984, 1994, 1996

1993
1997

1985,1997
1995

1981, 1992, 1995
1981, 1995

Early 1980s

Boys Girls

6

13
1

6
6

21

3
2

1

8
0

4
3

17

1
1

Early 1990s

Boys Girls

15

6
7

8

2
3

Mid-late 1990s

Boys Girls

2
13
11

1
4
6
7

25
7

10
6

1
13
25

2
4

1
8
5
0
2
1
1

15
5
7
3

1
10
14

1
1

Source: IDB calculations based on national household surveys.
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"I Chapter 2

Cart Better Policies Help Integrate Women into the Labor Market?

Women are participating in Latin America's tabor market in
incria^ngnymbersasthey have fewer children and become
more educated. However, the traditional gender-based divi-
sion of labor still attributes a greater responsibility in
cWWresaring and homemaking to women. This results in dif-
ficult cttoices for women wanting to participate in the labor
market. For some, particularly married women with children,
tin® choice is between pursuing a career or devoting time to
thfc hOfite. For others, working more hours is not a choice
but a necessity, yet employment still involves big opportu-
nity costs in terms of home production.

This state of affairs places women at a disadvan-
taged position in the labor market. Employers may perceive
or comt to expect different behavior from their respective
mate and female employees, resulting in a preference for
men or fewer wages for women. One study finds, for ex-
ample, that the presence of children in a family increased
days tost from work for women but not for men.*

Throughout Latin America, there are large wage
gaps between male and female workers, in addition, women
are more likely to be employed in the informal sector and in
low paying professions that tend to be women-dominated.
In fact them is an astonishing correlation between the share
of women employed in an occupation and its pay relative to
other professions.

A combination of appropriate labor market regu-
lations and affordable childcare facilities could do much to
ameliorate this situation. Unfortunately, the region scores
quite poorly in both areas, Labor codes generally have not
yet caught up with increased female participation, dating
for the most part to a time when women made up only a
small share of the work force. Because they were drafted to
protect "breadwinners," labor codes favor permanent jobs,
arrangements unfavorable to workers who need to juggle
time between their jobs and other activities such as
childrearing. Legislation in most countries allows for part-
time contracts, yet they are relatively underused. In Chile,
for instance, there are no differences between part-time or

full-time contracts with regard to social security or severance
payment benefits. But those contracts are hardly ever used,
probably because of the cost for an employer to hire two
part-time workers relative to hiring one full-time worker.

Women often turn to working in small, informal
firms where laws that supposedly protect them are less likely
to be enforced, but where there is more flexibility in terms
of work schedules. Since small firms are on average less pro-
ductive, the higher share of women in the informal sector is
another factor that explains why women earn on average
less than men do.

Regulations that favor permanent jobs are also
likely to reduce employers' incentives to hire women. In most
countries, labor codes mandate firms to pay large severance
payments to workers in case of dismissal. These large penal-
ties may reduce the incentives to hire workers considered to
be a high risk. The reasons outlined above suggest that
women may fall in that category more often than men do. In
addition, since dismissal penalties increase with tenure and
women tend to be less attached than men to the labor mar-
ket (and therefore accumulate less seniority), women may
suffer a disproportionate share of layoffs during recessions.

Poor labor market regulation has also been a prob-
lem for women, even when lawmakers may have had good
intentions. Compulsory maternity leaves, for instance, make
good social policy—much evidence shows the importance of
early childhood care for child development.2 However, if the
burden of the cost falls on the employer, the policy backfires
on women, reducing their chances of becoming employed in
jobs where regulations are enforced. The same is true for
laws that mandate nursing facilities in the workplace. In Peru,
a law in force until 1991 required firms with more than 25
female employees to set up nursing rooms, thus creating large
incentives for employers to hire fewer than the minimum
number of female workers.

However, appropriate regulations can be more help
than hindrance if drafted correctly. Recent evidence from Peru
and Colombia, countries that have undergone major labor mar-

Expanding Coverage of Income Protection
Mechanisms

Because of Latin America's changing demographic
panorama, protecting workers from the effects of in-
come volatility is more important than ever. Fewer
children per family caused by falling fertility is the
correlate of the shrinking portion of youth in the la-
bor force. This reduction will in turn make it more

difficult for families to cope with unemployment aris-
ing from systemic or idiosyncratic shocks, since they
will be less likely to be able to deal with it by simply
sending more workers (usually young ones) into the
labor market. Without mechanisms to protect the
income of workers, volatility will therefore have an
increasingly negative impact on families.

Traditionally mandated severance payment
mechanisms have failed to provide the income sup-

Box 2.6
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Demography: Threat or Opportunity? 69

ket reforms, suggests that reducing dismissal costs improves
women's standing in the labor market. From t9§2-96 in Peru,
during a time when dismissal costs were substantially reduced,
employment-to-population ratios increased mom for women
than for men, and so did wages.3 In addition, the percentage
of female workers in the informal sector fell from 48.f per-
cent in 1S91 to 44,7 percent in 1996, whereas the share of
women in the formal sector increased from 33 to 35 percent.
And within the formal sector, the percentage of women in-
creased in high paying sectors such as finance, transportation
and communications, and wholesale trade, whereas their par-
ticipation declined in retail trade and other services, sectors
traditionally associated with female occupations,

Similarly in Colombia, where labor reform was
passed in 1990, there are indications that women are far-
ing better than they did prior to the reforms, The duration
of unemployment for instance, has declined for women but
increased for men. Average tenure also increased for women
but declined for men, suggesting that men bore a much
larger share of the churning of the labor market rotation
induced by the reforms.4

Neither mandatory leaves nor nursery facilities in the
workplace necessarily result in negative outcomes for women
if the incentives are set up correctly. A recent study covering
nine European countries found that mandatory parental leave
increased female employment-to-population ratios % 3 to 4
percent with larger effects for women of childbearingafje.5

The study also found that short leave periods did not have a
significant effect on female wages, while longer leaves were
associated with some reduction in earnings. This effect is not
surprising if one considers that in all the countries studied,
mandatory parental leaves are funded by some combination
of general revenues and special payroll taxes. Presumably
employers still bear a small cost associated with replacing the
absent worker, yet this effect seems to be small compared to
the labor supply effects of such a policy. Nursery facilities in
turn may result in productivity gains that may outweigh the
possible costs to employers. These gains are more likely if fa-

cilities are negotiated as part of the overall compensation
package at the level of the firm, instead of being mandated
by law. Regardless of the process, the existence of such facili-
ties should not be tied to the number of employed women,
since the Peruvian experience showed how such a link reduces
the probability that women will be hired in the first place.

Good-quality and affordable chiidcare can also do
much to alleviate the tradeoff faced by many working
women. Unfortunately, this issue is still pending in most Latin
American countries, especially for poor families. Public
chiidcare is in short supply in general, and since the work
schedules of poor women often do not coincide with normal
work schedules, their chances of finding public chiidcare are
that much more remote. There are, however, plenty of cir-
cumstances where subsidized chiidcare would likely make for
efficient public policy, particularly with its positive benefits
on child development or on the potential social gains from
female participation in the labor force.

Although such policies could do much to improve
the standing of women in the labor force, there remain many
social constraints and stigmas attached to women working
in certain occupations, or for tfiat matter to men taking care
of housework and childrearing. Public policy should address
these issues by making laws as gender-neutral as possible,
and by disseminating information about women's rights and
opportunities. Policies that include parental leave for fathers
and mothers alike should be considered. Such policies break
down the stereotypical notion that only women take time
off for chiidcare, while also allowing fatfiers who want to
take care of $»eir children to do so without having to do it
on their own time. However long term their effect, such poli-
cies go in Hie direction of equalizing the position of women
and men in the tabor market.

1 See Primoff (1997),
2SeeDeutsch (1998).

3SeeSaavedra(1998),

4SeeKugter (1999).

5 See Rhum (1998).

port needed by unemployed and displaced workers.
This failure has led governments that have been faced
with sharp economic instability since 1995 to develop
programs to support the incomes of hitherto unpro-
tected groups of the population hurt by unemploy-
ment and declining incomes.

These programs present policymakers with a
unique opportunity to widen the scope of protection
to more workers. However, because they were devel-

oped as emergency programs, little attention was paid
to the potential labor market distortions they intro-
duced, and even less to their ability to expand and
contract in a counter-cyclical fashion. Moreover, the
scarcity of resources available at the moment of their
implementation called for narrow targeting to the
poor, as the programs were conceived as emergency
devices to protect people without the resources to
protect themselves. The underlying implication was
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70 Chapter 2

that the traditional income support mechanism based
on severance payments was protecting the non-poor
rather than those most in need.

The starting point for a new income support
system is recognition that workers in general, and not
only the poor, need dependable mechanisms to help
them cope with economy-wide and idiosyncratic
shocks that result in income losses and unemployment.
As has been argued extensively elsewhere,22 more so-
cialized forms of income protection such as unem-
ployment insurance can provide effective protection
and cost less in terms of labor market distortions. In
this sense, some of the recent labor market reforms
(such as the Venezuelan reform of 1997), which re-
duce legally mandated severance payments and cre-
ate a system of unemployment insurance, represent a
step in the right direction.

However, unemployment insurance coverage
will not be wide enough to protect all workers, par-
ticularly the younger ones. Part of what differentiates
the young from more mature workers is the nature of
their introduction to the labor market and, therefore,
the mechanisms that need to be devised to insure them
against the risk of income loss. Younger and less expe-
rienced workers must rely on alternative mechanisms
to protect themselves, since they cannot afford unem-
ployment insurance or are in employment situations
(self-employment or causal work in unregulated con-
tracts) where insurance is essentially unavailable.

For these workers, a menu of alternatives can
be provided based on the existing mechanisms for in-
come support. At the center of the scheme is a well-
designed unemployment insurance system that cov-
ers the group of workers who, given their employment
contracts and their productivity, can "buy" the insur-
ance. Both individual accounts and collective insur-
ance are needed in order to prevent moral hazard and
extend system coverage as widely as possible. The ra-
tionale for implementing the collective insurance
component is that workers who suffer more frequent
or prolonged unemployment episodes can "borrow"
against future deposits. The Chilean Ministry of La-
bor proposed this type of unemployment insurance
in 1993.23

For workers without access to unemploy-
ment insurance, a variety of mechanisms can be put
in place, depending on the reasons why access is lack-
ing. First, short-term training courses could provide

new and low-skilled entrants with the training, job
search assistance and labor market experience nec-
essary to access a regular job. However, scholarships
should be set at a level low enough as to not discour-
age people from searching in the local labor mar-
ket,24 and targeting should concentrate resources on
unemployed youth who are out of school in order
not to encourage dropping out. Funding of such pro-
grams should be provided in sync with their de-
mand—that is, more funding during economic
downturns and less during expansions. Decentral-
ized provision of these services can be combined with
the regular training programs aimed at helping all
workers deal with normal job churning (see the sec-
tion on education policies later in this chapter).

For displaced low-skilled workers, labor-in-
tensive public works are the tools of choice to pro-
vide employment at the local level. The design of these
programs must take into account the level of devel-
opment of local governments as well as the nature of
their financial and political relationship with the cen-
tral government. Many employment generation ini-
tiatives have failed because they did not take into ac-
count the organizational and political dimension of
the separation between financing and execution.
Again, wage levels in the programs should be low
enough so as not to crowd out alternative employ-
ment opportunities. Funding should be provided from
general revenues and not, as is normally done, from
payroll tax revenue.2^ Again, funding should be pro-
vided in sync with demand, with expenditure adjusted
according to the evolution of the general or, if avail-
able, local unemployment rates.

The other member of the family of employ-
ment generation programs—wage subsidies— should
be used sparingly if at all, in spite of the conceptual
attractiveness of generating private sector "real" jobs
(as opposed to temporary types of jobs associated
with labor-intensive public works). The distortions
caused by meddling with the relative wages of dif-

22 IDE (1997).
23 Cortazar, Lustig and Sabot (1998).
24 The main criteria here is that the scholarship should be below the
market wage that equivalent workers obtain in the labor market, and not
a function of the overall average wage.
25 The use of payroll tax resources to generate jobs is somewhat con-
tradictory, since they increase the cost of labor and therefore reduce
employment generation.
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Demography: Threat or Opportunity? 

ferent types of workers are important enough as to
counsel caution in this area. Besides, the sophisti-
cated enforcement and supervision system needed
to mitigate the deadweight and substitution effects
of these subsidies is not present in most Latin Ameri-
can countries.

Finally, cash transfers to poor families are the
mechanism of last resort to support those families that
fall through the other support mechanisms. Low cov-
erage is the sign that a last-resort mechanism is being
used appropriately. If coverage expands into a well-
defined poverty headcount, it is a clear signal that
other components of the income support system are
failing, and too many workers are falling through.
Design and implementation of cash transfer programs
can be complicated, and extreme caution is recom-
mended in using them, given that such programs can
create dependency traps for beneficiaries.

Most components of this comprehensive in-
come support system exist in one form or another in
most countries in the region. Achieving some of the
others—such as replacing legally mandated severance
payments with unemployment insurance or savings-
based separation funds—will require far-reaching
political agreements. Such consensus can be reached
only if there is a shared vision of the end product as a
system to protect all workers against income volatil-
ity. For other components—such as emergency em-
ployment programs—the pitfalls of designing in the
context of an emergency can to some extent be miti-
gated if there is a clear sense of how such programs
ultimately will fit into the context of a new and more
effective income protection system.

Improving Transparency of the Labor Market

New labor policies should also be aimed at improv-
ing job placement opportunities in the labor market.
Quite often, qualified or able workers seeking to bet-
ter their status in the labor market do not know where
to turn, or whom to contact to find a job. A recent
survey, for instance, indicates that about 67 percent
of Latin Americans believe that success depends on
social connections and networking. In contrast, less
than 50 percent of those interviewed think that hard
work is enough to succeed.26

Poor or inefficient formal placing mechanisms
result in poorly matched workers and jobs, reducing

the potential incomes of workers. This phenomenon
is especially acute in the case of young workers and
new entrants from less advantaged families. These
workers, lacking an established record in the labor
market and the connections to find a good job, may
end up settling for worse jobs and lower pay than they
could potentially attain. Therefore, improving job
placement services contributes to leveling opportu-
nities in the labor market.

In addition, devising mechanisms that help
workers find a suitable match becomes particularly
relevant in the current context of increased churning.
Thus, the insecurity associated with the loss of a job
can be greatly mitigated if a new and appropriate job
is quickly located.

In this context, current efforts to streamline
and in some cases decentralize job placement systems
to improve their efficiency are greatly welcome. These
efforts should be aimed at improving coordination
between job placement services and training initia-
tives, increasing the participation of firms and work-
ers in such services, and, last but not least, perform-
ing regular evaluations of their matching performance.

The Demographics of Violence and Crime

Crime and violence have become staple features in
most Latin American countries. Despite the persis-
tent lack of reliable data, what statistics are available
indicate that the region has one of the highest crime
rates in the world. The median rate of homicides in
Latin American countries is the highest of all the prin-
cipal regions of the world, while the average rate is
second only to sub-Saharan Africa.27

Latin America also has high rates of other
types of crime. Some recent studies based on house-
hold surveys indicate that the percentage of victim-
ization is staggering. Almost 40 percent of the resi-
dents in San Salvador have been victims of some type
of crime, while 30 percent of residents have been vic-
timized in Bahia (Brazil), Cali (Colombia) and Caracas
(Venezuela).28 Similarly, surveys show that over 50

26 Latinobar6metro(1998).
27 See Murray and Lopez (1996).
28 See Cruz (1999).

71

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



72 Chapter 2

Arrests for Murder by Age Group,
Mexico, 1997

Arrests for Murder by Age Group,
Argentina, 1999

percent of urban households in Guatemala and 40
percent in Mexico and Ecuador have been victims of
some type of crime.29

There is evidence that shifts in average age
structure are accompanied by changes in some types
of crime. Since young people tend to be more actively
involved in crime, younger populations suffer higher
aggregate crime rates. The evidence suggests that the
propensity of the young to commit crimes is higher
in Latin America than elsewhere in the world, mak-
ing the presence of a particularly large young cohort
in the region a particular concern.

The size of the cohort most likely to be in-
volved in crime reached a peak during the 1990s in
Latin America and will continue to be large over the
next 30 years. Unless innovative crime prevention and
control policies are implemented, homicide rates will
increase in some countries and remain painfully high
in the others.

Prevention policies designed to address the
root causes of crime have so far proven more cost-
effective than traditional control policies. However,
law enforcement expenses are still mostly allocated
to control. In the future, the region should allocate
more resources to the design and implementation of
crime prevention programs while rationalizing con-
trol expenditures. The region should also implement
far-reaching reforms in the criminal justice systems
in order to deter crime; promote equal treatment of
all citizens before the law; and increase community

involvement in crime prevention and control. Finally,
nations need to better monitor the performance of
crime programs and agencies, carry out extensive pro-
gram evaluations, and create internal and external
organisms to monitor law enforcement as well as the
judicial and corrections systems.

The Peril and Promise of Demographics30

Demographic trends matter for crime because age is
a fundamental determinant of the propensity to en-
gage in criminal activities. All over the world, adoles-
cents and young adults commit a high percentage of
all crimes. In Mexico, for example, arrests for murder
peak at a young age and decline quite rapidly for older
age groups (Figure 2.28). Similarly, in Argentina, data
on incarceration rates per age group peak for the 26-
29 age bracket and then make a marked decline for
older ages (Figure 2.29). Thus, as the structure of the
population changes, the numbers of people likely to
engage in crime changes as well, bringing important
changes in the aggregate crime rate.

For the region as a whole, changes in the
population structure in the years ahead will have
mixed effects on crime rates. On the one hand, the
share of the population aged 10-29 will decline
(Figure 2.30); on the other, the share of the popula-

29 See Gaviria and Pages (1999).
30 This section is based on Morrison and Pages (1999).

nBUBKECiFigure 2.28

Source: INEGI, Mexico. Source: Ministry of Justice, Argentina.
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Share of Population 10-29 Years Old Share of Population 30-39 Years Old

tion aged 30-39, still quite involved in crime, will in-
crease until the year 2020 and decline afterwards (Fig-
ure 2.31). These changes in the population structure
will differ across countries in different stages of the
demographic transition. The countries less advanced
in the demographic transition (Group I countries) face
the worst scenario: the share of the 15-29 cohort
reached a peak in the 1990s and will decline very
slowly in the future, while the share of the 30-39 co-
hort will continue increasing over the next 30 years.
In contrast, the scenario is benign for the countries
most advanced in the transition process (Group III):
the share of the 15-29 cohort will decline rapidly,
while the share of the 30-39 cohort is already peak-
ing and will decline in the future.

While the impact of demographics on crime
has received considerable attention in the United States,
it has not been studied in Latin America, nor for that
matter in the developing world as a whole. The bottle-
neck has been, and continues to be, the lack of reliable
data on crime rates by age group. When such informa-
tion is available, it is possible to compute the impact of
changing demographic structure on aggregate homi-
cide rates. Although the estimates made here are based
on the limited data available, they nevertheless shed
some light on the magnitude and nature of the demo-
graphic effect, and underscore the importance of im-
proving crime data collection in the future.

The relationship between homicide rates and
the age structure of the population is estimated using

international data on intentional homicide rates and
cohort size. (See Appendix 2.4 for a description of the
statistical methodology.) The estimates show that the
size of the young age cohorts can explain differences
in aggregate homicide rates. For the world as a whole,
the effect of the cohort size peaks between ages 15
and 19, declines somewhat in the 20-29 age group
and, surprisingly, increases again (although to levels
below those of the 15-19 age group) for the 30-39
age group. After 40, cohort size no longer affects ho-
micide rates.

Once region-specific relationships between
the homicide rate and cohort size are taken into ac-
count, the analysis shows that the effect of the young
cohort size on crime is higher in Latin America than
anywhere else in the world. These results suggest that
the propensity of young people to commit crimes is
higher in Latin America.

What's behind these higher crime rates in
Latin America? The literature on the roots of violence
and crime points to poverty, income inequality, youth
unemployment and low education as sources of vio-
lence and crime among the young. Data limitations
preclude analysis of the impact of poverty and young
unemployment rates, but the role of inequality and
low education has been examined. Although some stud-
ies have found a positive correlation between inequal-
ity and crime,31 data examined here show no such

See Fajnzylber, Lederman and Loayza (1998).

3CT1gBB1Figure 2.30

31

Source: United Nations (1998). Source: United Nations (1998).
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74 Chapter 2

relationship. Nor is any relationship found between
education—measured as the percentage of the popu-
lation with secondary education—and homicide rates.

Several researchers have also stressed the role
of urbanization in high rates of crime, although the
causes that explain the well-documented correlation
between crime and cities are not yet well known. Some
studies point to higher rewards to crime and lower
probability of arrest in cities, as well as the fact that
cities attract or create crime-prone individuals.32

Other studies have emphasized that urban growth
increases urban density, which in turn increases stress
and frustration, resulting in higher rates of violence.33

More urbanization is in turn associated with lower
social control on individuals. Young people may be
especially sensitive to all these factors. They are likely
to feel as much as anyone the stress and the frustra-
tion resulting from high population density. And at
the same time, lower social control may result in less
supervision and more of a likelihood that the young
will engage in criminal activities.

Do Latin America's relatively high rates of
urbanization explain the region's high crime rates?
Our results suggest that while urbanization is not
associated with overall homicide rates, it is associ-
ated with higher rates of crime committed by young
people. Thus, the presence of a large youth and
young adult cohort is especially important in highly
urban societies. However, according to our data, this
relationship seems to hold worldwide. Consequently,
high urbanization rates per se cannot explain the
relatively higher criminality rate by the young in the
region.

Therefore, while our analytical results shed
some light on the possible causes of crime, they do
not say much about the causes behind the high
criminality among the young in Latin America. More
detailed data on economic opportunities, educational
achievement and employment rates of the young could
bring some answers to this question.

Our analysis, however, underscores the im-
portance of changes in the structure of the popula-
tion to explain overall homicide rates. Quantifying
the size of this effect can be done by simulating the
impact of population trends on future homicide rates
in Latin America. For this purpose we use our esti-
mates of the relationship between crime and cohort
size in the region (see Appendix 2.3) and United Na-

tions population projections for the years 2000-30.
The results are shown in Figure 2.32.

Most countries show a long-run decline in
homicides from the most recent historical rates (1990-
94) as a result of having a smaller 15-39 age cohort.
In the short run, however, the decline in the 15-29
age cohort will be offset by the increase in the 30-39
cohort. In Ecuador, Mexico and Nicaragua, these
opposite trends will result in demographic pressures
to increase homicide rates, while in most of the other
countries the pressure will remain at levels similar to
those observed over 1990-94.

These results should be interpreted with cau-
tion because of the strong assumptions underlying this
exercise. First, instead of using observed crime rates
per age, we have estimated these numbers out of an
international sample. Obviously, the availability of
such numbers at the national or subnational levels
would substantially improve the ability of each coun-
try to predict the impact of demographics on homi-
cide rates. Second, in the simulation we have assumed
that the number of crimes committed by a person in
the 15-29 or 30-39 cohort remains constant over time.
However, well-designed violence prevention pro-
grams targeted at these age groups could modify the
situation.

Complex Problem, Multifaceted Solutions

Traditional strategies against crime have emphasized
the role of criminal justice over crime prevention poli-
cies. For instance, at the beginning of the 1990s, ex-
penditure on crime control in the United States—that
is, strategies dealing with crime once it has already oc-
curred—accounted for more than 94 percent of the
total U.S. law enforcement budget.34 In Latin America,
the proportion of resources directed to crime control
is likely to be even larger, given the scarce amount of
resources devoted to crime prevention policies.

Recent evidence indicates that the dispropor-
tionate allocation of resources to crime control is not
cost-effective. A recent study by the Rand Corpora-

32 See Glaeser and Sacerdote (1996).
33 See Buvinic and Morrison (1999, Technical Note 3).
34 See McDonald (1992) cited in Buvinic and Morrison (1999, Tech-
nical Note 6).
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iJl.lilJJ>J:VJ Expected Effects of Demographic Change
on Homicide Rates
(Percent change)

tion compared the cost-effectiveness of five alterna-
tive U.S. programs: life sentences for repeat offend-
ers (the three-strike law), supervision of at-risk ado-
lescents, training parents of children who exhibit
violent behavior, incentives for youth to complete high
school, and home visitations for single mothers. The
study indicated that the most cost-effective program
was giving incentives to youth to complete high
school, followed by parental training and at-risk ado-
lescent supervision. Life sentences for repeat offend-
ers were much less cost-effective than these three
crime prevention programs.35 Thus, there seem to
be higher dividends from crime prevention policies—
that is, any type of policy that reduces delinquency,
violent crime and insecurity by successfully address-
ing the scientifically identified causes of crime.36

The international experience offers an array
of lessons on how to design and implement crime pre-
vention programs. First, across the world, successful
and effective experiences have been characterized by
being local in scope. Municipalities are the ideal ad-
ministrative units to lead and coordinate crime pre-
vention strategies. However, municipalities may not
have the autonomy or the resources to implement such
programs. It is therefore crucial to decentralize crime
prevention budgets and bring the know-how to the
city level.

Second, there is a need to create inter-agency
working groups that include representatives of gov-
ernment agencies, local businesses, community-based
organizations, the police, and the judiciary. The most

effective approach often sees affected communities
develop the strategies while government agencies play
a secondary role funneling funds and overseeing
projects.

Third, there is no one solution that fits all
countries, cities or neighborhoods. The experience in
industrial and developing countries shows the value of
undertaking a careful diagnosis of the nature and causes
of crime in particular locations. While some cities may
have a severe problem of youth gang violence, others
may suffer most from house burglaries or street rob-
beries. While in some cities crime may be restricted to
specific problem areas, in others it may be more geo-
graphically scattered. This process of collection, analysis
and interpretation of data is often referred as an "epi-
demiological approach" because it has its origins in
public health. It is executed in four stages: (1) defini-
tion of the problem and data gathering, (2) identifica-
tion of causes and risk factors, (3) design and imple-
mentation of programs and policies, and (4) evaluation
of the effectiveness of the interventions.37

Fourth, research shows that intervening in the
early stages of the problem is the key. The best time
to prevent future increases in crime is when crime
rates are low. All too often, these initiatives are imple-
mented when crime rates have reached unbearable
levels and the solution to the problem becomes much
more costly and difficult.

Finally, the experience in industrial countries
shows the value of performing program evaluations in
order to learn what works and what does not. While
few such evaluations have been undertaken in devel-
oping countries, a number of crime prevention pro-
grams have been evaluated in the industrial world. In
the future, evaluation should be incorporated into the
design stage of anti-crime programs. This can be done
by creating control and experimental groups and by
allocating a suitable amount of resources to monitor
the performance and cost-effectiveness of the program.

The multi-disciplinary nature of crime pre-
vention programs has led to a wide array of alterna-
tive policies. These can be classified into five groups:

35 See Greenwood et al. (1996) cited in Waller and Welsh (1999) and

Buvinfc and Morrison (1999, Technical Note 5).
36 See Waller and Welsh (1999).
37 See Buvinic and Morrison (1999, Technical Note 5).
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76 Chapter 2

1. Developing individuals and families. These
policies intervene at the personal and family levels to
prevent high-risk individuals from engaging in violent
behavior. Research shows that violence is a learned
behavior and that, as such, it can be unlearned. Evalu-
ations indicate that programs that intervene early in a
person's life are the most effective. These initiatives
include pre- and post-natal care for high-risk single
mothers, special education programs for high-risk chil-
dren and teens, and programs to develop skills for
peaceful conflict resolution.38 Although there are few
of these types of programs in Latin America, industrial
countries have had considerable success with them. In
the United States, a program that arranged for nurses
to visit single mothers during their pregnancies and
until their children reached 2 years old reduced child
neglect and abuse by 75 percent, in turn reducing the
risk of future violent behavior by the children who
would have been abused. Another U.S. program pro-
vided high-quality preschool education to children at
risk, reducing by 50 percent the probability that these
children would be arrested as adults.39

2. Increasing social control. These policies in-
tervene at the community level to increase citizen
involvement in crime and violence prevention. The
communities promote programs themselves in
partnership with the police, the judiciary, business rep-
resentatives and city officials. Initiatives include com-
munity crime-watch groups and business improve-
ment districts aimed at increasing vigilance, reducing
crime and providing work opportunities.

3. Altering the situation. These policies at-
tempt to change the context in which crime occurs in
order to reduce opportunities for crime and violence.
Examples include gun control policies, improved
street lighting, surveillance cameras, drinking age laws,
increased police presence in the streets, self-protec-
tion measures and after-school programs.

4. Improving economic opportunities. These poli-
cies are based on the premise that prospective crimi-
nals balance gains and penalties associated with crime,
discussed further in the next paragraph. By increas-
ing labor market opportunities for potential crimi-
nals, these policies increase the opportunity cost of
crime and reduce its incidence. Examples are initia-
tives to provide training and jobs to people at risk. An
evaluation of the Job Corps, a U.S. program that pro-
vides training to unemployed and disadvantaged

youths, showed that participants were one-third less
likely to have been arrested one or more times rela-
tive to the control group.40

5. Increasing the probability and duration of pun-
ishment. These policies are based on the premise that
prospective criminals are rational individuals who
balance the gains and penalties associated with crime.
Thus, higher probability of arrest and longer impris-
onment deter prospective criminals and reduce the
incidence of crime. Evidence in the United States
shows a 10 percent increase in incarcerations is asso-
ciated with a 4 percent decline in violent crimes.41

However, it is a priori unclear whether this reduction
in violence is due to a deterrent effect (prospective
offenders are dissuaded) or an incapacitation effect
(people in jail do not commit crimes). The evidence
shows that the balance of these two effects depends
on the type of crime. For emotional violence, such as
rapes, the decline in crime associated with increased
incarceration seems to be mostly due to an incapaci-
tation effect. For property crimes and robberies, the
decline in crime associated with incarceration is mostly
attributed to a deterrent effect.42 These conclusions
suggest that criminal justice actions might be effec-
tive in preventing larcenies, robberies and burglaries,
whereas homicide and rapes can be more effectively
prevented with alternative policies.

One major problem with law enforcement in
Latin America is that decades of police corruption,
brutality and repression have eroded trust in the po-
lice (Figure 2.33). According to Latinobarometro sur-
veys covering 1996-98, almost 80 percent of the ur-
ban residents in Argentina do not trust the police. The
data show similarly low levels of trust in Mexico,
Venezuela, Bolivia and Brazil. Other countries in the
region show somewhat higher levels of trust in the
police, but still very low levels compared to Spain,
the only country included in the sample that is not in
the region. Low levels of trust result in extremely low
reporting rates and little cooperation with the police.
This in turn results in a low percentage of crimes

38 Ibid.
39 See Waller and Welsh (1999).
40 Ibid.
41 See Levitt (1995).
42 See Levitt (1998).
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Survey: Percentage of the Population
that Mistrusts the Police

Survey: Percentage of the Population
that Mistrusts the Judiciary

solved, which contributes to an overall perception of
impunity and high crime rates.43 To break this cycle
of low trust and high crime rates, it is necessary to
introduce substantial reforms in the police depart-
ments of virtually all cities in the region. New ap-
proaches should include better training for police of-
ficials, better supervision of police activities, and new
approaches to reach the community. In Costa Rica
and the United States, community policing has sig-
nificantly improved the relationship between commu-
nities and the police. In Boston, a new problem-solv-
ing strategy based on forming partnerships with the
community improved the effectiveness of the police
and led to substantial reductions in crime.44

Another problem is the revolving door na-
ture of the judiciary system in most countries of the
region. Low reporting rates and little collaboration
with the police results in lack of evidence in court.
This, in turn, leads to low conviction rates and low
levels of trust in the judiciary. According to Latinoba-
rometro, more than 70 percent of the people in Ar-
gentina, Bolivia, Ecuador, Mexico, Panama and Peru
mistrust the judiciary system. In contrast, Uruguay
and Costa Rica exhibit the lowest percentage of mis-
trust among the countries included in the sample (Fig-
ure 2.34). In addition, the perception is that the judi-
ciary does not treat all individuals equally. Thus, barely
12 percent of Brazilians and 13 percent of Argentines
believe that all individuals are equal before the law.
Equality before the law is also negatively associated
with income inequality, suggesting that judicial sys-
tems in unequal countries may respond more swiftly
to the needs of the middle and upper classes than to
the needs of the poor (Figure 2.35).

43 Gaviria and Pages (1999) estimate the impact of low trust in the
police on high crime rates. The study finds a positive and statistical
relationship between these two variables. This relationship is robust to
statistical methods that account for the reverse causality between high
crime and low trust in the police.
44 See Kennedy (1998).

Gini Coefficient and Perceptions of
Legal Equality

Figuyre 2.23 
Figure 2.35

Figure 2.34
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Source: Latinobarometro, various years.

Source: Latinobarometro, various years.

Source: Latinobarometro, various years and Deininger and Squire (1996).
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"I Chapter 2

Financing Crime Prevention and Control Policies

In a time of serious fiscal constraints in many coun-
tries of the region, there may be resistance to devoting
resources to violence prevention. Yet violence could
be reduced without additional spending if expenditures
on reactive programs (e.g., prisons and traditional
forms of policing) were reallocated to prevention ef-
forts. In the United States, it is estimated that for ev-
ery dollar invested in violence prevention, society saves
from $6 to $7 that would have been spent on control
or treatment of violence.45 The potential for such sav-
ings is particularly large in countries like Colombia,
which devoted over 6 percent of its 1996 GDP to ex-
penditures on criminal justice and private security.

Rationalizing expenditures on traditional re-
active programs would also liberate resources for in-
novative control programs. For instance, for crimes
for which imprisonment has mostly an incapacitation
effect—that is, where imprisonment reduces crime
only to the extent that a jailed person would be com-
mitting crimes if free—it may prove cost-effective to
reduce the length of sentences, since the probability
of committing these crimes declines substantially with
age. The savings could be devoted to improving re-
habilitation programs or to underwriting the costs of
increasing the length of sentences for crimes for which
longer incarceration is more cost-effective.

Demographic Opportunity
to Improve Education

In the past few decades, education systems in Latin
America would have had to walk very fast simply to
stay in the same place. In the countries that were fur-
ther behind in the demographic transition process
around 1950, the basic school age population (4-15
years old) increased at a rate of 2.7 percent between
1960 and 1990. Even in countries further along in
the transition, the growth rate was 1.8 percent.

Besides this demographic growth, countries
of the region have also had to deal with the fact that
average education of Latin Americans born around
1960 has reached 8.2 years, almost 20 percent higher
than the 6.9 years reached by those born 10 years ear-
lier, and 55 percent higher than the 5.3 years of those
born around 1940.

Given the demographic circumstances, such
rapid progress undoubtedly constituted a true revo-
lution that opened great opportunities for those who
joined the labor force between the early 1970s and
the beginning of the next decade. Not surprisingly,
however, such fast-paced progress produced results
that were quite uneven in quality and efficiency. This
was a result of institutional weaknesses and limited
supplies of resources, particularly properly prepared
teachers, as well as limited physical resources (schools
and materials), and scientific and technological re-
sources (curriculum programs and teaching methods).
The initial success of educational expansion was made
possible by the centralized manner in which the edu-
cation system had been organized, facilitating the es-
tablishment of uniform curricula, and making it pos-
sible to hire a growing number of teachers and to build
thousands of schools in a few years. But centralized
organization also produced a series of rigidities that
would ultimately make it hard to adapt the system to
changing demands.

The macroeconomic volatility of the 1980s
put an end to this period of educational revolution.
The generations born after the 1970s advanced more
modestly than the previous groups: on average they
had only 8.8 years of schooling, a scant 7 percent more
than the group from 10 years before. In government
and academic circles in Latin America, the crisis of
the 1980s has been identified as the moment when
social progress lost its way. A study of the macro fac-
tors associated with dropping out of school, for ex-
ample, cites macroeconomic instability as the princi-
pal cause.46 Starting with the education and age of
millions of current Latin Americans (according to
household survey information from 18 countries), the
approximate year when each person left school can
be deduced, adjusting in each country for the usual
patterns of starting school and repeating grades. This
information serves as the basis for detecting the fac-
tors that may have had an impact on the probability
of dropping out. Although individual, family or so-
cial factors are important, only macroeconomic vola-
tility is able to explain the changes in educational
progress. Demographic conditions were also inimi-

45 See McDonald (1992).
46 See Behrman, Duryea and Szekely (1999).
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Factors Behind the Slowdown in
Schooling Progress in Latin America

would be a mistake to regard the demographic changes
ahead as a simple slowdown in educational demand
that will make it possible to ease up and devote these
resources to other more immediate matters. The de-
mographic shift is part of a wave of very rapid changes
that are not necessarily continuous. It is true that in
countries like Bolivia, there may be a continual de-
cline in the growth rate of the population aged 10-14,
most critical for improving educational gains (Figure
2.37). But the same group of countries that are not
far along the demographic transition process also in-
cludes Nicaragua, where a marked acceleration of that
same age group is likely before rates lower than the
current ones can be expected some 15 to 20 years down
the line. And there may be even bigger surprises. Ac-
cording to demographic projections by the United
Nations, the population aged 10-14 in Brazil will fall
over the next 10 years but then rise again, while in
Colombia, where this age group is still growing rap-
idly, there will be a sharp slowdown until the year 2010
and then another increase.

The examples could continue, but the point
is the same: changes will not be continuous. Further-
more, just as there are quite notable differences be-
tween countries that in principle belong to the same
demographic group, there can be similar and even
greater differences between regions in the same coun-
try, and even more between strata in the same region
or city.

cal to educational progress, but they explain only a
tiny fraction of the change (Figure 2.36).

Scanning the Horizon

Over the next few decades, demographic conditions in
most countries in the region will be favorable for ad-
vancing more rapidly in education. During the demo-
graphic opportunity period, the proportion of persons
dependent on those who are economically productive
will remain low, which implies better family and social
opportunities for increasing education. With smaller
families than in the past, parents will be able to devote
greater resources to the education of each of their chil-
dren. And more funds will be available for that pur-
pose, since many more women will be able to join the
labor market, and the economic burden of older people
who need to be supported will still be low.

This is the unique opportunity enjoyed by the
parents of the current generation: they have more sib-
lings than children, and hence have fewer economic
burdens from above and below. In aggregate terms,
this is also a potential privilege for current govern-
ments, which have a growing tax base at the same time
when the population demanding education is declin-
ing in relative terms and the population of retirees is
still relatively small.

Whether the benefits of this opportunity are
realized in terms of education remains to be seen. It

Changing Trends: Population Growth
of 10-14 Year Olds

Figure 2.36  Figureev2.37

Source: Behrman, Duryea and Szekely (1999c).
Source: IDB calculations based on United Nations (1998).
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80 "I Chapter 2

Secondary School Enrollment
Will Outgrow Population Trends
(In percent)

Average Years of Education of the
Population Age 18 and Over

The opportunity to improve education could
also be missed if there is not an awareness that this
demographic horizon is just as varied with regard to
the educational situation of age groups between coun-
tries, between regions and within each one of these
same groups. Consider the case of children who were
8 years old in 1995 or 1996, and who now therefore
comprise part of the 10-14 year old group. According
to household surveys for these years, all but 1 percent
of these children in Chile, Panama and Peru finished
the first grade of school. But in Honduras they repre-
sented 6 percent and in Brazil the figure was 20 per-
cent. Hence, for these latter two countries, demo-
graphic trends are only a portion of the information
that will have to be kept in mind for responding to
educational demands.

In light of the slow progress with secondary
education in most Latin American countries, a marked
acceleration in secondary education enrollment dur-
ing the next few years would be expected, notwith-
standing demographic trends in many countries point-
ing to deceleration of such age groups. To meet future
social and economic demand, it has been estimated
that rates of secondary education enrollment should
be increased by 20 percent over 1995-2005.47 Such
an increase would have important implications, how-
ever, since enrollment rates rose only 4 percent in the
last decade. The number of children enrolled in sec-
ondary education would have to rise from 2 5 million
in 1995 to 36 million in 2005, an increase of 44 per-
cent, even though the population for that age group

would increase less than 8 percent, from 46 million
to 48.5 million (taking into account the length of sec-
ondary schooling in each country). In countries such
as Brazil and Uruguay, the population in the second-
ary age group would even be expected to decrease
(Figure 2.38).

Favorable demographic conditions notwith-
standing, it is clear that a substantial effort will be
required to increase enrollment rates from 55 to 75
percent in 10 years. The Inter-American Develop-
ment Bank projects that total expenditure should be
increased from $11.6 billion to $16.2 billion, and that
the number of teachers should go from 1.8 million to
2.6 million. Taking into consideration replacement
needs, some 1.7 million teachers would need to be
trained just for secondary schools.

The more dynamic segments of educational
demand may be beyond the conventional school ages.
Because of the combination of demographic trends
and Latin America's characteristically high dropout
and repetition rates, much of the immediate pressure
on education systems in the region will come from
the age group over 18 years old. Since many young
people in Latin America have been forced to join the
work force without having completed even a basic
education, average education of 18-year olds in the
region is only 8.5 years, and in countries such as Bra-
zil and Honduras it is barely 6 (see Figure 2.39).

47 See Wolff and Castro (1998).

Figure 2.38 Figure 2.39

Source: Wolff and Castor (1998).
Source: Behrman, Duryea and Szekely (1999a).
* Urban data only.
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Demography: Threat or Opportunity?

Rich and Poor 20-25 Year Olds with
Complete Secondary Education
(In percent)

Shortcomings in schooling are also very
marked between the poorest groups. Even in coun-
tries with better secondary school coverage, such as
Chile and Peru, only 30 percent of young people be-
tween 20-25 from the poorest 30 percent of the popu-
lation have completed secondary school. In Hondu-
ras, Paraguay and Brazil, not even 5 percent of poor
youths have completed secondary school (see Figure
2.40). Surprisingly, even among high-income groups
there are serious educational shortcomings in many
countries of the region. In Mexico and in six Central
American and Caribbean countries, at least 30 per-
cent of young people aged 20-25 from the wealthiest
decile of the population have not completed second-
ary school.

For all these reasons, the education market
for young people and adults will be quite dynamic in
the years ahead, as it already is in a number of coun-
tries. The dividing lines traditionally drawn in Latin
America between education for youth and training for
adults will not be adequate for dealing with the chal-
lenges of these groups. And again, all these are sim-
ply aggregate histories based on national data. The
heterogeneity inside each country is infinitely greater.

The Challenges

Latin America's education systems are facing basically
three challenges imposed by demographic change:
flexibility to respond to changing demands; diversity
to respond to the heterogeneity of demand; and effi-

ciency to make better use of public and private re-
sources.

Flexibility will be required in the fiscal domain
to have resources available and to allocate them to
the places, levels and types of education where they
are needed at each moment. Human resources, edu-
cational materials and hundreds of other inputs will
have to be mobilized under constantly changing con-
ditions. Education programs will have to be adapted
continually, particularly for adults, in order to respond
to immediate conditions that are difficult to foresee
or plan for, since they will depend not only on al-
ready known factors such as demography and people's
educational past, but also on labor market conditions,
the needs of productive sectors, developments in tech-
nology, and changing expectations.

Diversity will be especially important for ba-
sic education aimed at young people and adults who
have fallen behind or dropped out of the system. For
these groups, it is neither efficient nor feasible to rep-
licate the traditional patterns of education aimed at
conventional age groups (which, paradoxically in Latin
America, are often in a minority, especially among the
poor).

Efficiency in the use of resources is important
considering how much is currently being wasted be-
cause of grade repetition and dropping out. Mention-
ing this challenge may seem to be a cliche, because it
has been repeated so often in evaluations of the edu-
cation sector. But efficiency is critically important, as
can be illustrated from a calculation of its fiscal im-
pact on Brazil, where repeating and dropping out
means that the unit costs per student are approxi-
mately double what they would be without these prob-
lems. Inasmuch as such sources of inefficiency are not
reduced overnight, it is helpful to understand their
impact over time. In Brazil, 47 percent of the expan-
sion of demand for secondary education could be met
with the resources that would be saved by lowering
grade repetition in primary school by 1 percent a year
in each grade.48

48 See Rodriguez and Herran (1999).

35^^^Ej]
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Source: IDB calculations based on household surveys. and Deininger and Squire(1996).
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82 Chapter 2

Toward a New Organizational Paradigm

The centralized way in which the education system is
organized in most countries of the region will not
make it easy to respond to these challenges. Central-
ization may have been effective during the period of
rapid educational expansion, but it is not likely to be
helpful in meeting the challenge for flexibility, diver-
sity and efficiency posed by the current mix of educa-
tional and demographic conditions, technological
changes, and globalization trends.

Flexibility requires that schools or other edu-
cation service providers be closer to the students and
parents demanding education. In many current cen-
tralized systems, schools cannot easily respond to de-
mand because the most important decisions on fi-
nancing, hiring, supplies and maintenance are made
by a centralized education ministry. Neither is it
likely that a central entity will be able to respond to
diverse local needs and conditions. Because central-
ized systems do not delegate important decisions to
the schools, principals or teachers, important infor-
mation from those closest to users is left unaddressed.
Finally, centralized systems for labor negotiations
with teachers and other groups of workers in the
sector can also be inflexible.

Several countries have opted to decentralize
decisions by assigning them to department or mu-
nicipal governments. But for the most part, this has
simply replicated the difficulties of centralized orga-
nization at a lower level, where administrative capa-
bility is often even more limited. This kind of decen-
tralization has created greater coordination problems
by involving several levels of government, especially
when different types of education (as in Brazil or
Colombia) are assigned to different levels of govern-
ment. The problems are complicated even more when,
as a result of a fragmented decentralization of tax re-
sources, education is financed with budget items from
different sources. Under such conditions, a good por-
tion of the efforts of local administrators must be di-
rected toward these funds and assigning them to dif-
ferent units of control and influence. It is no surprise,
then, that these decentralization practices become
politicized, isolating the efforts of schools and educa-
tion staff even further.

For these reasons, both centralization and the
type of pseudo decentralization described above do

little to improve the quality of education. Under such
systems, school principals and teachers respond not
to challenges that lead to more efficient use of re-
sources, but rather to incentives to maximize the re-
sources they have available and their influence in ob-
taining more of them.

It is clear that responding to the challenges
of flexibility, diversity and efficiency demands a new
organizational paradigm for the education systems of
Latin America. This paradigm must be based on three
principles: strengthening the user, giving the provider
autonomy, and redefining the government's role.

Strengthening the user. Users become empow-
ered if they have information, a voice, and a choice.
Evaluating schools and standardized national test
scores enables parents and teachers to exert pressure
to improve the quality of education. If the users of
educational services are taken into account (with voice,
if not with vote) in choosing principals and other major
decisions in running schools, the schools will likely
respond better in meeting their needs. Ideally, par-
ents ought to also have the option to choose the school
or type of education for their children, since this gives
them the chance to "vote with their feet" if they find
better options.

Giving the provider autonomy. Schools are likely
to provide higher quality education and meet their
students' needs more efficiently if they can make their
own basic operating decisions, particularly regarding
allocation of budget resources for staffing, mainte-
nance and training; hiring, evaluation and promotion
of teachers; and innovation in pedagogical practices.

Redefining the government's role. Bureaucratic
control should not be the government's central task
in education, as is now the case. The government must
continue financing basic education, but through a sys-
tem that lessens the government's bureaucratic load
and generates adequate incentives so that suppliers
can expand and improve their services. Such a system
involves allocating resources to schools in accordance
with what is produced, that is, according to the num-
ber of children enrolled and their educational achieve-
ments, and not according to the expenses incurred by
schools for various spending categories, as is done now.
Relieved of the tasks of bureaucratic control, the gov-
ernment can reorient its efforts toward generating the
information needed by users, schools and teachers to
make their own decisions, including standardized tests,
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school and teacher evaluation, analysis of educational
practices, and options for teaching and organizing
schools. The government must also set quality stan-
dards for determining which schools may operate and
under what conditions they may receive public
financing.

This new paradigm for organizing education
is no doubt ambitious and may not be suited to the
realities of all countries. Nevertheless, it provides a
useful frame of reference for designing other arrange-
ments, although it must be kept in mind that the vari-
ous components of an education system always need
to be coherent. There is little point in strengthening
the user if the schools have no decisionmaking abil-
ity. And nothing is gained by granting schools au-
tonomy if users cannot express their demands, or if
the government cannot demand standards of quality
or provide schools the information and support they
need to meet those demands.

Because a new paradigm needs this coherence,
gradual reforms that introduce only some elements
or reform are inclined to fail. Having said that, radi-
cal reform may be rash if not impossible. So an advis-
able option is to introduce a reform package that is
complete in conception but limited in coverage. For
example, it could be implemented initially only in re-
gions or schools where there is particular interest and
where prospects for success seem most viable. Or en-
couragement could be given to private initiatives that
have emerged initially without state support, such as
Educo in El Salvador or the Fe y Alegria system of
schools in several countries of the region.

New Educational Possibilities

The conventional arrangement for basic education in
Latin America involves a uniform curriculum and the
division of students by grade level, each with teachers
covering the different subject areas. This arrangement
will undoubtedly continue as is for the foreseeable
future for many children. Yet it may not be best suited
for typical Latin American students, many of whose
studies may have been periodically interrupted because
they have had to go to work or could not otherwise
afford to continue their schooling.

For this great number of young people who
are significantly behind educationally for their age,
new means of teaching are needed. The demographic

opportunity will not be reaped unless new options are
developed quickly to make it possible to improve the
work prospects of this population group, the most
numerous in Latin America.

Education by television is the prime example
of an innovative means with possibilities that have yet
to be fully exploited. Although many countries in the
region have made use of television as an educational
tool, the best examples are in Mexico and Brazil. It is
no coincidence that they are large counties, since de-
veloping educational programs for television requires
large investments that are often, but not always, be-
yond the reach of small countries. Telecurso 2000 in
Brazil, for example, involves some 1,200 programs of
15 minutes each, entailing an investment of over $30
million.

Telecurso has been used for 15 years, and the
Mexican program Telesecundaria for 30 years. Both are
basically though not exclusively secondary school
courses that lead to a traditional diploma and involve
the presence of students in a classroom with the help
of a teacher. The Mexican program is a government
initiative funded from the budget, while Telecurso is
run by a private foundation financed by a television
company.

Telesecundaria is offered primarily to rural
schools created solely for the purpose of housing it.
The program is provided at the request of local com-
munities, and is staffed by teachers outside the regu-
lar system. Because these schools require only one
teacher per classroom, they operate efficiently and
their levels of quality basically come ready-made in
the television programs and accompanying textbooks.
Telesecundaria thereby allows for mass coverage with-
out sacrificing quality, and is free of many of the ri-
gidities of the traditional system.

Due to the success of the Mexican program,
a large industrial conglomerate decided to finance a
new version of the program in Brazil—Telecurso
2000—which serves young workers looking to finish
their secondary education. Instead of using a tradi-
tional format with a teacher in the classroom, these
programs are tailored to adults, using participatory
methods such as telesalas. The programs are organized
by the various sponsoring enterprises and entities as a
service for their workers and affiliates. It is projected
that 200,000 students regularly attend Telecurso classes.
Based on the number of textbooks sold or distributed
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84 Chapter 2

from 1995-99, it is estimated that the program has
reached 5.2 million people, although it is known that
many more watch the programs.

Various versions of these types of television
or video programs have been introduced recently in
traditional schools throughout the region, some with
a training component for certain groups of workers,
others with new approaches to providing the same
courses. Television as an educational tool is certainly
just one of many methods of distance education. In
many countries, radio programs continue to serve as
a viable alternative.

How to Catch Up in Training

The Latin American countries were pioneers in the
developing world in creating different kinds of train-
ing to facilitate the entry of young people into the
labor market. The approach that has been used in most
countries of the region since the 1940s is based on
two components: secondary technical studies gener-
ally offered by public schools and financed by the edu-
cation budget, and training centers operated by a gov-
ernment entity with a monopoly and financed by a
payroll tax (typically 1 percent of wages) under the
responsibility of the labor ministry. These centers were
initially conceived as providers of apprenticeships for
manual labor jobs and specific occupations.

Although these types of training were success-
ful in their early decades, they have experienced seri-
ous problems since the late 1970s, essentially because
they been unable to adapt to the needs of users, and
because their efficiency has been eroded by problems
typical of centralization and a lack of adequate eco-
nomic incentives. Technical education programs be-
came obsolete, if not simply incoherent, when they
began to mix academic secondary education, techni-
cal training and job preparation. In the case of ap-
prenticeship services, centralized agencies continued
to provide programs for the more standard and less
technologically dynamic types of work, but they were
unable to respond to the fast-paced technological
change in many industries, nor could they prevent
their rising budgets from being devoured by ineffi-
ciency and overstaffing.

In short, Latin America's traditional types of
preparation and training have come up short in meet-
ing the challenges of flexibility, diversity and efficiency.

Successful training programs in recent years have been
those that have managed to solve these challenges
through organizational systems that strengthen the
user (in this case, businesses), grant autonomy and
adequate incentives to training providers, and assign
to the state the tasks of stimulating competition, pro-
viding information, paying for services provided, and
setting high quality standards.

Two examples of this new organizational ap-
proach are the Young Chile Project (Proyecto Chile
Joven) created in 1992 and Argentina's Youth Project
(Proyecto Joven) begun in 1996. Their target popula-
tion is unemployed young people who are inadequately
trained to be employable. The two fundamental ele-
ments of these projects are the contracting out of train-
ing service providers (by the Ministry of Labor) on a
purely competitive basis, and the condition that pro-
viders guarantee that the young people they train will
be enrolled as temporary apprentices or hired by com-
panies. Although the companies are not directly in-
volved in the programs, their demands are implicitly
recognized because the providers must monitor the
market closely, even making prior agreements with
companies to hire their trainees.

These projects do not replace centralized
training agencies, but they at least reduce their mo-
nopoly power. Several countries are beginning to ex-
periment with variations of this organizational ap-
proach so that their training agencies will have better
incentives for operating. One approach involves al-
lowing companies to hire their own training services,
or creating trade organization training centers paid
for with the payroll taxes originally intended for the
centralized agency. Assuring the quality of services has
been difficult, however, and has often led to requir-
ing prior authorization by the centralized apprentice-
ship agency, which neutralizes the very incentive that
was intended to be introduced. In some countries this
has prompted public debate over whether payroll taxes
should be used to finance training. First, it is difficult
to use a tax as a market signal, and second, because
training generates benefits for the company and the
worker, there is a question as to whether a tax is the
appropriate way to finance it. The argument that train-
ing generates externalities is not a sufficient justifica-
tion to impose a tax, since it is likely that other gov-
ernment activities (and other types of education)
generate much greater externalities and hence ought
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Higher Education Enrollment Rates
(In percent)

to be given priority in the allocation of public re-
sources. Also, because of worker mobility, the type of
externality most important from training is the ben-
efit reaped by the companies in a branch of industry
as a whole, not by an individual company. This justi-
fies not a general tax but a contribution by businesses
in that branch, operating jointly (which may or may
not require involvement by the state). Finally, debate
in some countries has focused on whether payroll taxes
by their very nature work against generation of for-
mal employment and discriminate against the very
workers who have less training, since their services
are most easily replaceable or can be subcontracted
through informal enterprises.

University Education

From the standpoint of the growing number of pri-
vate providers, the university system in Latin America
demonstrates flexibility, adaptation and efficiency. But
its quality deficiencies are a symptom of serious short-
comings from a social standpoint.

University enrollment in the region is esti-
mated at 7.4 million students, which as a proportion
of the potential population (by age) is 20.7 percent.
This rate is much higher than the 15 percent regarded
internationally as the threshold after which higher
education is considered to be mass-based. The coun-
tries furthest along in extending higher education are
Argentina, Venezuela, Uruguay, Costa Rica, Peru,

Panama and Chile. Even relatively poor countries like
Guatemala and Paraguay have enrollment rates close
to 15 percent (Figure 2.41).

The region has over 5,000 institutions of
higher learning, more or less evenly divided into public
and private entities. Of these, 300 are public univer-
sities (with 3.5 million students) and some 500 are
private universities (with 1.5 million students).49 The
rest are technological institutes, training centers and
other kinds of educational institutions. This variety
of educational entities ranges from institutions of in-
ternational academic excellence to tiny organizations
of questionable quality and origin. It is estimated that
the demand for university slots in the region is grow-
ing at a rate of over 3 percent a year, thus entailing a
doubling in size in the next two decades. Adding to
population pressure caused by the growth of the popu-
lation of university age will be the effect of increasing
secondary education.

The diversity and coverage of higher educa-
tion in Latin America has been a dynamic but not
entirely satisfactory response to private and public
demands for education and training. Despite the size
of enrollment, and even though public spending for
higher education in many countries exceeds interna-
tional averages,50 Latin America has the greatest rela-
tive scarcity of highly qualified personnel in the world.
This is reflected in wage gaps between administrative
and manual occupations, which are the largest in the
world, and which have increased since the region be-
gan to adopt more open trade policies.51 Naturally,
this is only one performance indicator, and it does
not reflect the progress or lack of it toward other goals
of higher education, such as theoretical research, tech-
nological development, training of leaders, or the cre-
ation of critical, creative and tolerant minds.

While a comprehensive diagnosis of univer-
sity education in Latin America goes beyond the lim-
ited scope of this report, it can be said that its most
notable shortcomings relate to inadequate incentives
for the operation of public universities and the inef-
fectiveness of governments in creating a framework
that encourages competition, providing information,

49 SDS/IDB (1997).
50 See IDE (1996, Part 3), and IDE (1998-99, Chapter 5).
51 See IDE (1998-99, Chapter 2).

Figure 2.41

85

Source: SDS/IDB (1997).
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86 Chapter 2

and promoting standards of quality for private insti-
tutions. These problems are not easy to remedy be-
cause different types of higher education require dif-
ferent incentives and mechanisms for the level of
competition, information and control that is needed.

For education that develops academic leader-
ship—for which basic and applied research of inter-
national quality plays a central role—the market can-
not provide basic incentives. Neither can control be
exercised directly by the state. This has led to an or-
ganizational arrangement in public universities in
which funding comes almost exclusively from the gov-
ernment budget, sometimes even guaranteed by con-
stitutional mandate. These universities enjoy a great
deal of autonomy, and in the absence of incentives
and controls, many have become serious budgetary
dead weights, with little capability even to train the
academic elites who represent their core constituency,
much less to provide lower-level professional or tech-
nical education.

Incentives for academic activity can be intro-
duced through mechanisms for competition for pub-
lic funds to finance research, methods of teacher re-
muneration based on academic performance, and
research results based on international standards. Be-
cause elite academic training is a source of important
future benefits for the students, there is no reason why
all costs must be borne by the state. In many coun-
tries, private universities that cover a significant por-
tion of their costs through tuition payments provide
this type of education. Access to this type of educa-
tion can be guaranteed through credit systems and
with merit-based scholarships to stimulate academic
performance. In several countries in the region, uni-
versity loan programs are operating successfully An
exemplary case is Icetex in Colombia, which since
1952 has financed tuition and room and board for over
400,000 students from all social strata in public and
private universities.

By definition, education in academic leader-
ship cannot be extended to the masses and hence its
rules of operation cannot be extended mechanically to
other types of education. In professional training pro-
grams, on the other hand, the goal is to prepare stu-
dents for occupations that require an advanced formal
education, and where the market may consequently play
a much more important role. As such, private universi-
ties have been more successful operating in this educa-

tional realm, although it has also been the sector where
a number of poor-quality institutions have operated.
The market can provide signs for this type of educa-
tion through mechanisms of reputation (as has hap-
pened with successful public and private universities)
or through accreditation systems sponsored by profes-
sional or business organizations or by other (national
or foreign, public or private) universities of recognized
prestige. These indirect market mechanisms may be
encouraged by the state, but they do not actually re-
quire its involvement (unless it is a public institution
that enjoys the market reputation). Nevertheless, the
state can support this type of education by establishing
or regulating credit systems and creating additional
competition mechanisms. One example would be to
provide public funds for developing applied research
projects or for establishing new programs in areas where
there are known shortcomings.

In the smaller countries in the region, these
indirect market mechanisms can be difficult to
develop for reasons of scale and because of conflicts
of interest of the businesses or individuals involved.
This is an area where integration with other
countries could be useful, and where the govern-
ment should establish a regulatory framework that
corrects quality deficiencies found in private uni-
versities. In consultation with the private sector, the
government should set high standards and have the
authority to enforce them. And it should make avail-
able information to facilitate public monitoring of
universities.

Some public universities in the region, and
many private institutions, offer technical training and
development services that to some extent overlap with
the apprenticeship type of training discussed in the
previous section. Provided it is based on incentives
that encourage closeness to the market and efficient
use of public resources, such competition is healthy
because technical training complements technologi-
cal development, where universities may have a com-
parative advantage over training centers. This
complementarity can bring universities closer to com-
panies, helping both to enhance sources of income,
and introducing further market incentives that pro-
mote efficiency and orient activities to the needs of
users.
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Health Care Policy and Demographic Change

Just as Latin America is going through more rapid
demographic transition than did the developed coun-
tries, so is it going through a quicker epidemiological
transition. This creates serious challenges for public
health policy. Some countries in the region are still at
the beginning of both of these transitions, while oth-
ers are well advanced and have already started to ex-
perience the structural changes in health service de-
mand that comes with evolving age and health profiles.
Nevertheless, the causes of morbidity and mortality
that characterize less developed societies are still
present.

Demographic changes affect needs for health
services, since newborns, children and the elderly are
likely to demand more services than young and
middle-aged adults. Latin America's age profile is be-
coming increasingly older, which means that for a lim-
ited time the region will benefit from a growing popu-
lation of people in their most productive years, with
reduced health care claims and higher contribution
potential. However, the opportunity comes only once.
Since the financial burden of health care is borne by
the working-age population, health systems will face
increasing pressures both from a reduced tax base and
higher demand for services as the dependency ratio
starts to rise again.

The good news is that future income growth
and further advances in medical technology will push
countries further along the epidemiological transition.
And this transition is itself a shift toward improve-
ments in the overall quality and length of life.

Longer and healthier lives will also mean
new challenges to public policy, health systems and
society. The needs of the elderly will become an in-
creasing concern for governments because health
systems will have to respond to demands for care of
noncommunicable and degenerative diseases. And
the family structure will have to respond to an age
profile more evenly balanced between older and
younger generations. These changes in the epide-
miological profile, along with new knowledge about
the causes and treatment of illnesses, will require
innovation that goes beyond the current mode of
health service organization.

In broad terms, the region's future public
health policies will have to address three major chal-

lenges: escalating costs, growing reliance on insurance,
and how to provide new models of medical attention.

Escalating costs. Treating the increase in non-
communicable disease that results from the demo-
graphic and epidemiological transitions will be ever
more costly. Countries that currently find it difficult
to dedicate 3 to 5 percent of GDP to health care will
have to consider the implications of spending upwards
of 8 to 10 percent. The inevitable increase in health
expenditures actually derives from three positive
trends: rising income, improved medical technology,
and longer life expectancy.

As income rises, people spend ever greater
shares of that income on health care. This explains in
part why the Western European countries, the United
States and Canada spend a greater share of GDP on
health care than developing countries, despite the fact
that their income is higher in absolute terms. Improve-
ments in medical technology make it possible to treat
illnesses that were previously untreatable, or to treat
them in new ways. These technological advances are
welcome because they improve and prolong life. But
they come with a price tag.

Finally, longer life expectancy means that the
elderly will represent ever-increasing shares of the
population. Data from the world's industrial countries
show that health care expenditures are roughly three
times higher for the elderly on a per capita basis than
for the rest of the population, largely because of the
kinds of illnesses to which the elderly are prone.

The growing number of noncommunicable
illnesses that are expensive to treat (such as diabetes,
heart disease and cancer) account in large measure
for the projected upward pressure on Latin America's
health care costs. Knowing that health care costs will
rise, countries in the region would do well to antici-
pate these changes by improving the efficiency of
health care spending.

Growing reliance on insurance. In most coun-
tries in the region, public health services are of such
low quality that private health services have flourished.
Spending on private services represents almost half
of all health spending in the region. Although much
of this spending is on doctor visits and medications,
an increasing share is going into private health insur-
ance plans.

Unlike treatment of relatively simple infec-
tions or gastrointestinal diseases that predominate
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88 Chapter 2

early in the epidemiological transition, the noncom-
municable diseases that will predominate in the fu-
ture are costly to treat. The price is generally too
large for most individuals or families to bear on their
own. Hence, the demand for effective health insur-
ance that provides access to quality services is going
to expand not only as a consequence of rising incomes,
but also as a consequence of shifts in the kinds of
illnesses against which individuals want to be insured.

However, private insurance markets are no-
toriously problematic because of adverse selection,
moral hazard, and poor enforceability of contracts.
The absence of effective public regulation of health
insurance has allowed insurers to limit coverage and
cream lower-risk clients. In fact, governments have
largely ignored the private health insurance markets,
seeking instead to provide a kind of "insurance" to
the population, particularly lower-income groups, by
building and staffing hospitals and clinics in order to
provide high-cost medical treatments directly. Un-
fortunately, most countries have found it difficult to
do this with much efficiency. Absenteeism is high in
many public health systems, medications and equip-
ment frequently disappear, and mismanagement is
widespread. Furthermore, the limited number of pub-
lic facilities that do provide high-quality services are
likely to be treating higher-income individuals who
find ways to get privileged access.

The choice facing countries in the region is
to find ways to better provide effective insurance. If
not through public insurance, then alternative mod-
els of public management have to be found that ad-
dress the problems of mismanagement that are so
common. Governments looking for alternatives to
providing services directly need to create effective
regulatory frameworks for health insurance. Chile has
the most experience with this endeavor, having cre-
ated a superintendency (ISAPRES) for private health
insurance companies that cover some 30 percent of
the population. Colombia's recent health reform ex-
plicitly relies on multiple insurance firms (private and
public), and the country is currently grappling with
the challenges of implementing effective regulation.
In Brazil, where some 44 million people purchase pri-
vate health insurance despite constitutionally guar-
anteed access to free health care, the government has
recently passed legislation concerning the regulation
of health plans.

New service models. Latin American health sys-
tems have tended to be organized around a clinical
model of treatment that relies heavily on doctors in
individual practices and hospitals. This structure may
be effective for dealing with acute health problems,
but it is not the best way to organize either public
health promotion or the treatment of chronic illnesses.
New models for care and for the organization of health
care providers may be needed as an aging population
requires a wider range of services. For example, ad-
dressing diabetes and high blood pressure requires
public health promotion to alter eating and exercise
habits, individual screening for people at risk, and
outpatient treatments and follow-up for those who
ultimately develop the illness. For people with dis-
abilities or chronic illnesses, hospice and home care
may be more appropriate venues than hospitals.

Which Suit Will Fit?

The institutional strength and character of health care
sectors varies significantly from country to country
in Latin America. It is no coincidence that countries
that have progressed farther in terms of their age and
health profiles—such as Argentina, Chile, Uruguay
and Barbados—are among those with the highest in-
comes and educational attainments. These countries
also provide the most effective and equitable health
services, and they spend more on them, averaging
between 8 and 10 percent of GDP dedicated to health
services (Figure 2.42).

On the other extreme are most of the Cen-
tral American countries, Bolivia, Haiti and Paraguay.
Despite progress in recent years, these countries con-
tinue to have very high fertility rates, as well as in-
fant and child mortality rates that are as much as 10
times higher than those of the developed countries.
These countries have relatively low income levels and
lower educational attainments. Their health systems
are highly fragmented, generally divided between
social security institutes that cover a small share of
the population with generous benefits, a centralized
public system that is unable to effectively reach its
beneficiaries, and a private sector that is sought out
by rich and poor alike.52 Health systems in these

52 For a discussion of fragmented health systems, see IDE (1996).

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b
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Per Capita Health Expenditures
(In current US$)

countries tend to be inequitable, uneven in quality,
and poorly financed, with expenditures of less than
$100 per capita.

In the middle are the other countries, such as
Brazil, Mexico, Venezuela, Colombia, Ecuador and
Peru, which are still dealing with a significant burden
of infectious diseases, particularly among the poor,
while also confronting growing demands for treat-
ment of chronic and degenerative illnesses more char-
acteristic of developed countries. Incomes are rela-
tively high in some cases, but very unequally
distributed. Spending on health ranges from $106 per
capita in Peru to over $223 in Mexico. The institu-
tions of the health system are generally stronger, but
are still segmented. In each case, reforms to decen-
tralize services or restructure health system incentives
have been hotly debated and, to varying degrees,
implemented. The need to reform in these countries
may be more apparent because of the dual pressures
created by the epidemiological transition.

With such diversity, there is no simple rec-
ommendation that will suit every country. Yet it is also
clear that they all need to prepare for the inevitable
challenges posed by the epidemiological and demo-
graphic shifts ahead. There are lessons that, if heeded,
can help any country address these challenges, even if
the particular form of that response is tailored to a
nation's own social, geographic, economic and insti-
tutional setting. First, governments need to effectively

provide essential public health functions, even those
that are most advanced in the epidemiological transi-
tion. Second, governments need to improve informa-
tion through support and incentives for research and
new technologies. Third, regulatory frameworks have
to be improved. Fourth, public resources need to be
mobilized and spent more efficiently. And finally,
health service models must change and adapt to new
demands from users.

Providing essential public health services. Specific
health promotion activities will vary according to the
epidemiological profile and institutional and finan-
cial capacities of each country. However, public health
interventions need to be a high priority throughout
the region.

For those countries that are least advanced
along the epidemiological transition, priority must be
given to control vectors for infectious diseases like
Chagas', malaria, or gastrointestinal parasites. Basic
nutritional education, prenatal screening, growth
monitoring, and treatment of tuberculosis are other
health promotion activities that are important for such
countries. Even in the most developed countries of
the region there are still groups of the population that
are not being covered by immunizations against con-
tagious diseases (Figure 2.43).

In countries more advanced along the epide-
miological profile, the character of public health in-
terventions may have to be oriented toward a differ-
ent range of illnesses. Educating the population about
risk factors that lead to the onset of diabetes or high
blood pressure is important, as are efforts to reduce
smoking and alcohol abuse. It has been estimated that
in Latin America, alcohol use accounts for almost 10
percent of the total burden of disease and injury (Fig-
ure 2.44).53

Carrying out these health promotion activi-
ties does not require enormous amounts of money.
However, their value and impact are rarely foremost
in the minds of politicians, voters and bureaucrats.
Therefore, governments need to make a concerted
effort to structure these activities in such a way that
they are well supported and relatively insulated from
other demands, while still holding them to standards
of accountability and efficiency. This challenge is not

53 See Murray and Lopez (1996).

Figure 2.42
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Source: world Bank (1998).
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Chapter 2

unique to Latin America, but given the impending
shift in disease burden and the unfinished business of
the epidemiological transition, it is of particular im-
portance to the region.

Encouraging research on new technologies. As will
be discussed at length in the next chapter, the disease
burden faced by countries in the tropics is different
in many ways from that faced by countries in temper-
ate regions. The workings of the market clearly en-
courage research into diseases and illnesses of the
wealthier nations located in temperate regions. Gov-
ernments in Latin America, therefore, must find ways
to encourage research into the diseases that are spe-
cific to their region. There have been many successes
in the past, such as the work of Oswaldo Cruz, Carlos
Chagas, Manuel Patarroyo, Arnoldo Gabaldon and
Jacinto Convit.

Research and development of new technolo-
gies and medications is expensive and may be beyond
the financial capacity of most governments. So inno-
vative ways must be found to encourage research into
these illnesses. For example, regional coalitions could
be formed to guarantee effective demand from the
public sector for particular remedies as a spur to pri-
vate research and development efforts.

Strengthening the regulatory framework. No
public health system in the region provides effec-
tive, quality health care to all its citizens. Instead,
people obtain health care from a variety of provid-
ers, insurers and facilities. Most countries in the re-

gion have begun to recognize this, and are seeking
to shift the role of their national health ministries
from being managers of health services toward be-
ing institutions that regulate and lead the health sec-
tor. Monitoring and regulating the health sector is
difficult by nature, requiring development of guide-
lines, protocols and accreditation processes as well
as standard reporting processes for patient profiles,
illnesses and treatments. Encouragement should be
given to formation of private associations that can
develop quality measures, disseminate best practices,
and encourage new ways of organizing and manag-
ing providers.

To the extent that private or nongovernmen-
tal organizations are relied upon—a growing trend in
countries as diverse as the United States and Colom-
bia—regulation requires monitoring and enforcing
contracts between purchasers and providers, expand-
ing and standardizing the kinds of information pro-
vided to consumers, and assuring the existence of
channels for grievance and redress.

To the extent that public providers are relied
upon, regulation requires applying performance stan-
dards that are just as stringent as those demanded of
private providers. This can be done through perfor-
mance contracting or some other technique to en-
courage efficient use of public resources. Among de-
veloped countries, there are experiments in the use of
internal markets (e.g., Sweden) and gatekeepers (e.g.,
Great Britain). In Latin America, several countries are

Children Under 12 Months Old Who Are
Not Immunized

Burden of Disease by Risk FactorFigure 2.43 
Figure 2.44
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Source: world Bank (1998).
Source: Murray and Lopez (1996).
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Demography: Threat or Opportunity? 91

experimenting with corporatizing hospitals and intro-
ducing notions of performance contracts.

Improving the efficiency of public resource mobi-
lization. Countries vary significantly in the amount of
resources that they dedicate to health, not only be-
cause of their different income levels but because of
the wide range in the shares of national income spent
on health. Some countries clearly need to spend more,
such as Guatemala, which spends a mere 2 percent of
GDP on health ($30 per capita). In other countries
health services are already consuming a large share of
national income. Argentina spends over 10 percent
of GDP, or $877 per capita, on health. No matter how
much a country spends, however, financial resources
must be mobilized efficiently because of the macro-
economic impact, and they must be spent efficiently
because of the extensive demands involved in treat-
ing the illnesses of an ever-aging population.

Mobilizing resources efficiently requires
heeding the lessons of public finance. Health services
can be financed by almost any tax or fee structure,
but some of these have worse impacts than others on
employment or provider incentives. In general, the
countries that have moved away from financing health
through payroll taxes and toward using value-added
taxes have had greater success in making their health
systems more equitable.54 Looking ahead to having
an older population, some countries may want to con-
sider medical savings accounts that would encourage
the working-age population to save for the higher cost
care they will need in their old age. There are better
and worse ways to do this, and much can be learned
from experiences in other regions.55 In any case, the
particular choice will depend on the pace of the de-
mographic transition, the character of the labor mar-
ket, and the structure of the economy.

The other lesson is not to earmark financing
to providers in such a way that they are not account-
able for the use of those funds. The poor performance
of many social security institutes in the region, which
enjoy guaranteed income flows independent of the
performance of their services, provides one such ob-
ject lesson.56

Changing and adapting health service models.
Health services in Latin America are characterized
by their variety of organizational forms, payment
mechanisms and outcomes. However, in most coun-
tries the failures of public provision have led to the

creation of segmented systems, where fragmentation
and inefficiency abound. The organizational structure
and the particular forms of allocating resources en-
courage rising costs, inhibit efforts by providers to
improve quality, and result in inequitable coverage
across income groups and regions. Whether the main
problem with the health system is costs, quality or
coverage depends on the particular characteristics of
each country.

Traditionally, governments in the region have
tried to provide similar health services to all popula-
tion groups, regardless of geographical, cultural or
age differences. Shifting toward decentralization,
when supported with effective regulation, research and
public health promotion, is one way in which gov-
ernments are encouraging health services to change
and adapt to the needs of their particular populations.
But other approaches, such as purchasing services
from a variety of providers (public, for-profit or non-
profit), also allow for such adaptation and innovation.
Similarly, subsidizing service demand (purchasing
health insurance premiums for the poor) rather than
subsidizing supply (contracting and staffing public
health posts) provides strong incentives for providers
to seek out and listen to their clients.

To the degree that such reforms enable pro-
viders to review and respond to health needs in new
ways, better and more efficient treatment of illnesses
can be expected in the future. This might involve
moving away from the current service model based
on clinical practice toward a model that incorporates
new kinds of health professionals (e.g., nurse practi-
tioners or trained midwives), facilities (e.g., hospice
care), and organizations (e.g., integrated service or-
ganizations).

In sum, where health is concerned, the re-
gion cannot sit still. Despite the range of income lev-
els, institutional development, and disease burdens,
every country in the region must make improvements
in the five areas mentioned above. For some, the goal
will be both to increase public health spending and
make it more efficient. For others, the goal will be to

54 For a discussion of the equity implications of different tax schemes
and redistributive policies, see IDE (1998/1999, Chapter 8).
55 See Prescott and Nichols (1998).
56 For data on the inefficiencies found in the Institute Dominicano de
Seguro de Salud, see Santana (1998).
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92 Chapter 2

Working-age Population Older than
60 Years of Age
(In percent)

Source: IDB calculations based on United Nations (1998).

make the existing flow of financial resources more
efficient, thereby liberating resources to be used to
meet new demands. While the demographic and epi-
demiological transitions are positive trends—greater
longevity and improvements in the quality of life—
they also create challenges that can be better addressed
through prevention than cure.

Worrisome Future: Pension Systems in
Latin America

Although still young in age, Latin American popula-
tions are aging rapidly. Increased life expectancy and
a decline in fertility over time will lead to a popula-
tion made up of fewer young people and more older
ones relative to the working-age population (15-64).

The demographic transition will cause the
aging of Latin America and would by itself seem rea-
son enough for policymakers to begin planning for
the long term. First, the large working-age popula-
tions that currently exist in many countries will grow
old, making for a bulge in the elderly population. Sec-
ond, declining mortality rates among the elderly will
extend their retirement years. Third, declining fertil-
ity will reduce the population of children (or already
has), resulting in a lower number of productive people
of working age in the future.

Thus the ratio of persons of productive age

to those of retirement age will drop sharply. Currently,
for every person over 60 (the approximate average
retirement age in current pension systems) there are
on average some 10 people of working age in Latin
America. But in 30 years this ratio will have dropped
to below eight, and in the year 2050 it will be be-
tween four and five (Figure 2.45). Uruguay, Barbados
and Argentina are facing this situation already: their
ratios of workers over 60 to younger productive-age
workers is approximately 6 to 1. Over the next few
decades practically all countries in Latin America will
be in this situation. By 2050, only Guatemala and Haiti
will have a ratio of over 6 to 1. Hence, social security
systems could quickly become an unsustainable bur-
den for workers.

This is one of the main reasons why the de-
mographic transition may jeopardize the region's
growth in the future. Growing proportions of people
of retirement age will exacerbate the financing prob-
lems that the region's pension systems are already suf-
fering. Of 10 countries in the region for which the
International Monetary Fund has comparable infor-
mation, only Costa Rica showed a surplus working
balance for the pension system in 1995. The system
in the Dominican Republic was practically in balance,
while the remaining countries showed a deficit, some-
times a huge one (Figure 2.46).

Some of these deficits were partly the result
of converting pay-as-you-go public systems into
wholly or partially private individual capitalization
account systems. As a result, the public system received
less or stopped receiving contributions from active
workers, but was still left with the burden of existing
pensions. In the other instances, the deficits were di-
rect proof that despite favorable demographic condi-
tions, the system's resources were insufficient to pay
the proportionally small number of pensioners. In
either case, the demographic opportunity in Latin
America has not been exploited at a time when the
ratio of the number of active workers to retirees is
temporarily high. During this period, large savings
could be generated that could be used to finance
higher investment rates and generate high produc-
tivity jobs. At the end of this period, the accumulated
savings would begin to be used to cover the pensions
of the growing proportion of retirees, lightening the
burden for young workers.

It should also be kept in mind that in a glo-

Figure 2.451
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Public Social Security System
Balances, 1995
(Percent of GDP)

Source: IMF (1997).

bally connected world, policies and conditions in one
country can have important implications for the de-
velopment of others. One of the best examples is the
gap in the demographic transition in the different
regions of the world and, in particular, between de-
veloped countries and Latin America. This in turn
widens the demographic opportunity, because while
developed regions have large retirement-age popula-
tions who are making use of a big pool of savings,
Latin America is just starting to accumulate those sav-
ings for the future. Because of this gap, the need for
greater capital returns in the developed world is oc-
curring just as Latin America may offer greater re-
turns due to its demographic conditions. If long-term
investment flows were channeled to the region,
chances of exploiting the demographic opportunity
would be enhanced considerably.

Choices for Action

Any growth in the retirement-age population in the
region will aggravate the financial commitments of
pension systems that are already stretched to the limit.
The basic question is whether Latin American gov-
ernments are going to take the steps necessary to as-
sure that older people have sufficient economic re-
sources when they reach retirement. Some argue that
this is a matter for the private sector, and that the
state ought not to play any role whatsoever. Some
Latin American leaders have gone so far as to say that
the state would do better to withdraw from social se-

curity mechanisms because its intervention weakens
incentives for work and savings. However, it will be
very difficult for governments to ignore the presence
of so many elderly people with little or no income.
Hence, it is undoubtedly better to take the steps
needed now rather than wait for the problem to be-
come unmanageable.

What are the practical alternatives? Two ex-
treme approaches to financing pensions are the col-
lective pay-as-you-go system with defined benefits and
potentially adjustable contributions, and the individual
capitalization account based on fixed rules for contri-
bution. Under the first system, the state commits it-
self to pay certain benefits to all participants who have
worked for a defined minimum time period in the
system. Under the second approach, typically run by
private companies, the benefits received are directly
related to the sum of contributions, augmented by
the income yielded by the funds invested.

In principle, simple pay-as-you-go systems
offer advantages, particularly their flexibility and re-
distribution capacity. As the ratio between members
and retirees declines, contribution rates or retirement
conditions can be adjusted to preserve the stability of
the system. Moreover, during the early decades of
operation, these systems can generate large reserves
that can lower the needs for subsequent adjustments.
Rarely have these elements of flexibility been an ad-
vantage, however. Low initial contribution rates are
unlikely to be adjusted as quickly as needed, while the
initial financial affluence leads to the granting of ex-
cessive benefits, which then cannot be reversed.

Although some systems succeed in garnering
what appear to be significant savings, they usually only
manage to cover a modest portion of current or future
obligations. An example of this is Panama, where,
thanks to good financial management, the Social Se-
curity Fund had over $1.4 billion in reserves at the end
of 1998, equivalent to 15 percent of GDP. According
to ILO calculations, however, pension liabilities toward
those who are already retired are 3 8 percent of GDP,
and the actuarial value of all obligations to current pen-
sioners represents 90 to 120 percent of GDP.

In countries that have had less macroeconomic
stability than Panama, it is not uncommon for the so-
cial security system reserves to have been eaten away
by inflation and to have been used for questionable or
low-yield financial investments. In Peru, Venezuela and

| Figure 2.46
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Ecuador, real annual yields of the investments of social
security agencies for the 1980s were -37.4 percent,
-15.3 percent and -10 percent, respectively.

Hence, the potential flexibility of pay-as-you-
go systems has rarely been adequately realized. Some-
thing similar applies to their redistributional poten-
tial. Pay-as-you-go systems redistribute both between
generations and within each generation. Redistribu-
tion between generations takes place because current
workers pay for the pensions of those who are retired.
To the extent that the population structure remains
unchanged, this redistribution system works the same
for any generation and hence it is intrinsically equi-
table. But this does not happen during a period of
demographic change such as that which is occurring
now. Because the current generation of productive age
workers is very large, its contribution to this system
of intergenerational transfers is much lower because
the proportion of pensioners today is low. By con-
trast the arrival of this generation at old age will en-
tail a large burden for the next generation, which will
be relatively smaller. Therefore, this redistribution
mechanism is not equitable because it favors current
generations at the expense of their children.

Neither has redistribution within each genera-
tion proved more equitable. Pay-as-you-go systems
make provision for a number of progressive factors,
such as setting minimum pensions that benefit those
who receive smaller incomes, and the fact that women
have earlier retirement ages even though their life ex-
pectancy is greater. Nevertheless, many other factors
tend to operate in less desirable directions. Because
retirement amounts depend on pay level, any implicit
transfer system tends to be regressive. Other factors
that contribute to making the system regressive are the
longer life expectancy of the better off; the shorter du-
ration of the working life of the rich because they spend
more time in the education system; the exclusion from
the system of those who do not have permanent labor
contracts, who tend to be the poorest; the ways pen-
sions are calculated, which tend to take into account
only the contributions in the final years of working life;
and the existence of special systems for groups of work-
ers with more clout, such as public employees and cer-
tain professional sectors.

Nowhere is the failure of the pension system
to redistribute better illustrated than in Brazil. Ac-
cording to 1996/97 household surveys, 63.9 percent

Required Contribution Rate in
Pay-as-you-go Systems

Source: IDB calculations based on United Nations (1998).
Note: The contribution rate is the product of the relation between the population over 65
years old and the population 15-65 years old, and the replacement salary rate (50 or 33
percent).

of benefits paid went to the richest 40 percent of the
population and only 9 percent went to the poorest 40
percent.57

Pay-as-you-go systems will be hard to sus-
tain in the future, even though under present demo-
graphic conditions they might still be viable because
they would not entail excessive burdens for workers.
For countries furthest along in the demographic tran-
sition process, like the Bahamas, Costa Rica or Ja-
maica, a contribution rate equal to 16 percent of the
wages of active workers would suffice to provide those
over 65 with pensions equaling 50 percent of their
wages (or 11 percent if pensions were 3 3 percent of
average wages) (Figure 2.47). But because these cal-
culations are based simply on a comparison between
the relative sizes of the working and retirement age
populations, they do not reflect the current financial
situation of simple pay-as-you-go systems. Nor do
they take into account the real numbers of contribu-
tors and retirees. In some countries, much greater con-
tribution rates may be required because of the spe-
cific conditions regarding contributions and access to
retirement. In Uruguay, one of the countries furthest
along in the transition process and one whose distri-
bution system was very generous, the required rates
had already surpassed any reasonable level in 1996,

57 See Paes de Barros and Corsueil (1999).

Figure 2.47
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when it was necessary to introduce a mixed system
with contributions of 27 percent of wages to assure
minimum pensions for everyone (and the option of a
complementary pension based on individual capitali-
zation for higher-income workers).

Despite these concerns, let us assume that
these calculations are an adequate measure of the ef-
fort that would be required to achieve universal cov-
erage under pay-as-you-go systems. In countries not
so far along in the transition process, as are most in
Central America, this effort would be quite manage-
able at first. The contribution rates required would
be around 11 percent to attain a 50 percent average
salary replacement rate, or 7 percent for a 3 3 percent
replacement rate. However, both in the more demo-
graphically advanced countries and in those further
behind, this initial affluence would quickly disappear.
In 2030, the more demographically mature countries
would need contribution rates of 27 percent to attain
a 50 percent replacement rate, and 20 years later they
would find themselves collecting 46 percent of wages
to pay for pensions. Even in countries less farther
along in the transition, contribution rates would have
to be raised to 28 percent to pay pensions at 50 per-
cent of average wages, or 19 percent to offer some
modest pensions at 33 percent of the average wage.

Possibilities for Individual Capitalization

Under current demographic conditions in most coun-
tries in the region, simple pay-as-you-go systems are
an opportunity squandered. Because most of the popu-
lation is now at the more productive ages, these sys-
tems are not taking advantage of the possibility of
workers' savings, nor are they offering long-term sav-
ings alternatives that would make it possible to finance
higher investment rates that would lay the financial
foundation for future pensions.

One alternative is to consider the savings po-
tential of an individual capitalization account system
introduced by obligation for all workers under 40
when the reform begins. Suppose an assessment rate
is set to allow capitalization of 10 percent of wages (as
it is in the individual capitalization account systems
in Chile, Colombia and Peru, after the part set aside
for administration and disability and survivors' insur-
ance is subtracted from the total rate of capitaliza-
tion). With the demographic conditions and labor

Source: IDB calculations based on United Nations (1998), and country household surveys.
Note: The figure shows the stock of savings (under alternative assumptions on interest
rates and productivity growth) of a fully-funded pension system introduced in the
year 2000, covering all formal workers under 40 years old at that moment.

participation typical of these Latin American coun-
tries, this system would make it possible to generate
annual savings equivalent to 1.2 percent of GDP (also
assuming a coverage of 50 percent of the working
population, which is approximately the rate of formal
employment). If this reform were to take place in the
year 2000, the cumulative savings around the year
2015 would be between 20 and 25 percent of GDP
(with rates of real yield of 3 to 5 percent and produc-
tivity growth of between 2 and 3 percent, which are
consistent with GDP growth rates of from 3 to 5 per-
cent). In many countries, these cumulative savings
would be sufficient to double the size of the financial
sector in relation to GDP, multiplying sources of fi-
nancing and possibilities of investment. Fifteen years
later, the cumulative savings could amount to between
40 and 60 percent of GDP, although by that time they
would be paying the pensions of the first retirees of
the new system. Although simulations with more dis-
tant horizons are very sensitive to the assumptions on
financial yield and productivity growth, the amounts
accrued in capitalization funds would still be at least
35 percent of GDP and could plausibly reach over 70
percent (Figure 2.48).

Hence, individual capitalization account sys-
tems, because they enable the savings that workers
accumulate during their working lives to finance their
pensions, are better able to exploit the potential for

Figure 2.48 Potential Impact on Savings of a
Pension System Reform

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



96 
Chapter 2

generating savings during the period of demographic
opportunity. Because they are based on a principle of
individual worker ownership and on competition be-
tween the management companies, these systems gen-
erate more incentives than do pay-as-you-go systems
for workers to make contributions faithfully, and for
the administrators of these funds to manage them
more efficiently

This does not eliminate the role of the state
in social security, but rather gives it a new direction.
The state must play two basic roles in individual capi-
talization account systems.

First, it must regulate and oversee operation
of the system to protect workers' savings, which en-
tails capitalization requirements, regulations on the
investments allowed, and prudential supervision.
From a broader standpoint, it also means promoting
and facilitating development of the capital market so
that the funds accumulated may find their way into
productive investments, which in turn are sustainable
in the long run.

Second, the state must maintain a subsidiary
role to guarantee social protection for poor workers
when they reach retirement age. Latin America is still
far from achieving a universal safety net for old age.
In countries like Bolivia, Paraguay and the Domini-
can Republic, income from pensions represents less
than half of incomes for persons over 65 within the
poorest 20 percent of the population. Most of these
people are forced to live precarious and dependent
lives because they lack a minimum stable income. By
contrast, in Argentina, Brazil, Chile and Uruguay,
pension incomes represent between 70 and 90 per-
cent of the incomes of poor people over 65 (see Fig-
ure 2.49).

Latin America Leads the Way

Starting with Chile's pioneering reform in 1981, Latin
America has gradually been shifting from traditional
pay-as-you-go systems to systems that are based par-
tially or wholly on individual capitalization, with the
state guaranteeing a safety net for low-wage work-
ers. During the 1990s, seven countries moved in this
direction: Peru (1993), Colombia (1993), Argentina
(1994), Uruguay (1996), Mexico (1997), Bolivia
(1997), and El Salvador (1998).58 A law was also
passed authorizing creation of the capitalization ac-

Pensions as a Share of Income of the
Poorer 20 Percent of the Population
over 65

Source: IDB (2000).

count system in Venezuela, but as of 1999 it had not
been applied, and legislative reform proposals were
under public discussion during that year in the legis-
latures of Brazil, Costa Rica, Guatemala, Ecuador,
Nicaragua, Panama, Paraguay and the Dominican
Republic.

Individual capitalization account systems are
not problem-free, however. A major criticism is that
they have succeeded neither in significantly broaden-
ing social security coverage nor in assuring faithful
compliance by members in making payments. In Peru,
for example, real rates of contribution have been esti-
mated at 44 percent, and in Argentina and Chile
around 50 percent.

Because businesses have various incentives
to operate off the books in order to avoid various tax
obligations and function with greater flexibility, it is
also difficult under these systems to extend cover-
age to informal workers, who would thus be subject
to other taxes and payments. Some countries have
introduced special contribution conditions for such
workers, but the problem goes deeper than just
avoidance of taxes and other formalities. It may sim-
ply be that the kind of savings required by pension
funds is not attractive to informal workers, whose
incomes are uneven and who may have better op-
tions for such resources. While pension fund yields

58 For a description and comparison of these reforms in several coun-
ties, see IDB (1996, Part 2, Chapter 7).

Figure 2.49]
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may be 5 percent, the opportunity cost of the liquid
resources of informal workers is estimated to be
around 18 to 20 percent. Bearing in mind the sav-
ings horizon in the pension system, this means that
the implicit tax is on the order of 80 percent, since
while such savings provide income for informal
workers at retirement age, they do nothing to pro-
tect them from all the other risks inherent in their
daily economic instability.59

A broader concern regarding pensions, enor-
mously important from the standpoint of Latin
America's demographic opportunity, is that because
they offer only an investment portfolio to their mem-
bers, regardless of their age and situation, pension
funds are failing to take advantage of a great potential
for savings and yield. Informal and younger workers,
who are the vast majority of potential members, would
be willing to assume greater risks in exchange for
greater yield during their first years of membership.
Greater diversity in the investment opportunities of
the funds would also further spur development of the
capital market, although it would obviously require
greater oversight and supervision.

Individual capitalization account systems are
also criticized for their high operating costs. No doubt
this has been the greatest problem with the Chilean
system, where management costs are from 20 to 30
percent of contributions. Some countries have tried
to head off this problem by limiting the number of
pension fund management companies, introducing
mechanisms for centralized collection of contribu-
tions, or placing limits on the frequency with which
members can change fund managers.

A problem faced by countries considering tak-
ing steps toward pension reform is the massive cost
of converting the simple pay-as-you-go system into
an individual capitalization account system. During
the transition period, the contributions of active em-
ployees are deposited in private accounts, while the
state is obliged to pay all the pensions of retirees un-
der the old system. The cost bequeathed by such ob-
ligations can be as high as 200 percent of GDP (as in
Uruguay) or as low as 30 percent in Peru. Countries
have dealt with the problem in different ways. Chile,
Colombia, El Salvador and Peru have opted to issue
public recognition bonds to all those who chose to
switch from the pay-as-you-go to the capitalization
account system. The state must recognize the value

of these bonds at the moment of retirement. Argen-
tina for its part offers to pay a compensatory pension
through the public funds of the system. Because pay-
ments are monthly during the retirement period, the
state limits its immediate financial obligation and
stretches payments out. Instead of offering compen-
sation, Uruguay uses public funds to pay the benefits
flowing from the previous system, an approach that
has been successful because the private system is small
in Uruguay. In Mexico, workers can compare the ben-
efit package of both systems and choose which they
prefer when they reach retirement, which naturally
entails major financial uncertainty for the state.

Just as each country that has opted to reform
its pension fund has created a combined private and
public system, it is also possible to consider alternate
options for extending the safety net to those who are
poorest. In most countries that have undertaken re-
forms, the state guarantees payment of a basic pen-
sion to those who have contributed a minimum num-
ber of years to the system. Nevertheless, this measure
only protects those who belong to the system, pro-
viding no solution to the many problems faced by the
elderly poor who are on their own.

Demographic Opportunity in a Globalized World

The differences in demographic composition between
various regions of a globalized world can actually serve
to widen the window of demographic opportunity. In
Latin America, the increase in the working-age popu-
lation is occurring at the same time that populations
in the developed countries are aging. This implies that
while the balance of saving in developed countries is
quite high, the yield is limited—the opposite of the
situation in Latin America.

Both developed and developing countries
alike stand to benefit if capital is allowed to flow from
the regions that have in the past generated substan-
tial savings to the regions where capital yield is greater
due to demographic reasons. In Latin America, capi-
tal would be available to raise the productivity of a
larger number of workers, while in the industrial
world, access to capital yield would provide adequate
resources for the older population to retire.

59 Holtzman and Packard (1999).
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Share of the Working-age Population in
Latin America and in Developed Countries

Source: United Nations (1998).

Figure 2.50 illustrates the demographic gap
between the developed countries and Latin America.
The rate of population growth has slowed down in
the developed world, while the rate of growth in Latin
America is rising in comparison. By the year 2030,
the total population in the countries of these two re-
gions will be almost the same. However, as shown in
Figure 2.51, Latin America will continue to have a
relatively larger share of young people, while the de-
veloped countries will have the larger share of ages
65 and older.

A simulation model by Attanasio and Violante
(1999) gives an approximate idea of the importance
of policies under this scenario. Figures 2.52a-d show
the rate of savings, a standardized measure of the la-
bor force, average wages of the economy, and interest
rates for both Latin America and developed countries
in a hypothetical world where it would not be pos-
sible to transfer capital from one region to another.
Salary and interest rate differentials under this scheme
are vast. The rate of capital growth per worker will
rise at the same time as the rate of interest declines.
When the working-age population in the developed
world declines, interest rates are significantly reduced.
That is, the rate of return of past saving continues to
fall, which makes it difficult to maintain the standard
of living for generations of retirement age. An indi-
vidual belonging to the large generation will live in
the worst of the two worlds. On the one hand, when

he or she is at working age, the flow of entry to the
working force will be higher, which will lead to salary
reduction in the economy. On the other, when he or
she reaches retirement age, interest rates will be de-
pressed due to the increase in the ratio of capital-to-
labor that results when working-age generations are
relatively small in number.

However, there is hardly a country in the
world that is totally closed to the international flow
of capital. Thus, when capital yield declines in a coun-
try, it commonly is reallocated to other regions where
the rate of return is higher. If long-term capital flows
are allowed to be channeled to higher-return regions,
relatively larger generations would cease to be sub-
jected to the worst of two worlds. In regions where
the working-age population is less dominant, capital
will flow to the country where a large percentage of
the population belongs to the 15-65 age group. When-
ever a large generation reaches retirement age, sav-
ings flowing to other regions may alleviate the de-
cline of capital return, which in turn would help to
finance a dignified retirement and at the same time
boost resources in economies where more capital
would be needed for development.

In practice, capital flows among regions have
been quite limited to date, principally due to limita-
tions in the financial sectors and exchange systems in
the developing world. It is also fair to conclude, how-
ever, that the international financial climate has not

Source: United Nations (1998).

Figure 2.51Figure 2.50 Population in Latin America
and in Developed countries
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Macroeconomic Effects of Demography: A Tale of Two Regions

a. Savings Rate c. Wage Rate

Source: Attanasio and Violante (1999).

been conducive to the stabilization of capital flows
from developed countries to the other regions.

The demographic gap existing between the
developed and developing countries is a significant,
but until now neglected, reason to reap the joint ben-
efits from a steady and long-term increase in capital
flows. Latin America could better profit from its
present demographic circumstances if a steady flow
of long-term capital were made available from more

advanced countries experiencing a demographic tran-
sition. At the same time, it would benefit from a higher
capital yield.

In sum, taking into account the role of de-
mography in savings and capital flows, as well as in
the other economic and social areas discussed in this
chapter, would open up a number of opportunities to
policymakers in Latin America and beyond.

b. Labor Force d. Interest Rate

Figure 2.52
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APPENDIX 2.1
Average Age and Economic Outcomes1

To examine the relationships between changing age
structures and aggregate economic variables, we draw
on the literature on the dynamic analysis of individual
decisionmaking using time series' of cross-sectional
data. In this literature, the average behavior of co-
horts of individuals are followed through in the ab-
sence of data that tracks through time the same indi-
vidual as he or she ages (Browning, Deaton and Irish,
1985). In a similar fashion, we follow the average be-
havior of a set of variables as countries go from a stage
when large proportions of their population are young
to later stages when the relative shares of older groups
increase.

Representation of country age structures. There
are many ways of summarizing information on the
age structure of a country. We use the mean age. The
mean has the disadvantage of not capturing all rel-
evant information about the age structure of a coun-
try, but it simplifies the interpretation of our results
and conveys almost the same information as would
alternatives such as the tripartite division among the
young, working-age adults, and the elderly.2 The
mean age is in fact highly correlated with the popu-
lation shares of these broad groups. The correlation
coefficients between the country average age and the
share of the population in the 0-14, 15-64, and 65
and over groups, are .97, .89, and .96, respectively,
for 1950-95.3

Basic specification for estimates. To look at the
relation between mean country ages and economic
variables for the period 1950-95, we estimate regres-
sions in which the dependent variable is the economic
indicator of interest, and the right-side variables are
average country ages, country fixed effects and year
fixed effects:

where X is one of a set of aggregate variables for coun-
try 'i' and year 't'; AD is a vector of 19 dummy vari-
ables indicating the average age of the country in that
particular year (the dummy for average age 19 is al-
ways the excluded category), the variable year indi-
cates the year of each observation, the variable coun-
try indicates the country of each observation, and e is
the error term. The coefficient estimates for the ele-
ments in the AD vector reveal whether, after control-
ling for country fixed characteristics and time effects,
the X variable shifts as the average age of the country
changes (these coefficients are the basis for the series
plotted in Figures 2.3, 2.4, 2.5, 2.20, 2.21, 2.22 and
2.23).4 We interpret the graphs to represent the pat-
tern of an aggregate variable as the average age of a
country changes, net of country and year effects.

The data sources used in the regressions are
on the following page.

1 This appendix is taken from Behrman, Duryea and Szekely (1999).
2 Regressions using the shares of different population subgroups rather
than country mean ages (not presented) are not significantly more
consistent with variations in the dependent variables that are discussed
in the next two sections.
3 Correlations for finer disaggregations of the age groups to the age
ranges 20-24,25-29, 30-34, 35-39,40-44,45-49, 50-54, 55-60 and 60-
64 are .36, .30, .41, .65, .81, .88, .91, .93, .94, .77, .6, .50, .51 and .54,
respectively. Note that the correlations between the average and the
division of the population into young, working age and 65 and over are
quite strong, but the correlations decline if the working-age popula-
tion is split in finer partitions. Therefore, our results mainly capture
shifts among the three broad age groups mentioned in the text.
4 Note, however, that some scales have been shifted in order to facili-
tate presentation.
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Data Sources

Variables Source

All age structure variables

Domestic savings as a share of GNP

PPP adjusted GDP per capita

Capital per worker

Tax revenue as a share of GDP

Public expenditures on education as a share of GDP

Public expenditure on primary education
per primary school-age child as a proportion of GDP

Health expenditures as a share of GDP

Gini coefficients

Unemployment rates

Homicide rates

Probability that a student belonging to the cohort that is
of school age in the year of reference progresses
to grade 4

Trade openness (imports plus exports)/GDP

Private credit as a share of GDP

Macro volatility

Expenditures on education as a share of GDP

United Nations (1998)

World Bank World Development Indicators (1998)

For 1950-92, Penn World Tables. The World Bank Develop-
ment Indicators (1998) provide a series of PPP adjusted
GDP per capita for the period 1980-97. We use the
growth rates from the World Bank (using the same
definition as in the Penn World Tables) to extend the
Penn World Tables series through 1995.

Penn World Tables

World Bank World Development Indicators (1998)

World Bank World Development Indicators (1998)

World Bank World Development Indicators (1998)

World Bank World Development Indicators (1998)

"Good quality" distribution data from Deininger and
Squire (1996)

ILO (1997)

Fajnzylber, Lederman and Loayza (1998), who combine
homicide rates from the United Nations Surveys of
Criminal Trends and Operations of Criminal Justice
Systems, and data from the World Health Organization.

World Bank World Development Indicators (1998)

Penn World Tables

World Bank World Development Indicators (1998)

Constructed from the Penn World Tables and World Bank
data

World Bank World Development Indicators (1998)
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Chapter 2

APPENDIX 2.2.
Decomposing Fertility Changes1

To examine associations between a number of aggre-
gate variables that relate to possible fertility deter-
minants, we regress the total fertility rate on various
socioeconomic variables using random effect specifi-
cations (see Table I).2 Because variables such as ur-
ban population share and average schooling levels
change slowly over time, we use observations for ev-
ery five years from 1960-95, with each country con-
tributing up to eight observations.

Apart from traditional socioeconomic char-
acteristics such as schooling, we add some health in-
dicators to the equation. Regression 1 includes the
share of the population with access to potable water
to proxy health conditions, which has the expected
negative relationship with fertility. The overall results
in regressions 2 and 3, where we use different proxies
for health conditions, are similar to those just dis-
cussed.3 The health indicators have significant nega-
tive associations with fertility, while female schooling
remains significant in all cases.

Unfortunately most of the measures of health
conditions included so far are unavailable for the full
period and incomplete for the full sample of coun-
tries. Given these limitations, we prefer to use a health
measure, labeled e1 constructed based on parents'
survival expectations for their children (see Behrman,
Duryea and Szekely, 1999a). We do not use the infant
mortality rate or life expectancy at birth as measures
of improvements in survival because high rates of fer-
tility also cause high infant mortality rates associated
with close birth spacing. Instead we purge the life ex-
pectancy measure of the influence of mortality be-
fore age 1 to investigate associations between fertility
and improvements in health outcomes after age 1.4

Equation 4 presents the results of using Cj as
a proxy for health, which increases the number of
countries and observations for 1960-95. The sign,
magnitude and statistical significance of coefficients
for religion, urbanization and schooling variables do
not vary significantly between equations 1 and 4, in-
dicating that these coefficients are robust to differ-
ent ways of incorporating information on health vari-
ables. However, the coefficients for latitude and GDP
per capita remain insignificant but change from nega-

tive to positive, and from positive to negative, respec-
tively. This shows that e1 is capturing some aspects of
health correlated with geographic conditions and
GDP that are not accounted for by the proportion of
the population with access to potable water.

To test whether the magnitudes and signifi-
cance of the coefficient estimates are sensitive to the
method of estimation, we also present country fixed
effect regressions in columns 5 and 6. The first of these
excludes the health-related variables, while the second
uses Cj. Apparently there are country-specific charac-
teristics that are strongly correlated with urbanization
and schooling. Excluding them biases these coefficients
downward. Perhaps the most surprising of these re-
sults is the effect on male schooling. Because the coef-
ficient estimate is not significant, it supports the hy-
pothesis that, after controlling for income, male
schooling has no additional association with fertility.
Comparing regressions 5 and 6 shows that once sur-
vival after age one is included in the regression, men's
schooling is associated with an insignificant but posi-
tive increase in fertility. The coefficients on women's
schooling are diminished slightly by the addition of the
health indicator but are higher in the fixed effect speci-
fication than in the random effect specification.

The regression coefficient estimates in column
4 are used to decompose the differences in fertility
across regions presented in the main text. We multiply
each coefficient by the mean of the variable in question
to obtain the "predicted" fertility in 1960 and the 1990s.
We then decompose the change into the effect of each
of the independent variables.

1 This appendix is taken from Behrman, Duryea and Szekely (1999a).
2 All the demographic variables are taken from United Nations (1998).
The religion variables are from La Porta et al. (1998). The data on geog-
raphy are taken from Sachs and Warner (1995). The data on the propor-
tion of urban population is taken from United Nations (1998). For 1950-
92, the source for the PPP adjusted GDP per capita is the Perm World
Tables. World Bank (1998) provides a series of PPP adjusted GDP per
capita for the period 1980-97. We use the growth rates from the World
Bank (using the same definition as in the Perm World Tables) to extend
the Perm Tables series up to 1995. The measure of schooling is from
Barro and Lee (1994).
3 All health-related variables are taken from World Bank (1998).
4 All information on life expectancy and infant mortality is taken from
United Nations (1998).
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Demography: Threat or Opportunity? 103

Regressions Explaining Total Fertility Rates

Variable
Random Effects

(1) (2)
Regressions

(3)
Fixed Effects Regressions

(4) (5) (6)

% Muslim religion

% Catholic religion

% Protestant religion

Latitude

PPP GDP per capita
(multiplied by 1,000)

% urban population

Avg. schooling population >25
Avg. schooling males >25

Avg. schooling females >25
% of females >25 with primary

% of females >25 with secondary

% of females >25
with higher education

% population with access
to potable water

% of children under 12
immunized for DTP

% of children under 12
immunized for measles

% population with access
to sanitation

Health conditions
(Life expectancy purged from
infant mortality rate)

Constant

Number of observations
n
T
R2 within
R2 between
R2 overall
chi2 (3)

0.0087*
22,22

0.0106*
3.59

0.0171*
3.50

-0.9371
-7.53

0.0017
0.05

-0.0072
-1.40

-0.0396
-0.5f

-0.0332*
-6,80

-0.0317*
-3.00

-0.0386*
-2.14

-0.0204*
-6.15

7.5*
25.54

197
86

1.82
0.70
0.87
OJ5
763

0.0058
1.42

0.0100*
3.14

0.0166*
3.45

-16.538*
-2.55

0.0104
0.47

-0.0123*
-2.30

-0.0129
-0.79

-0.0397*
-7.30

-0.0394*
-5.34

-0.0328*
-2.16

-0.0047*
-2.73

-0.0037
-1.78

7.1*
27.65

195
91

1.83
0.67
0.81
0.77
541

0.0029
0.59

0.0072*
2.22

0.0153*
3.75

-15.262*
-2.27

0.0021
0.08

-0.0130*
-2.29

-0.0699
-0.79

-0.0333*
-4.89

-0.0232
-7.94

-0.0265
-7.34

-0.0116*
-2.83

7.3*
79.54

106
79

1.21
0.46
0.85
0.86
403

0.0037
7.73

0.0107*
4.70

0.0113*
2.80

0.1646
0.34

-0.0187
-7.08

-0.0022
-0.56

-0.0251
-0.53

-0.0273*
-7.72

-0.0408*
-6.80

-0.0566*
-5.53

-0.0909*
-9.77

11.7*
22.50

631
96

6.27
0.69
0.83
0.80
1594

-0.0383*
-2.70

-0.0305*
-5.20

-0.0114
-0.27

-0.0502*
-72.76

-0.0615*
-8.99

-0.0892*
-7.96

9.2*
47.22

631
96

6.57
0.67
0.76
0.74
180

-0.0204
-7.76

-0.0114
-7.82

0.0640
7.79

-0.0408*
-9.80

-0.0593*
-9.04

-0.0814*
-7.56

-0.0800*
-7.04

12.6*
24.37

631
96

6.57
0.70
0.80
0.77
176

Source: Authors' estimates.
Note: 'z' statistic presented in italics below the coefficients.
* Significant at 5 percent or more.

Table 1
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104 Chapter 2

APPENDIX 2.3.
Demography and Economic Growth1

This appendix discusses the effects of demographic
factors on economic growth on the basis of cross-
country regressions. The approach used here is to
explain the cross-country variation in the growth rate
of per capita income between 1965 and 1990. The
income levels are measured at purchasing power par-
ity, so that real incomes are measured across coun-
tries, corrected for country-specific differences in
prices. (Using exchange rate conversions to obtain
real incomes can be very misleading.)

Our basic approach to explaining economic
growth is to allow growth to depend on the initial
level of income and a number of explanatory factors,

X^ X2, ..., Xn. These explanatory variables are sug-

gested by economic theory. For example, they may
describe trade policy, geography, the quality of insti-
tutions, and any other characteristics of an economy
that might affect its long-run growth rate. The in-
clusion of the initial level of per capita income is im-
portant. Neoclassical economic theory predicts that
poorer countries will grow more quickly than richer
countries, holding other things constant. In this case,
the coefficient on the initial level of per capita in-
come will be negative. An implication of this theory
is that we can solve a steady-state level of income. At
the steady state, the effect of the level of income just
counterbalances the effect of the X variables, to give
zero growth. Alternatively, endogenous growth
theory does not imply any convergence to steady state.
In this model, the initial level of income does not
affect the growth rate of the economy, and different
countries can have persistent differences in growth
rates.

The sample consists of 80 countries from
around the world; these countries were selected on
the basis that all the required data could be obtained.
The X variables used as regressors are suggested by
economic theory. In most cases explanatory variables
are measured at the beginning of the period (in 1965).
This rules out any reverse causality between the vari-
able and the growth rate over the period from 1965-
90. This is true of initial per capita income; the ini-
tial ratio of working age to total population; the
percentage of land area in the tropics; the initial gross

enrollment in secondary schools; and life expectancy.
Openness is the percentage of years a country is clas-
sified as open to international trade over the sample
period, while institutional quality is measured in 1982,
the earliest year for which data are available.

Measures are also included of total popula-
tion growth, and growth in the population aged 15
to 64, in order to capture the effects of demographic
change. To avoid the problem of reverse causality
from economic growth to demographic change, both
population growth rates are instrumented. We in-
strument the population growth rate over the period
in the regression with the log of the initial fertility
rate, the initial youth dependency rate, and the lagged
growth rates (between 1960 and 1965) of working-
age and total population. All these instruments are
measured prior to the economic growth actually oc-
curring, and a first-stage regression of our popula-
tion growth rates on these instruments suggests that
instrumentation provides a good fit to the data.

The base regression is shown in Column 1
of Table 1. There are significant positive effects on
economic growth of openness and institutional qual-
ity, and a negative effect of initial level of income.
Total population growth, entered alone, does not have
a statistically significant effect on economic growth.
However, demography is multi-dimensional and may
affect human development in other ways. As well as
the initial age structure, the growth rates of the work-
ing-age and total populations over the period are
added in order to capture the effect of demographic
change. In Column 2 of Table 1, the growth rate of
the population in the 15-64 age group is added. This
variable is statistically significant and improves the
fit of the regression markedly, as shown by the R2

statistic.
The coefficients on total population growth

and the growth of the working-age population are
approximately equal and opposite. This means that
the demographic effect can be simplified into the dif-
ference between the growth rates of the working-age
and total populations, as seen in Column 3 of Table 1.

1 This appendix is taken from Bloom et al. (1999).
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Demography: Threat or Opportunity? 105

Basic Specification for Growth, 1965-90

Regression

(1)
(2SLS)

Regression
(2)

(2SLS)

Regression
(3)

(2SLS)

Constant

Log of initial GDP per capita

Log of ratio of total population
to population aged 1 5 to 64

Percent of land area in
the geographical tropics

Log of gross enrollment rate

Openness indicator

Index of institutional
quality

Log of life expectancy

Growth rate of total
population1

Growth rate of population
age15to641

Difference between growth
rates of total population and
population aged 15 to 64 1

R2

Number of observations

F-Statistic

-0.407
(-0.07)

-2.114***
(-5.45)

-8.639*
(-1.72)

-0.614
(-130)

0.532*
(1.84)

1,635***
(3.67)

0.268***
(2.84)

2.946
(1-43)

-1.000
(-1.44)

0.57

80

11.5

9.777**
(2.08)

-1.896***
(-5.74)

4.655
(0.82)

-0.850**
(-2.28)

0.204
(0.75)

1.332***
(3.71)

0.144*
(1.86)

1.870
(1.19)

-3.008***
(-4.38)

2.826***
(3.90)

0.72

80

20.2

9.608**
(2.15)

-1.913***
(-6.18)

6.117**
(2.26)

-0.862**
(-2.39)

0.202
(0.76)

1.332***
(3.77)

0.145*
(1.91)

2.065*
(1.75)

2.928***
(4.62)

0.73

80

24.5

Source; Bloom etal. (1999).

Note: All results were estimated using heteroskedastic-consistent t-ratios.

' The growth rates of the total population and the population age 75 to 64, and the difference between the two, were instrumented using the 7965

infant mortality rate, the log of the 7 965 fertility rate, the 1965 youth dependency ratio, average growth of total population from 1960 to 1965, and

average growth rate of population age 15 to 64 from 1960 to 1965.

* Significant at the 10 percent level.

* * Significant at the 5 percent level.

*** Significant at the 1 percent level.

Table 1
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106 Chapter 2

Once we control for the dynamics of age
structure, we find that demography matters, a result
that is robust across a variety of specifications. Coun-
tries that have favorable patterns of demographic
change grow faster on average. Rising levels of work-
ing-age individuals per capita raises per capita GDP.
The coefficent on the initial level of workers per capita
has a positive and statistically significant coefficient
in our preferred specification (Table 1, Column 3).
This implies that the effect of changing age structure
is not just transitional, but has a long-run steady-state
effect.

The evidence suggests that the dynamic effect
of demographic change is more than just an account-
ing effect: that is, favorable demographic change ap-
pears to generate significant positive externalities—
patterns of cumulative causality. Demography has many
effects which appear to be important, such as its effects
on savings and education. These empirics suggest that
demography matters. Accounting for all the specific
pathways through which this operates is considerably
more difficult, though the discussion above outlines
some of the most important channels. Savings and
school enrollment rates over the period have been de-
liberately excluded from the regressions; our demo-
graphic factors may be influencing economic growth
through savings rates and school enrollment rates.

This basic analysis, as reported in Table 1,
includes variables to control for policy and institu-
tional quality. These variables have been found by
many researchers to be important for growth (Sachs
and Warner, 1995; Knack and Keefer, 1998). The basic
specification presented here is consistent with this lit-
erature. Policy matters for growth, and a sizable frac-
tion of relative growth experiences across nations,
regions and time can be traced to differences in policy
and the quality of institions. An interesting question
is how much of the demographic effect on growth
depends on the policy environment. We have argued
that demographic change creates the possibility of
greater employment, savings and investment in hu-
man capital, but this potential needs mechanisms
through which actual change can be realized.

Table 2 presents regressions in which the dif-
ferential growth rate of the working-age and total
population is interacted with the policy variables of
openness and institutional quality. The effect of de-
mographic change then has two components: a base

component that measures the effect when the policy
variable is set at zero (the worst-policy indicator), and
an interactive effect that increases as policy improves.
When the policy variable takes a value of 1 (the best-
policy indicator), the total demographic effect is just
the sum of the base effect and the interactive effect.

In Column 1 of Table 2, an interactive term
is added between demographic change and openness.
This indicates that open economies gain more from
demographic change than closed economies. In fact,
the effect of differential growth in the working-age
population in an open economy is estimated to be
three times larger than in a closed economy. Similar
results are obtained in Column 2 of Table 2, where
the differential population growth is interacted with
institutional quality. In this case, the results suggest
that demographic change has no effect in a poor policy
environment.

In Column 3 of Table 2, interactions are added
with both openness and institutional quality to see
which of the two policy variables appears to be more
important. While openness seems more robust, it loses
its statistical significance in this specification. Experi-
mentation with other policy variables suggests that
while there is a robust interaction, with demographic
change being a more potent force in a good policy
environment, our macroeconomic cross-country data
are not rich enough to pinpoint exactly which poli-
cies are most important in times of demographic
change.

Columns 4 and 5 in Table 2 provide a robust-
ness check by adding interactive terms between ini-
tial income and the policy variables, as well as between
demographic change and policy. If good policies are
more important in poor countries than rich countries,
the exclusion of this factor could bias the results ob-
tained. While there is some evidence for such an ef-
fect, the interaction between demographic change and
policy appears very robust to including it.

One way of expressing the interaction term
is to say that demographic change has a greater effect
when policies are good; another way is to say that good
policies have a larger effect in times of rapid demo-
graphic change.

In the results presented above, we have tried
to control for obvious problems in the estimation of
the models by using techniques to control for
endogeneity and omitted variables. The results pre-
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Demography: Threat or Opportunity? 107

Policy Interaction Specification for Growth, 1965-90

Regression

(1) (2) (3) (4) (5)
(2SLS) (2SLS) (2SLS) (2SLS) (2SLS)

Constant

Log of initial GDP per capita

Log of ratio of population aged
1 5 to 64 to total population

Percent of land area in
the geographical tropics

Log of gross enrollment rate

Openness indicator

Index of institutional
quality

Log of life expectancy

Difference: Growth of pop. aged
1 5 to 64 and growth of total pop.1

Log of initial income times
openness

Difference times openness

Log of initial income times
institutional quality

Difference times institutional

quality

R2

Number of observations

F-statistic

6.084
(1.35)

-1,799***
(-6.04)

5.03*
(1.88)

-1.058***
(-3.27)

0.284
(1.12)

0.443
(0.93)

0.106
(1.28)

2.666**
(2.37)

1.449
(1.48)

2.849***
(2.61)

0.74

80

22.3

8.173*
(1-70)

-1.929***
(-6.36)

5.295*
(1.87)

-0.956***
(-2.82)

0.281
(1.10)

1.188***
(3.24)

0.052
(0.56)

2.432*
(1.95)

-0.013
(-0.01)

-0.038

(-0.10)

0.74

80

22.1

6.043
(1.37)

-1.792***
(-5.62)

5.048*
(1.87)

-1.059***
(-3.28)

0.282
(1.11)

0.415
(0.70)

0.111
(1-22)

2.663**
(2.35)

1.621
(0.80)

2.977*

(1.66)

0.465*

(1.90)

0.738101

80

19.7

4.782
(1.16)

-1.71***
(-5.49)

4.971*
(1.94)

-1.058***
(-3.27)

0.235
(0.90)

3.835
(1.34)

0.156*
(1.69)

2.791***
(2.61)

1.467*
(1.69)

-0.414
(-1-14)

2.346**

(2.35)

0.75

80

20.5

2.806
(0.55)

-1.272**
(-2.30)

4.952*
(1.80)

-1.001***
(-3.06)

0.279
(1.10)

1.335***
(3.81)

0.909*
(1-74)

2.485**
(2.13)

-0.73
(-0.46)

-0.11*
(-1.67)

0.541***
(2.81)

0.740732

80

20.1

Source: Bloom eta/. (1999).

Note: All results were estimated using heteroskedastic-consistent t-ratios.

' The difference between the growth rates of the total population and the population age 15 to 64 was instrumented using the 1965 infant mortality rate, the log of the

1965 fertility rate, the 1965 youth dependency ratio, average growth of total population from 1960 to 1965, and average growth rate of population age 15 to 64 from

1960 to 1965.

* Significant at the 10 percent level.

* * Significant at the 5 percent level.

*** Significant at the 1 percent level.

Table 2
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108 Chapter 2

sented are reasonably robust to appropriate estima-
tion strategies; that is, the results are not likely to be
an artifact of estimation bias or measurement error,
but rather reflect real economic phenomena. How-
ever, it is important to remember that these empirical
models describe the broad features of cross-national
data and thus represent average relationships between
economic phenomena. For example, on average,
model 1 in Table 1 indicates that moving from a closed
to an open economy boosts growth by 1.6 percent-

age points per year. However, this is an average rela-
tionship. In a given country, the growth dividend from
trade policy reform may vary dramatically due to a
host of country-specific factors that a cross-national
model cannot plausibly account for. Therefore, it is
most appropriate to view these results as illustrative
of broad cross-country patterns of growth, and in-
formative of those factors that drive the growth pro-
cess, but not as representative of "growth" in any in-
dividual country.
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APPENDIX 2.4.
Crime and Demographics1

Changes in the age structure of populations can lead
to substantial changes in aggregate crime rates if there
are large differences in criminal involvement by age
group. Since the age-specific crime rate is difficult to
obtain for most countries in the region, we try an
alternative approach to gauge the impact of demo-
graphic trends on homicide rates. We use interna-
tional data on homicide rates and population age
groups to estimate the sensitivity of homicides to
changing population structure. We then use these
estimates to project the impact of future changes in
demographics on crime.

Methodology

Following Levitt (1995), aggregate crime rates can
be expressed as

Cit = Isait;Plst *W,..JV, t=l...T (1)

where Cit is the aggregate homicide rate in country i
in period t, a-ts is the number of crimes committed by
a person in age group s, and Pist is the proportion of
total population in age group s. Using U.S. data on
aits and P-st, and applying equation (1), Levitt com-
putes changes in U.S. homicide rates driven by de-
mographic changes. Unfortunately, the lack of simi-
lar data for developing countries in general, and for
Latin American and Caribbean countries in particu-
lar, means that this simple accounting procedure can-
not be used to infer the impact of demographic
changes on homicide rates in the region.

An alternative approach is to use available in-
ternational data on C-t and Pist to estimate the a-ts. As-
suming that ait = as for all / and all £, and allowing for
the fact that C-t may be reported with error, we have

In addition, since
written as:

expression (2) can be re-

In practice, two types of problems may hinder
this estimation procedure. First, age-specific crime
rates may vary across countries and years and bias our
results. This is a common problem that arises in most
panel data studies in which the coefficients are as-
sumed to be constant across countries and years in
order to maximize degrees of freedom. There is very
little we can do to solve this problem, since data limi-
tations do not allow us to estimate this specification
country by country or period by period. Nonethe-
less, we provide some estimates in which we allow the
coefficient as to vary between regions of the world.
Second, trends in homicides might be "explained" by
trends in demographics without a causal relationship
between these two variables. To minimize this prob-
lem we include fixed effects and time trends in our
specifications.

Data Description

Official crime data are often inaccurate because many
crimes are not reported to the authorities. Homi-
cide rate data, however, are considered more reli-
able than data on other crimes. We therefore restrict
our analysis to international homicide rates. The
homicide variable measures reported intentional
homicides per 100,000 inhabitants and comes from
Fajnzylber, Lederman and Loayza (1998). This da-
tabase combines homicide data from the Surveys of
Criminal Trends and Operations of Criminal Jus-
tice Systems (United Nations) and from the World
Health Organization. Five-year averages are used for
the periods 1970-74,1975-79,1980-84,1985-89 and
1990-94. The same five-year averages were used for
all the other variables. Data on population cohorts
comes from the United Nations. Data on schooling
enrollment for young men and GDP growth was
obtained from the World Bank. Urbanization data
was obtained from the UN. Finally, data on income
distribution (Gini index) was obtained from the

1 This appendix is taken from Morrison and Pages (1999).
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110 Chapter 2

Deininger and Squire (1996) "good quality" income
distribution data.

Empirical Results

Table 1 shows the results of estimating equation (3)
using country fixed effects, GDP growth and a lin-
ear trend as controls. Table 2 shows the results of
estimating equation (3) allowing different as per
region of the world including GDP growth and time

trends as controls. The regions considered are the
OECD countries (excluding Mexico), Latin America,
East Asia, and the rest of the world. The omitted
region is the OECD. The statistical procedure to
allow for different as is to add interaction terms of
the form Population 14 to 34 x REGION. Table 3
reports the results of including additional variables
to the specifications reported in Table 2 with the
objective of explaining away Latin American youth
interaction.

Demographics and Homicide Rates
(Dependent variable: Intentional homicides per 100,000 inhabitants)

Regression

(D (2) (3)

Share of pop. 15 to 19

Share of pop. 20 to 29

Share of pop. 30 to 39

Share of pop. 40 or over

GDP growth

Linear trend

Constant

Number of observations

Number of countries

R2 within

R2 between

84.49
(1.707)

33.03
(1.532)

55.36 ***
(2.085)

18.6
(0.791)

-18.79 ***
(-2.05)

374

115

0.04

0.04

92.88
(1.65)

41.85
(1.58)

70.73 ***
(2.229)

18.4
(0.715)

-0.102
(-2.62)

-22.2 ***
(-2.27)

340

106

0.08

0.06

77.29
(1.510)

27.35
(1.149)

45.31
(1.41)

8.78
(0.3)

0.23
(0.56)

-13.85***
(-2.09)

374

115

0.04

0.02

Note: All specifications include country fixed effects, t-statistics are in parentheses. The omitted age category is the share of the

population younger than 15.

* Significant at the 10 percent level.

** Significant at the 5 percent level.

*** Significant at the 7 percent level.
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Demographics and Homocide Rates Allowing for Differences
across Regions of the World
(Dependent variable: Intentional homicides per 100,000 inhabitants)

Regression

(1) (2) (3)

Share of pop.
15 to 29 (15 to 29)

Share of pop.
30 to 39 (30 to 39)

Share of pop.
40 or over (40+)

Latin America and
Caribbean (LAC)
East Asia (EASIA)

Rest of the world
(RWORLD)
LAC* 15 to 29

LAC*30to39

LAC*40+

EASIA*15to29

EASIA*30 to 39

EASIA*40+

RWORLD*15to29

RWORLD*30 to 39

RWORLD*40+

Constant

GDP growth

Linear trend

Number of observations
Number of countries
R2 within
R2 between

-22.25
(-.58)

-20.44
(-.52)

-0.63
(-.02)

-52.53 *
(-2.85)
36.73

(1.874)
-12.85
(-.75)

138.56 *
(2.746)

246.125 *
(3.58)
-27.96

(-.6)
-80.03
(-1.52)

-1.65
(-.027)
-54.76

(1-3)
38.4

(.859)
18.85

(.4)
5.19
(.18)

14.45
(.99)

374
115
0.2

0.08

-11.26
(-.26)

-10.74
(-.26)

1.61
(0.062)

-48.91 *
(-2.40)
42.14
(2.00)
-14.91

(-.7)
132.82 **
(2.379)
227.32 *
(3.133)
-26.66
(.541)
-91.76
(-1.6)

-11.12
(-.17)

-58.16
(-1.4)
51.54
(.99)

12.08
(.22)
4.01

CD
9.94

(.611)
-0.071 *

(-2.015) *

340
106

0.23
0.05

-33.88
(-.87)

-50.55
(-1.16)

-12.47
(-.05)

-56.35 **
(-3.04)
33.65

0-71)
-17.63
(-1.02)
138.66**
(2.750)

243.7 ***
(3.554)
-19.09
(-.411)
-78.02
(-1.48)
16.33
(.26)

-57.56
(-1.471)

38.02
(-84)

29.84
(.64)

12.43
(.44)
24.3

(1-58)

0.497
(1.571)

374
115
0.2
0.1

Note: Country fixed effects were included in all the specifications, t-statistics reported in parentheses. The omitted age category is the share

of the population younger than 15 and the omitted region is OECD.

* Significant at the 10 percent level.

* * Significant at the 5 percent level.

*** Significant at the 1 percent level.

Table2
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112 Chapter 2

Demographics and Crime Rates, Including Other Explanatory Factors
(Dependent variable: Intentional homicides per 100,000 inhabitants)

Regression

CD (2) (3) (4)

Share of pop. 15 to 34

Share of pop, 15 to 34*LAC

Income inequality

% Urbanization (URB)

URB* share of pop. 15 to 34

Enrollment in secondary
education

Constant

Number of observations

Number of countries

R2 within

R2 between

-21.68
(-1,24)

184.18 ***
(6.23)

1.63
(0.33)

374

115

0.16

0,07

-10.82
(-0.35)

218.82 ***
(4.63)

-0.21
(-1.05)

3.18
(0.28)

192

72

0.24

0.23

-29.06
(-1,50)

184.43 ***
(5.92)

0,14
(1.50)

-3.47
(-0.61)

350

106

0.17

0,06

-174,44
f 3.97)

200,89***
(6.54)

-OJ1 **
f-2.75)

2,32***
(3J6)

42.28 ***
(3.09)

350

106

O21

0.06

Note: Country fixed effects were included in a/I the specifications, t-statistics reported in the parentheses.

* Significant at the W percent level.

** Significant at the 5 percent level.

*** Significant at the 7 percent level.

Table 3
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Chapter

Geography
and Development

The mistaken notion that has long held sway in Latin
America is that since geography is unchangeable, there
is no reason why public policies should take it into
account. The relationship between development and
geography has been ignored if not dismissed outright
as fatalistic if not racist. While there were undoubt-
edly some grounds for such criticism decades ago
when studies of physical and human geography were
influenced by European ethnocentrism, that is no
longer the case today.

Yet geography remains largely ignored in dis-
cussions of public policy in Latin America in the face
of considerable evidence and suffering that points to
its ongoing relationship to development. Hurricanes
and earthquakes cause enormous damage, injuries and
death that are preventable; thousands of people suf-
fer every day from endemic diseases for which there
is no cure or treatment; farm families throughout the
region remain mired in poverty because of the poor
productivity of their lands and the lack of appropriate
technologies; and countless Latin Americans pile up
in cities without access to the basic infrastructure they
need for services and transport. Moreover, in several
regions in Latin America, there remain the problems
of excluding indigenous communities, blacks and
other racial minorities who for historical reasons are
located in geographically disadvantaged areas. The
physical, economic and social isolation of these areas
tends to reinforce the development gaps between these
groups and the rest of society.

All of these problems and many others that
will emerge throughout this chapter are the result of
geography and its relationship to the societies of Latin
America over the course of history. Many of the pain-
ful effects of these problems could have been prevented

or mitigated had the influence of geography been bet-
ter understood. Although many geographical condi-
tions such as climate and location cannot be changed,
their influence can be controlled or channeled toward
the goals of economic and social development.

Geography affects development through the
interaction between physical geography—such as cli-
mate, characteristics of land or topography—and hu-
man geography, which is the settlement patterns of
populations. This chapter looks at the ways these two
types of geography affect economic and social devel-
opment, and examines how different policies can take
better advantage of geographical conditions. The
objective is not to discuss influences operating in the
opposite direction—that is, from development (or lack
of it) to geography. Thus, the chapter does not
consider the effects of erosion, pollution and over-
exploitation of natural resources on environmental
sustainability, although admittedly they may affect the
very possibilities of development over the long run.
Curiously, these channels of influence have been sub-
jects of more analysis than has the more immediate
effect of geography on development.

Physical geography influences possibilities for
economic and social development through three ba-
sic channels: productivity of lands, health conditions,
and the frequency and intensity of natural disasters.
Naturally, these channels interact with other factors
such as settlement patterns and the makeup and spa-
tial distribution of productive activities, which are
largely the result of historic processes. Settlement pat-
terns in turn influence development in terms of ac-
cess to markets—especially international markets that
are a broader and more dynamic source of exchange
of goods, technologies and ideas than domestic mar-
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oeones

kets—and through urbanization, which facilitates spe-
cialization of labor and makes it possible to generate
economies of scale and learning, although it may also
entail congestion costs.

These channels of influence can be modified
through a variety of policies. Land productivity and
health conditions can be changed through technologi-
cal developments and the provision of certain basic
services. The destructive potential of natural disasters
can be offset through adequate building standards and
safer location of housing. Access to markets can be im-
proved with investments in transportation routes. Ur-
banized areas can function more effectively if cities have
adequate service infrastructure, incentive systems, and
public administration. These and other policies can
be identified and designed to turn geography into an
advantage, but only if, as a first step, there is recogni-
tion of the different channels through which physical
and human geography influences the potential for eco-
nomic and social development.

This chapter begins with an overview of the
key geographical features of Latin America and their
relationship to current development indicators. That
is followed by an historical look at the profound and

persistent influence of geography in shaping Latin
American societies. The chapter then examines each
of the five channels of influence of physical and hu-
man geography presented in this introduction: pro-
ductivity of lands; health conditions; natural disasters;
access to markets; and urbanization.

The final sections quantify the impact of these
factors on the development potential of Latin America,
and then examine the policy implications of areas
ranging from technological research to decentraliza-
tion—making it clear that geographical variables have
to be explicitly interjected into the discussion of many
if not all public policies in the region.

The Diverse Geographical Regions
of Latin America

Latin America is largely located within tropical zones,
but its geographical features span a large variety of cli-
mates and ecozones, not all of them characteristic of
tropical regions.

One of the first climatic classification systems
was that of Koppen, developed a century ago but still

Figure 3.1 Figure 3.2 Geographical Zones

Source: Derived from Strahler and Strahler (1992). Source: Derived from Strahler and Strahler (1992).
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Population Density Regional GDP Per Capita

the most useful and widely used today. Koppen's
ecozones, shown in Figure 3.1, are based on tempera-
ture and precipitation data, as well as elevation (as
modified by Geiger).1 The main ecozones in Latin
America are tropical (A), dry (B), temperate (C), and
high elevation (H). The ecozones allow us to identify
the region's major geographical differences: temperate
versus tropical, highlands versus tropical lowlands, and
dry versus temperate outside of the tropics.

Several other geographical factors besides cli-
mate have had a strong impact on economic activity
and population distribution in the region. Coastal ar-
eas are distinct from the inland; northern Mexico is
unique because it borders the huge U.S. market; and
direct access by sea to Europe historically has differ-
entiated the Caribbean and Atlantic coast from the
Pacific coast. The Koppen ecozones and these simple
patterns form the basis of seven broad geographical
zones for the region: border, tropical highlands, low-
land Pacific coast, lowland Atlantic coast, Amazon,
highland and dry Southern Cone, and the temperate
Southern Cone (Figure 3.2).

Different Geographical Zones, Different Economic
Outcomes

The border zone comprises the arid or temperate cli-
mate in the north of Mexico. This zone is sparsely
populated, has higher-than-average per capita GDP
than the rest of Mexico and Latin America, and con-
tains most of the Mexican maquiladora manufactur-
ing assembly industry due to its proximity to the U.S.
market (see Figures 3.3 and 3.4).

The tropical highlands cover the highland
regions of Central America and the Andean countries
north of the tropic of Capricorn. This zone has very
high population densities despite its difficult access
to the coast, and is home to most of the indigenous
people of Latin America. Overall, it has the lowest
per capita GDP on the continent, despite including
Mexico City and Bogota, which have high-income
levels relative to the rest of Latin America. The prob-
lems of this zone highlight what happens when popu-
lations continue over time to live in areas with geo-

1 See Strahler and Strahler (1992, pp. 155-60).

Figure 3.3 Figure 3.4

Source: Calculations based on Tobler et al. (1995). Source: Summers and Heston (1994); Azzoni etal.(1995); Escobal and Torero 0 999); Esquivel
etal. (1999); Morales etal. (1999); Sanchez and Nunez (1999); and Urquiola 0 999).
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Source: Authors' calculations from data in Figures 3.2, 3.3 and 3.4.

graphical disadvantages. Poverty persists when the
geographical barriers people face cannot be overcome,
and when they do not move to more geographically
favored regions.

The lowland Pacific and Atlantic coastal zones
are tropical with some small areas of dry ecozone. The
Pacific coast has the highest population density of the
seven geographical zones. The Atlantic coast also has
dense population, though less so than the Pacific. The
two coastal zones have per capita GDP about 20 per-
cent higher than the highland zone they abut, with
similarly high population concentrations. The coastal
zones have excellent access to the sea and interna-
tional trade, of course, but must face the burden of
disease and agricultural challenges of a tropical envi-
ronment.

The Amazon zone is still largely uninhabited
in comparison with the other geographical zones,
despite migration and the accompanying environmen-
tal consequences that have occurred over recent de-
cades. Perhaps surprisingly, per capita GDP in the
Amazon is higher than adjacent coastal and highland
zones. This is due to migration equilibrium and re-
source rents. Settlers will move to the difficult envi-
ronment of the Amazon if they expect income oppor-
tunities to be better than those in areas from which
they migrated. The migrants are also more likely to
be working age males with no dependents, resulting
in higher average per capita income. However, much
of the GDP of the region comes from natural resource
rents of mining and large plantations that are often
owned by investors who do not reside in the jungle.

Thus, GDP per capita is probably higher than aver-
age household incomes per capita.

The two Southern Cone zones are both
high-income areas, like the northernmost border
zone. The temperate Southern Cone has a substan-
tial population density, while the highland and dry
Southern Cone has a population density barely
higher than that of the Amazon. Average GDP per
capita and the population density of the temperate
Southern Cone are somewhat less than they would
otherwise be because of the inclusion of temperate
ecozones in Paraguay and Bolivia.

Looking at the average income levels and
population densities of the geographical zones in Table
3.1, the four tropical zones have the lowest GDP per
capita, clustered around $5,000 (in 1995 dollars), ex-
cept for the highlands at $4,343. The three temper-
ate regions in the Southern Cone and northern
Mexico have much higher income, averaging from
$7,500 to $10,000. Population densities follow a very
different pattern, with very low densities in the arid
Southern Cone and Mexican border zones, interme-
diate in the temperate Southern Cone, and higher in
the tropical coastal and highland zones.

The result of GDP per capita and population
density is the density of economic production by land
area. The zones with the highest economic produc-
tion are the three densely populated tropical zones
and the temperate Southern Cone. The Mexican bor-
der region is intermediate and the arid Southern Cone
and the Amazon very low. Although the GDP densi-
ties are similar across these groups of tropical and tern-

Table 3.1 Characteristics of Latin American Geographical Zones

Population
GDP per capita Population density GDP density Area (millions within 100 km

Geographical zone (1995$) (persons/sq km) ($1,000/sq km) ofsqkm) of coast (%)

4,3%

5,216
S,246
7,552
7,861

9,712

52
61
46
6
35
17

7

226
302
240
31
264
134

68

1,9
0.8
2J
9

3.2
1.1

2.2

11
95
83
1

31
30

16

T r o p i c a l  h i g h l a n d s
L o w l a n d  p a c i f i c  c o a s t

Lowland Atlantic coast

Amazon
Temperate southern cone
Mexican -U.S.border

Highland and dry
Southern cone
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Geography and Development | 121

perate zones, the temperate regions achieve higher
GDP per capita with a lower population density, while
the tropical regions struggle with the opposite com-
bination.

The diversity of geographical conditions
within Latin America is also apparent in some of its
countries. While Uruguay and the Bahamas are ho-
mogeneous—that is, most of their territory belongs
to only one main ecozone—countries like Bolivia,
Brazil, Ecuador, Colombia and Peru show an aston-
ishing geographical diversity. Few other countries in
the world offer so many climate zones and landscapes.
Peru contains 84 of the 104 ecological regions in the
world (according to one classification) and 28 differ-
ent climates. The geographical diversity of some of
the Latin American countries has led to severe geo-
graphical fragmentation, as reflected in patterns of
population settlement, at times with dire political con-
sequences (see Chapter 4).

History

The geographical remoteness and isolation of the
Americas played a central role in the devastation of
the indigenous people at the point of first contact
with Europeans. Relative to the historical timeline,
humans did not settle permanently in the Americas
until quite recently, probably about 11,000 BC.2 The
first settlers were most likely small nomadic groups
crossing the cold Bering Straits, so they carried few
Old World diseases with them from Northern Asia,
in particular, no "crowd" diseases such as smallpox,
measles and typhus, and no tropical diseases. When
Christopher Columbus arrived, followed by other
conquistadors and explorers, the toll of Old World
disease was catastrophic to the indigenous peoples
of the New World, in some cases wiping out whole
tribes before a shot was fired.3 The implausibly lop-
sided victories of Cortes over the Aztecs and Pizarro
over the Incas are as much attributable to smallpox
as to Spanish firearms and horses. The emperors of
both the Incas and the Aztecs, along with large pro-
portions of their populations, were killed by small-
pox before the decisive battles with the Spaniards
even began. By 1618, Mexico's initial population of
about 20 million had collapsed to about 1.6 million.4

According to McNeill, "ratios of 20:1 or even 25:1

between the pre-Columbian populations and the bot-
toming-out point in Amerindian population curves
seem more or less correct, despite wide local varia-
tion."5

Geography most likely played a hand in the
pre-Columbian settlement patterns in the Americas.
The main empires—the Aztec and the Inca—were in
the tropical highlands, probably due to better climate
for agriculture and a more benign disease environ-
ment. With no use of seaborne trade, or even wheeled
transport, access to the sea was not an economic dis-
advantage for these civilizations. The major excep-
tion to the highland New World civilizations was the
Mayans in the tropical lowlands, but the dense popu-
lation in the Yucatan peninsula mysteriously collapsed
before contact with Europeans.6 The current concen-
tration of indigenous peoples of Mexico, Central
America and the Andean countries in the highlands is
also a function of where indigenous people survived
the introduction of Old World diseases. Highland
populations were protected from the lowland tropi-
cal diseases of malaria, yellow fever and hookworm,
which contributed to the extinction of substantial
Amerindian populations from most of the Caribbean
islands.

Geography and Colonization

Colonization played a complicated but important role
in shaping current patterns of economic development,
but it is of little help in explaining the dramatic geo-
graphical variation in present-day Latin America.
Most of the countries in the region share the same
colonial heritage, despite very different economic
outcomes. Among the countries with British, French
or Dutch rather than Iberian heritage, one can find
some of the richest and also some of the poorest coun-
tries of the region.

2 Diamond (1997, p. 49). However, human arrival in the Americas
may have been as early as 25,000 BC, although much debate surrounds
these estimates.
3 Many chilling examples are documented by Crosby (1972, 1986).
4 Diamond (1997, p. 210).
5 McNeill (1976, p. 190).
6 Substantial evidence points to sustained drought brought on by the
El Nino climatic oscillation as the cause of the Mayan collapse, due to
high population density agriculture on fragile tropical soils. See Fagan
(1999, Chapter 8).
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How the Climate of Haiti Destroyed Two Large Armies1

In the general chaos brought on by the French Revolution,
the richest of France's colonies, Saint Domingue, later to be-
come Haiti, began to slip from her grasp. With the promul-

gation of the Rights of Man in a colony based on a brutal
system of slavery, armed resistance to the white planters pro-
gressed from the mixed-race, pro-slavery, mulStres to a gen-

eral revolt by the African slaves by 1791.
Britain and Spain, both at war with Republican

France in the 1790s, agreed to divide the prize of St.
Domingue between them. Spain fought by proxy through
the rebel slave bands in the north, but Britain invaded with

its own troops in the south in 1793. Realizing that neither
Spain nor Britain would brook an end to slavery, the rebels
cast off the Spanish and turned to attack the British. Though
rarely directly engaged by the rebels until near the end, the
British succumbed to the geography of St. Domingue. The
British commander had assured London that he could take
the territory with 877 troops, but reinforcements could not
keep up with the ever increasing toll of yellow fever and
malaria. In a typical case, Lieutenant Thomas Howard's regi-
ment of 700 hussars lost 500 men in one month with only
seven battle deaths. In the end, disease and the rebels forced
the British to evacuate with over 14,000 dead. Edmund Burke
summed up the debacle: "The hostile sword is merciful: the
country itself is the dreadful enemy."

When Napoleon consolidated his power in France
after 1799, he turned to reconquering the prized colony of
St. Domingue to use it as a springboard to reassert French
control of the Louisiana Territory. His downfall was the same
as Britain's. French troops could not survive in Haiti's dis-
ease-ridden environment. Leclerc, Napoleon's brother-in-law,

quickly occupied almost the whole colony with 20,000 troops
in 1802. Then yellow fever and malaria took hold. Mortality
from yellow fever exceeded 80 percent and to hide the losses,
the dead were carted away at night and military funerals
suspended. With all but two of his corps commanders dead,
Leclerc himself would succumb to yellow fever before the
year was out.

The French struggled on with massive reinforce-
ments until 1803 before pulling out the surviving remnants
of the army. Only 10,000 men made it back to France, with
55,000 dead in the colony. The hemisphere's second inde-

pendent republic, Haiti, was born. It was to provide refuge
and support to Simdn Bolivar in his darkest hour in 1815.
Napoleon was forced to give up his designs on the Louisiana
Territory, which he sold to the United States. The tenacity of
the Haitian rebels was essential to the only successful slave
revolt in history, but victory depended on Haiti's crushing

burden of tropical disease.

1 Based on Heinl and Heinl (1978).

Moreover, as shown by Diamond (1997),
geography had a profound role in determining which
countries were colonizers and which countries were
colonized. Eurasia was highly favored relative to the
other continents in terms of domesticable crops and
livestock both by chance and because of its large area
of contiguous ecological zones.7 The constant prox-
imity of settlements to their livestock and their own
waste in Eurasia caused new diseases such as small-
pox, measles, chickenpox, and a range of intestinal
parasites. The concentration of sedentary populations
in cities made possible by agricultural advances pro-
vided a constant pool of new infectives to sustain
"crowd diseases" such as tuberculosis and influenza.
This heady brew of infectious disease proved to be
devastating to unexposed populations, and largely
explains the easy conquest of the Americas and
Australasia. The technological advances made possible
by the agricultural advantages of Eurasia also explains
the eventual European domination of Africa.

When Europeans brought Africans to the
New World as slaves, they also imported a panoply of
African diseases new to the Americas. Malaria, yellow
fever, hookworm, schistosomiasis and other diseases
further devastated the indigenous population and have
had a persistent impact on the burden of disease since
then. Most of these diseases remain major public
health and economic problems in the American trop-
ics to the present day.

The imported African diseases also plagued the
European colonizers in the tropical regions of the New

7 The lack of domesticable livestock in the Americas for use in agri-
culture as well as war was probably due to the impact of the first hu-
man settlers of the Americas 13,000 years ago on large mammals, ironi-
cally similar to the deadly impact of European settlers on the descen-
dants of the original American settlers. American mammals had no
experience of coevolution with humans until the Asian migrants' sud-
den appearance, and thus no natural wariness and defenses against hu-
man attack. In the Americas, as in Australia, the first human settlers
brought about the extinction of most of the large mammals. See Crosby
(1986, pp. 273-81).

Box 3.1
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World, especially the Caribbean. Haiti was the grave-
yard for two large colonial armies (see Box 3.1). Yellow
fever and malaria devastated successive invasions by the
British and the French, whose losses in Haiti were
greater than the losses of either side at Waterloo.8

Slavery implied not only a new pool of dis-
eases but profound changes in the composition of
populations, the ability to exploit certain lands, and
the patterns of institutional development of those
countries that absorbed slaves in large numbers. Sla-
very was not a uniform phenomenon, but one clearly
influenced by a combination of geographical, tech-
nological and institutional factors (see Box 3.2).

Ever since Eric Williams' insightful analysis
nearly a half century ago, it has been generally ac-
cepted that the origin of slavery "was economic, not
racial; it had to do not with the color of the laborer,
but the cheapness of the labor." Nevertheless, "racial
differences made it easier to justify and rationalize
black slavery." Thus, "slavery was not born of racism:
racism was the consequence of slavery." Racism was
its longer lasting effect, since racial prejudice did not
end with slavery. It continues to affect the lives of the
descendants of slaves, thereby limiting their economic
and social opportunities (Williams, 1964).

The Harsh but Not Indomitable Tropics

The difficulties of operating in a tropical environment
were abundantly clear during the building of the
Panama Canal. The effect of the humid tropics on ev-
erything from tools to clothing wrought havoc: "Any-
thing made of iron or steel turned bright orange with
rust. Books, shoes, belts, knapsacks, instrument cases,
machete scabbards, grew mold overnight. Glued fur-
niture fell apart. Clothes seldom ever dried."9

Above all, abandonment of the project by the
French (1881-89) and the early failures by the Ameri-
cans (1904-05) showed that intensive disease control,
particularly for malaria and yellow fever, was a neces-
sary condition for its completion.

Although the French made major invest-
ments in medical care, in the 1880s they did not yet
understand the means of transmission of these two
major mosquito-borne diseases. Besides the fearsome
mortality of workers and the recurrent debilitation
of those who survived, many of the most dynamic
project leaders and engineers perished from tropical

disease. On top of unrealistic technical goals and
organizational difficulties, the loss from disease was
more than the project could sustain. At least 20,000
lives were lost to disease during the nine years of the
French effort.10

U.S. President Theodore Roosevelt, the
prime mover behind the American attempt to build
the canal, immediately recognized the importance
of disease control from his own experiences in the
tropics: "I feel that the sanitary and hygienic
problems...on the Isthmus are those which are lit-
erally of the first importance, coming even before
the engineering."11 When the Americans revived
construction of the canal in 1904, a crucial element
of their success was William Gorgas. He demon-
strated in Havana in 1901 what few believed pos-
sible: endemic yellow fever could be eliminated by
intensive mosquito control. Once Gorgas was given
substantial resources and support in 1905, he car-
ried out a similar feat in Panama. In one of the most
intensive vector control efforts before or since,
Gorgas largely eliminated the threat of both yellow
fever and malaria by denying mosquitoes the pools
of stagnant water they need to breed. An army of
health inspectors was used to go house to house. The
provision of clean water and other public health
measures reduced the incidence of other diseases.
Contrary to popular impression, malaria was a
greater threat to health than yellow fever in Panama,
as Gorgas recognized, with higher mortality under
both the French and American canal projects.12

Yellow fever is no longer a major public health
problem due to a successful worldwide control effort
in the 1930s and the development of an effective vac-
cine. The story of malaria is completely different. The
worldwide eradication effort that started in the 1920s
and intensified in the 1950s and 1960s was largely a
failure in the tropics, and no vaccine strategies have
yet proven viable. Currently, all the inexpensive drugs
for treatment of and protection from malaria are los-
ing their effectiveness in the face of resistant strains.

8 Heinl and Heinl (1978, p. 81).
9 McCullough (1977, p. 135).
10 Ibid., p. 235.
11 Ibid., p. 406.
12 Ibid., p. 139.
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Why Slavery Only Developed in Certain Regions

The relationship between geography and slavery has been
the subject of extensive debate, motivated by the racist cul-
ture that evolved from colonists of European origin in order
to justify the exploitation of blacks. The issue is to explain
the concentration of slavery in tropical areas, since the large
majority of slaves went to the Caribbean islands or Brazil,
and in the United States they were concentrated in the sub-
tropical south. The deep-seated justification given by the
racist culture is that blacks were better able than whites to
endure the unhealthy tropical environment.

Some of the most recent studies, which have their
antecedents in the innovative findings of Thompson (1941),
Williams (1964) and other authors, base their arguments on
the conditions of production on plantations and the scarcity
of other types of manual labor. Following this view, Engerman
and Sokoloff (1997) have shown that slavery predominated in
the tropics not because of its hostile disease environment, but
because the institution of slavery was more economically pro-
ductive on tropical plantations (though disastrous for those
who actually did the work), while free labor was more pro-
ductive in the temperate New World. The tropical climate was
suitable for certain crops (sugar, tobacco, cacao, coffee, cot-
ton and rice) that were conducive to production on large-scale
plantations, while temperate zones were conducive to grain-
based agriculture with efficient smallholder production. Fur-
thermore, the tropical plantation crops could be cultivated by
gang labor forced to work rapidly without significant risk of
damage to the crops. Hence, Engerman and Sokoloff argue
that economies based on slave labor in Latin America and the
Caribbean resulted in high levels of inequality with far-reach-
ing consequences for institutions and economic development
in these countries. The Spanish colonies had relatively little
slavery, but the Amerindians, with a slave or serf-like status,
comprised a large percentage of the population in all these
colonies until the end of the 19th century. This disparity re-
sulted in high inequality and restrictive economic institutions
similar to those in the slave states. According to Engerman
and Sokoloff, the institutional environment (due to the his-
torical but not persistent impact of geography) is what ex-
plains the divergence between Latin American economic per-
formance and that of the United States and Canada.

Some authors, however, believe that health con-
ditions in tropical areas could have been a factor in the pre-
dominance of black slavery over other races. Coelho and
McGuire (1997) have argued that as a result of the expo-
sure of many generations to tropical diseases, Africans had
both greater genetic and acquired immunity to them, es-
pecially malaria, yellow fever and hookworm. Most sub-Sa-
haran African ethnic groups have two blood characteris-
tics: the Duffy factor and the sickle cell trait. The Duffy fac-
tor confers immunity to the milder vivax form of malaria,
while the sickle cell trait provides partial protection from
the more deadly falciparum malaria. Most Africans were
immune to yellow fever due to exposure as children (when
the disease is milder), and even nonimmune Africans have
lower death rates from the disease for poorly understood
reasons. Similarly, West Africans, from whom most New
World slaves descended, have a clear but poorly understood
tolerance to hookworm.

In any event, the ultimate explanation for the spa-
tial concentration of black slavery is the scarcity of other
types of manual labor in large-scale production units. Euro-
peans engaged in or forced to work on plantations were
allowed the opportunity to purchase lands and have the
recourse to institutions whose protection did not extend to
blacks. American Indian natives constituted a limited sup-
ply of manual labor that in many areas was decimated by
diseases. A better resistance of blacks to certain tropical
diseases possibly eased the process, although it neither ex-
plains nor justifies it.

In many regions of Latin America, present localiza-
tion patterns of both black and indigenous populations still
reflect elements from the past. Frequently, adverse climatic
circumstances are reinforced by physical isolation and inad-
equate access to markets and infrastructure, as well as by
various institutional and cultural mechanisms that make it
difficult to obliterate the burden of history. Latin America
still does not pay the attention to these problems that they
deserve. Although this book does not address these issues in
detail, it is motivated by the conviction that ignoring the
impact of geography on development implies running the
risk of ignoring ethnic minorities.

Productivity of Land

Stark evidence of the strong and pervasive effects of
geography on development is the fact that most of
the world's poorer countries are located in the trop-
ics, while the highest levels of development are found
in nontropical areas (Figure 3.5). The economic dis-

advantage of the tropics can in turn be largely attrib-
uted to lower agricultural productivity. If geography
were unimportant, one would expect to see similar
economic conditions throughout the world, subject
to some random variation. In fact, poor countries are
rarely interspersed in the richer regions, although a
few rich countries can be found in the tropical areas.

 3.2
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Geography and Development 125

Distribution of Per Capita Income

Latin America has more middle-income
countries in the tropics than do other regions with
tropical areas, suggesting that it is less bound by the
general rule that the tropics are poorer. The geo-
graphical gradients within Latin America are never-
theless clear and dramatic. Figure 3.6 shows that 1995
per capita GDP levels in the region follow roughly a
U-shape in latitude, with much higher levels in the
temperate south, and a minimum level just below the
equator in the band from 20° south to 0° latitude.
The geographical tropics is defined as the region from
2 3.45° south to 2 3.45° north, where the sun is directly
overhead at some point during the year. Tropical Latin
America has much lower income levels than temper-
ate South America or temperate Mexico, although
some spots of high development can be found in the
Caribbean (Figure 3.7). The average per capita GDP
of $4,580 found in the 20° south to 0° latitude band is
just under half the level found at high points in tem-
perate regions.

The problem of poverty in the tropics is noth-
ing new. The U-shaped gradient shown in Figure 3.6
has persisted for as long as we have data. Figure 3.8
shows that per capita GDP in 1900 in the tropical
countries of Brazil, Peru, Colombia and Venezuela
was less than half that of temperate Chile and Argen-

tina, and lower than Mexico and Cuba on the tropical
fringe.13 By a factor of three, the tropical Latin Ameri-
can countries had lower incomes than the United
States or Canada, with their temperate climates.

Data for 1800 are more tenuous and sparse,
but show the same pattern by latitude (Figure 3.9).14

The tropics were poorer than the temperate countries,
with the clear exception of Cuba and, apparently
Haiti,15 whose richness was based on the brutally pro-
ductive (but eventually unsustainable) slave economy.

Since the Latin American countries share
much of the same colonial and cultural history, cur-
rent and past patterns of income by latitude within
the region are striking. While differences in economic
development across continents are more likely due to
divergent historical experiences rather than geogra-
phy, this position is less plausible within continents.

13 GDP per capita data for 1900 are from Maddison (1995, Table C-
16d), except for Cuba in 1913, which is from Coatsworth (1998, Table
1.1).
14 GDP per capita data for 1800 are from Coatsworth (1998, Table
1.1, p. 26).
15 Although not included in Figure 3.9, historical evidence shows that
Haiti was France's richest colony and most likely had income levels
similar to Cuba before the slave rebellion destroyed the plantations.
See Heinl and Heinl (1978, p. 2).

Figure 3.5

Source: Gallup, Sachs and Mel linger (1999).
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126 Chapter 3

Mean GDP Per Capita by Latitude Band
in Latin America

Source: World Bank (1998) and E5RI (1992).

Income by Latitude in 1900
(In current US$)

Source; Madisson (1995) and Coatsworth (1998).

Latin America by Latitude

Source: Coatsworth (1998).

The pattern of development within Latin America is
consistent with the pattern within Africa and Eurasia.
The nontropical northern and southern extremes of
Africa are the wealthiest regions of the continent. In
East Asia, the tropical and subtropical regions are
poorer, in general, than the temperate north.

Population density is a rough indicator of how
hospitable the land is to an agrarian society, but there
is no evidence of overpopulation as an explanation
for why the tropics are poorer. In fact, tropical areas
have fewer people on the land as well as lower per
capita income levels.

Current population distribution in Latin
America largely conforms to the original European
settlement patterns (including the slaves they brought),
plus indigenous highland populations that survived the
Columbian exchange. As with other regions of the
world, population shows a bimodal pattern with re-
spect to latitude (Figure 3.10), with peaks in the tem-
perate middle latitudes, and lower densities in the far
south and the tropics. The highest population densi-
ties in the tropical 10° to 20° north latitude band of
central Mexico and Central America are something of
an exception, but consistent with a relationship between
climate and population, since most of this population
lives in the highlands with a temperate climate.

Income by Latitude in 1800
(In current US$)

Figure 3.8 ]

Figure 3.6 Figure 3.7

Figure 3.9
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Geography and Development 127

Population Density by Latitude Band GDP Density by Latitude Band

Source: World Bank (1997) and ESRI (1992). Source: World Bank (1998) and ESRI (1992).

The low population density of the tropics in
Latin America implies that the economic productiv-
ity of tropical land is even more unequally distrib-
uted than incomes in the region. Figure 3.11 shows
that the economic output of land area in the tropical
band of 10° south to 0° latitude is $39,000 per square
kilometer, less than a quarter of output at 20° to 30°
north and south.

Tropical Agriculture

With factors such as history and population ruled out,
the evidence of economic disadvantage of tropical
areas points to problems with agricultural productiv-
ity. Agricultural yields are particularly sensitive to cli-
mate, soil resources and technology.

Climate and soil conditions are different in
temperate and tropical ecological zones. Further-
more, the tremendous differences in the natural plant
and animal communities of the tropics and the tem-
perate zones suggest that the productivity of the nar-
row range of plants used for agricultural staples would
also be systematically different between the two re-
gions. Although it is possible theoretically for food
staples to be adapted to be equally productive in tem-
perate and tropical zones, in practice this has not hap-
pened. Even after accounting for differences in in-
put use in agriculture, tropical yields of principal
crops are starkly lower than temperate yields.

This is only partly a natural phenomenon. Its
main cause may be found in the pattern of techno-

logical developments originally spurred by the distri-
bution of agriculture and animal species and land con-
ditions, and reinforced by centuries of technological
changes biased toward the richer areas.

The disparity between tropical and nontropi-
cal agricultural output per farmworker (Figure 3.12)
is even more pronounced than the disparity between
tropical and nontropical income levels (Figure 3.5).
Most individual crops tell the same story. Table 3.2
shows that nontropical yields are higher than tropical
yields for 9 of 10 important crop categories. This is
especially true for temperate crops like wheat, but also
for some tropical crops like maize or sugar cane.

These differences could be due in whole or
part to the inputs used. Fertilizers, tractors, improved
seed and labor all affect yields, regardless of whether
the climate is ideal for the crop. Farmers in wealthier
countries use more nonlabor inputs per hectare, since
these inputs are inexpensive compared to their own
labor and land values. This suggests that low yields in
the tropics are caused by poverty rather than being a
cause of poverty. However, estimates in Gallup and
Sachs (1999) show that tropical yields are much lower,
even controlling for differences in input use.16 Tropi-
cal and dry ecozones, which make up most of the
geographical tropics, have yields 30 to 40 percent
lower than temperate ecozones for the same input use.

16 Pricing and other agricultural policy has a substantial effect on how
much farmers produce and the amount of inputs they use, but to a first
approximation, should not affect yields given inputs.

Figure 3.1l|Figure 3.101
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Agricultural Output per Farmworker, 1994

Source: FAO (1999).

Moreover, agricultural productivity grew about 2 per-
cent per year more slowly in tropical and dry ecozones
than temperate ones. Therefore, although the origin
of the differences in productivity may be natural, there
is no doubt that technological developments over time
have widened the gap. Technological advances have
been concentrated in the wealthier regions, whose
more homogeneous ecology facilitates the diffusion
of successful species and technologies.17

While some crops such as tree nuts or tropi-
cal fruits are clearly more productive in the tropics,
few of them are major parts of the food system. Table
3.3 shows the contribution of different crop catego-
ries to the world food supply. Cereals provide almost
half of all calories and almost as much of protein con-
sumption. Oilcrops—the only crop category for which
yields are higher in the tropical countries than in non-
tropical ones—contribute just 10 percent of food calo-
ries, and only 3 percent of protein.

The same pattern of differential agricultural
productivity appears within Latin America, even
though the region's countries are more similar to one
another than the rest of the world. For most crops,
yields in tropical Latin American countries are much
lower. Sugar cane, oil crops and coffee are exceptions,
but none of the yield differences between the tropics
and nontropics for these crops are statistically signifi-
cant (Table 3.4).

Technological developments have also fa-
vored nontropical agriculture in Latin America.
While there has been rapid growth of crop yields in
the region for most staple crops, the growth rates are
quite different between tropical and nontropical re-
gions (Table 3.5). Although the yields of a few crops
(coffee, fruits, vegetables and oilcrops) grew slightly
faster in the tropical countries, the largest improve-
ments took place in the nontropical countries. Fur-
thermore, the only statistically significant differences
in productivity over the past 3 7 years favored the non-
tropical countries. It is no coincidence that the most
successful exporters of agriculture-based goods in
Latin America are nontropical countries. Chile has
made great advances since the 1970s in the produc-
tion of fruits for international markets because it has
taken advantage of technological developments in
California, a region with which it shares some im-
portant geographical and ecological similarities (in
addition to the advantage of the opposite pattern of
seasons).18

The diet in Latin America, especially in the
tropical countries, is different from other parts of the

17 For extensive analysis and documentation of this important point
see Diamond (1997).
18 This has been documented byMeller (1995 and 1996).

Figure 3.12

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Geography and Development 129

Crop Yields in Tropical versus Nontropical Countries of the World, 1998

Tropical
yield

(mt/ha)1

Nontropical
yield

(mt/ha)
Tropical/

Nontropical

Statistically
significant
difference2

Cereals (milled rice equivalent)
Maize

Root crops (potato, cassava, etc.)
Sugar cane3

Pulses (beans and peas)
Oilcrops
Vegetables
Fruits
Bananas

Coffee
Observations"

16.5
20.1

105.0
647.0

7.9
5.1

113.0
96.0

155.0
6.5

108.0

26.9
45.1

200.0
681.0

13.3
4.0

177.0
97.9

201.0
15.4
95.0

0.61
0.45
0.53
0.95
0.59
1.28
0.64
0.98
0.77
0.42

X

X

X

X

X

X

X

X

' Metric tons per hectare.
2 x = p value less than 5 percent for t test that mean tropical yield is different from mean nontropical yield.
3 Data are for 1996.
4 This is the number of observations for cereals. Not all countries produce root crops.

Source: FAO(1999).

world. If the crops eaten by people in tropi-
cal Latin American countries were relatively
more productive in the tropics, the yield dif-
ferences between the tropics and nontropics
for other crops would be less of a problem.
The last column of Table 3.3 shows that Cen-
tral Americans eat much more maize, sugar
and pulses, which make up 54 percent of their
calorie consumption compared to only 16
percent for the rest of the world. However,
maize and beans are among the least produc-
tive crops in the tropics compared to the
nontropics, both in Latin America and world-
wide.

Health Conditions

The relationship between physical geogra-
phy and development extends beyond land
productivity or the quality and availability of
natural resources. Tropical regions are also
poorer due to a heavier burden of disease.
Geographical factors affect health conditions
through many channels. The range and in-
tensity of many diseases, particularly vector-borne
ones, vary with climate. Malaria, hookworm and schis-
tosomiasis, in particular, are great debilitators that

Per Capita Food Supply by Product
(In percent)

World

Source: FAO (1999).

Note: Totals may not equal the sum of their components because of rounding.

Central
America

Total
Vegetable products

Cereals (milled rice equivalent)
Wheat
Rice (milled equivalent)
Maize
Other

Root crops (potatoes, cassava, etc.)
Sugars
Pulses (beans and peas)
Oilcrops and oils
Vegetables
Fruits
Alcoholic beverages
Other

Animal products
Meat and animal fats
Milk, eggs, fish

Calories

100
84
50
20
21

5
3
5
9
2

10
2
3
2
1

16
9
6

Protein

100
63
45
22
15
5
4
3
0
5
3
4
1
0
1

37
18
19

Calories

100
84
47
9
3

34
1
1

16
4

10
1
3
2
0

16
9
7

•gagEM

Table 3.2
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Average Crop Yields in Tropical versus Nontropical Latin American
Countries, 1998

Tropical
yltM

(m«Jiar

Nontropical
yield

(mt/ha)1

Statistically
significant
difference2

Cereals (milled rice equivalent)
Maize

Root crops (potato, cassava, etc.)
Sugar cane3

Pulses (beans and peas)
Oi (crops
Vegetables
Fruits
Bananas

Coffee
No. of observations4

22.9
24.6

122.0
700.0

7.5
6.2

143.0
135.0
166.0

7.1
33

33.8
51.4

218.0
632.0

10.4
5.3

161.0
142.0
214.0

6.1
7

0.68
0.48
0.56
1.11
0.72
1.17
0.89
0.95
0.78
1.16

X

X

X

X

' Metric tons per hectare.
2 x = p value less than 5 percent for t test that mean tropical yield is different from mean nontropical yield.
3 Data are for 1996.
4 This is the number of countries with data for cereals. Not all countries produce root crops.

Source: FAO0999).

Growth in Average Crop Yields in Tropical versus Nontropical
Latin American Countries, 1961-98

Tropical Nontropical
yield growth yield growth

<%) {%)
Tropical/

Nontropical

Statistically
significant
difference1

Cereals (milled rice equivalent)
Maize

Root crops (potato, cassava, etc.)
Sugar cane2

Pulses (beans and peas)
Oilcrops
Vegetables
Fruits

Bananas
Coffee
No. of observations3

1.8
1.8
0.6
0.8
0.3
2.0
2.5
0 J
-0,3
1.0
33

2.6
3.1
2.1
1.0
0.6
1.8
1.6
0.1
0.2
0.5
7

-0.8
-1.3
-1.5
-0.2
-0.3
0.2
0.9
0.2
-0.5
0.5

X

X

X

X

' x = p value less than 5 percent for t test that mean tropical yield growth is different from mean nontropical yield growth.
2 Data are for T 961-96.
3 This is the number of observations for cereals. Not all countries produce root crops.

Source: FAO(1999).

have been relatively easy to control in temperate zones
but still defy major control efforts in the tropics. The
lack of seasons makes control efforts more difficult
because reproduction of the vectors of transmission
takes place rather evenly throughout the year. And
the allocation of technological investments has only
reinforced the relative difficulty of controlling dis-

eases typical of poorer areas, for the simple reason
that those suffering from these diseases are too poor
to pay for the vaccines or treatments, even if they have
been developed or are available.

As a result, mortality is higher and life is
shorter in the tropics. Latin American infant mortal-
ity rates peak in the tropics (Figure 3.13) and decline

Tropical/
Nontropical

Table 3.4

Table 3.5
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infant Mortality by Latitude Band

Source: World Bank (1998) and ESRI (1992).

50

Life Expectancy in Latin America
by Latitude, 1995

Source: United Nations (1996) with subnational data from A/ves et al. (1999); Bitran and
Ma (1999); Escobal and Torero (1999); Esquivel et al. (1999); Sanchez and Nunez (1999);
and Urquiola (1999).

more or less continually to either side of the peak.
The highest rates in the 10° to 20° south are more
than double the rate in the southern temperate zone,
and 50 percent higher than that in the northern tem-
perate zone. Life expectancy shows a similar pattern.
Figure 3.14 shows that inhabitants of the temperate
northern and southern ends of Latin America can ex-
pect to live about 75 years, but the trend line sags
markedly in the tropical middle, dropping to 65 just
south of the equator. The very low average lifespans
of below 60 in provinces of Bolivia and Peru, and in
Haiti, are all in the tropics. The two provinces close
to the equator with life expectancies above 75 years
are also in Peru: the capital Lima and its sister de-
partment of Callao, a clear sign of regional disparities
within the country.

Since we have already seen that per capita
income is lower in the tropics than in the temperate
zones of Latin America, perhaps poor health in the
tropics is simply due to poverty, not direct geographi-
cal influences. After all, Bolivia and Haiti have the
lowest life expectancy and are also poor countries.
However, life expectancy is also short in tropical coun-
tries that on average are less poor, like Peru. If we are
concerned with life expectancy as a measure of hu-
man welfare, it doesn't matter much whether climate
affects it directly or indirectly through economic de-
velopment—the fact remains that welfare is lower in
the tropics. If the goal is to improve health condi-
tions, however, it matters a great deal whether the
most effective approach is to curtail the transmission

of disease directly, or to invest resources in economic
growth that will solve the health problems indirectly.

Climate and Health

Even after controlling for the influence of income lev-
els, provincial life expectancy in Latin America is still
strongly correlated with climate. This suggests that,
indeed, climate affects health not only through in-
come. Further evidence reinforces this, as we will see
in the following empirical experiment.

One of the most robust correlates of health
status is the education of mothers. When the influ-
ence of female literacy on health is included along
with income levels, it is large and significant, and in-
come loses its independent association with life ex-
pectancy.19 Climate, however, is still strongly corre-
lated with health outcomes. Controlling for female
literacy and GDP per capita, life expectancy is four
years lower in the wet tropics than in the humid tem-
perate zone. These regression results, which are sum-

19 GDP per capita, as argued above, is influenced by health as well as
being an influence on health. While this two-way causality will be ad-
dressed later by correlating only initial health conditions with subse-
quent economic growth, reverse causality is also a statistical issue for
the regressions in Appendix Table 3.1. The impact of health on in-
come can be addressed with an instrumental variables regression, us-
ing openness of the economy as an instrument for GDP levels, as in
Pritchett and Summers (1996). Openness is strongly correlated with
GDP levels, but is unlikely to affect health conditions. There are no
important changes to the coefficients after instrumenting (results not
shown).

! Figure 3.141Figure 3.13|
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Extent of Malaria in Latin America,
1946-94

Source: Pampana and Russell (1955) and WHO (1967,1997).

marized in Appendix 3.1, predict that life expectancy
is seven years lower in the wet tropics than in desert
and dry regions with the same income and female lit-
eracy. Similar results pertain to infant mortality (which
is a component of life expectancy). Infant mortality is
four percent higher in the wet tropics than in humid
temperate regions, and six percent higher than dry
regions, other factors being equal.

One of the most conspicuous differences be-
tween the disease environment in tropical versus tem-
perate areas is malaria. Only in tropical areas of the
world does malaria remain a major and intractable
health problem. Figure 3.15 shows the distribution
of malaria in Latin America at three points in time:
1946, 1966, and 1994. Although malaria prevalence
has been reduced, its core tropical zones resist con-
trol. Malaria is strongly related to climate, and there
is no indication that it is affected by income levels or
by female literacy.20

The role of geography in provincial health
conditions across countries in Latin America is con-
firmed by within-country analyses of Brazil and Peru.
The wide disparities in health status across commu-
nities within these two countries are largely tied to

geographical differences. Table 3.6 shows that 62 to
76 percent of the variation in infant mortality and child
malnutrition in the two countries is accounted for by
geography (without controlling for other factors).
Controlling for other community characteristics,
Alves et al. (1999) find that Brazilian regions with
higher temperatures have lower child and adult height,
and lower rates of child survival.

Natural Disasters21

Although agricultural productivity and health condi-
tions are the two main channels through which geog-
raphy affects economic development in Latin America
and worldwide, many countries suffer continuous set-
backs to their development efforts because of frequent
and devastating natural disasters.

Latin America has suffered a disproportion-
ate number of natural disasters during its recent his-
tory. Natural disasters are defined as natural events
whose impact in terms of injuries, homelessness, fa-
talities and destruction of assets creates severe eco-
nomic and social hardship. There were 638 natural
disasters in Latin America and the Caribbean between
1900 and 1995, accounting for 23 percent of reported
disasters worldwide, behind only Asia (41.8 percent).22

Between 1970 and 1995, natural disasters in the re-
gion are estimated to have killed 160,000 people, left
10 million homeless, and otherwise affected almost
100 million people (Table 3.7).23

The acute vulnerability of the region to natu-
ral disasters is the result of a combination of geo-
graphical and socioeconomic factors. Risks associated
with natural events are a function of the magnitude
of the physical phenomenon, frequency of occurrence,
and the extent to which populations are vulnerable.
All three elements are crucial to explaining why Latin
America has suffered and continues to suffer signifi-
cantly from natural disasters.

20 See Appendix 3.1.
21 This section is based on IDE (2000).
22 OFDA (1999). The database includes all natural hazards declared as
disasters by the U.S. government as well as major undeclared disasters
causing a substantial amount of deaths and injuries, and damage to
infrastructure, agricultural production and housing.
23 Ibid.
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Geographical Variables Associated with Health Conditions within Countries

Level of Level of
observation of observation of Effect on

Country Dependent dependent Independent independent dependent
(source) variable variable variable variable variable R2(%)

Brazil
(Alves
etal.
1999)

Peru
(Bitran and
Ma, 1999)

Peru
(Bitran and
Ma, 1999)

Infant
mortality
rate

Infant
mortality
rate

Child
nutrition

Household

Household

Household

-altitude
-temperature
-rainfall
-region indicators

-latitude
-longitude
-altitude
-temperature
-rainfall

-latitude
-longitude
-altitude
-temperature
-rainfall

Municipal
Municipal
Municipal
Municipal

Provincial
Provincial
Provincial
Provincial
Provincial

Provincial
Provincial
Provincial
Provincial
Provincial

positive *
negative *
positive **

negative **
negative **
positive *
negative
positive **

negative *
negative
positive *
negative
positive *

76

62

71

* Significant at the 1 percent level.

** Significant at the 5 percent level.

Location is the primary explanation for Latin
America's vulnerability. The region is extremely prone
both to earthquakes and volcanic eruptions because
its territory sits atop four active tectonic plates (Co-
cos, Nazca, Caribbean and South American plates)
along the Pacific ring of fire, where 80 percent of the
earth's seismic and volcanic activity takes place. Coun-
tries with the highest seismological risk include
Mexico, which experienced 84 earthquakes measur-
ing more than 7 on the Richter scale during the 20th
century,24 as well as Colombia, Chile, Guatemala,
Peru, Ecuador and Costa Rica.

There is also extreme climatic volatility in the
form of severe droughts, floods and high winds in
Latin America due to the recurrent El Nino,25 the
annual north-south displacement of the Inter-Tropic
Convergence Zone, and the passage of tropical storms
and hurricanes born in the Pacific and Atlantic Oceans.
Traditional zones of high climatic volatility include
Central America, the Caribbean, Northeast Brazil,
Peru, Ecuador, Chile and Argentina. Recent climatic
changes seem to have aggravated climate volatility in
the region.26

The region's overall vulnerability to natural
disasters is not only determined by location and cli-
mate but also by various socioeconomic factors that
greatly magnify the lethal and destructive potential
of these events. These include patterns of settlements
(particularly in vulnerable areas), the poor quality of
housing and infrastructure, environmental degrada-
tion, the lack of efficient risk mitigation strategies,
and types of economic activities.

High population density in disaster-prone
areas contributes significantly to Latin America's vul-

24 World Bank (1999).
25 Every three to 12 years, El Nino produces changes in the atmo-
spheric circulation over the Pacific, thereby bringing about modified
water temperatures off South America as well as floods and droughts
on the Pacific slope of the continent. For an in-depth analysis of the
phenomenon and its consequences throughout history, see Fagan
(1999).
26 According to Munich Reinsurance Group (1999), the number of
major natural disasters between the 1960s and 1990s rose by a factor of
three, with economic losses multiplied by nine. In 1998, more natural
disasters occurred worldwide than in any other year on record. Note,
however, that these comparisons may be affected to some degree by a
more accurate and comprehensive report of natural disasters in recent
years.

Table 3.6
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Major Natural Disasters in Latin America and the Caribbean, 1980-99

Year Country Location Disaster Killed

T979-83
1980
1982
1982
1982
1982
1982
1983

1983
1983
1983
1983
1983
1983
1984-85

1985

1986
1987
1987

1987
1988
1988
1988

1988
1990
1992
1993

1994
1994

1997-98
1998
1998
1998
1998
1998
1998
1999
1999

Brazil
Haiti
Peru
Peru
Mexico
El Salvador
Guatemala
Ecuador
Peru
Argentina
Bolivia
Bolivia
Colombia
Brazil
Brazil

Mexico

Colombia
Ei Salvador
Ecuador

Colombia
Brazil
Argentina
Dominican
Republic

Mexico
Peru
Peru
Ecuador

Colombia
Haiti

Ecuador, Peru
Argentina
Dominican Rep.
Brazil
Honduras
Nicaragua
Guatemala
Colombia
Venezuela1

Northeast, Sertlo
Southwest Port-au-Prince
Huailaga, Cuzco
Cuzco
North Pacific Coast
Sonsonate, Huachapan
Western Coast
Entire Coast
North Coast
Northeast
Altiplano
City of Santa Cruz
Popayan
Minas Gerais
Espirito Santo,
Minas Gerais,
Rio de Janeiro
Mexico City,
Michioacan,
Jalisco
Amero, Calda, Tolima
San Salvador
Carchi, Imbabura,
Pastaza, Napo
Medellin, Vila Tina Barrio
Petropolis, Rio de Janeiro
Buenos Aires Province

North and Southeast
Yucatan and Gulf Coast
Highlands
16 Departments
Nambija in
Zamora-Chinchipe
Cauca and Huila
Jacmel, Port-au-Prince

na
na
Countrywide
Northeast
Countrywide
Countrywide
Countrywide
Central-Quindio
Caracas + 8 states

Drought
Hurricane Allen
Flood
Flood
Hurricane Paul
Flood
Flood
Flood
Flood
Flood
Drought
Flood
Earthquake
Flood

Flood

Earthquake
Volcano
Earthquake

Earthquake
Landslide
Flood
Flood

Flood
Hurricane Gilbert
Drought
El Nino Floods

Landslide
Earthquake
Tropical Storm
Gordon
El Nino floods
El Nino floods
Hurricane Georges
El Nino drought
Hurricane Mitch
Hurricane Mitch
Hurricane Mitch
Earthquake
Floods, landslides

• '  • ' • - • ' $  '
300
332
200
225
500
620
307
364

0
0

250
250
68

200

8,776
21,800
1,100

300
240
289
25

0
240

0
0

300
271

1,122
550
na

208
na

6,600
2,055

268
1,117

25,000-
50,000

20,000,000
330,000
20,000

na
50,000
50,000
20,000

700,000
700,000

5,580,008
1,581,049

50,000
35,000

3,000,000

60,000

100,000
7,700

500,000

150,000
na

58,560
4,600,000

1,191,150
100,000

2,200,000
1,100,000

na
24,797

1,500,000
na
na

400,000
na

2,100,000
868,000

na
425,000

600,000

na
na
na
na
na
na

20,000
na
na

250,000
na
na

35,000
8,000

60,000

100,000
7,700

250,000

na
2500

58,560
na

na
100,000

na
na

na
na

87,000
400,000
100,000

na
4,800,000
1,400,000

na
750,000
150,000

51,000

Note: The table includes natural disasters starting or ongoing between 1980 and 1999 that either affected over 1 million people or resulted in at least 200 fatalities.

' Preliminary estimates.

Source: IDB (2000, Chapter 2).

Table 3.7

Affected Homeless
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Geography and Development

nerability to disasters. Overall population density has
increased due to demographic growth, resulting in a
de facto heightened vulnerability. Migration patterns
have also exacerbated vulnerability in some countries.
In Peru, the proportion of residents now living in
coastal areas (within 80 kilometers of the sea) more
susceptible to El Nino and other phenomena is 73
percent, compared to only 54 percent three decades
ago.27

Rapid urbanization fueled by demographic
pressure in rural areas has amplified the adverse con-
sequences of natural disasters on economic activity
and populations. At least two of the largest and fast-
est growing cities in Latin America—Mexico City and
Lima—are located in zones with high seismic activ-
ity. The Mexico City earthquake in 1985 caused 8,700
fatalities and $4 billion of damages.28 Lima has been
badly damaged or destroyed by six earthquakes since
1856. Since 1940, the date of the last major earth-
quake, its population has increased sixfold, reaching
8.5 million. The risk of a major earthquake in Lima
over the next 100 years has been estimated at 96 per-
cent.29

Furthermore, due to rapid demographic
growth and rural-urban migration, most cities have
expanded without proper city planning, building codes
or land use regulations adapted to their geographical
environment. Given a rate of urbanization of above
76 percent, it is estimated that 90 million Latin Ameri-
cans will live in urban areas by the year 2000.30 Cities
in the region are extremely vulnerable to earthquakes
and floods because of high population density, nar-
row streets, adobe or dry stone construction, and a
lack of paved roads and green spaces. Migration to
cities has increased demand for urban space and re-
sulted in the expansion of poor neighborhoods on low-
value terrain in risk-prone areas. Examples include
the favelas on the slopes overlooking Rio de Janeiro,
the shantytowns of Guatemala City in ravines prone
to landslides, and the slums of Tegucigalpa on flood
plains and steep hillsides. Not surprisingly, city slums
are usually the first neighborhoods—and sometimes
the only ones—to be wiped out by natural disasters,
as happened with the floods of 1999 in Caracas and
1988 in Rio, and the 1976 earthquake in Guatemala
City.31

The poor quality of housing in the region,
which also exacerbates the consequences of natural

disasters, is primarily a result of rapid urbanization
and widespread poverty. As of 1993, 37 percent of the
total existing housing stock in Latin America provided
inadequate protection against disaster and illness.32

The OAS Caribbean Disaster Mitigation Project es-
timates that 60 percent of the total housing stock in
the Caribbean is built without any technical input.33

Obviously, the poor quality of housing is closed linked
with widespread poverty. In general, poor households
lack the knowledge, technical skills and income to deal
with problems such as surface water drainage or the
danger of collapse of dwellings built on the roofs of
other dwellings. It has been reported that 40 percent
of accidents in the favelas of Rio de Janeiro were
caused by building collapses and another 30 percent
by landslides.34 Furthermore, the enforcement of
building codes is weak in risk-prone areas, even in
high-income neighborhoods, formal sector compa-
nies and public infrastructure. On the Caribbean is-
land of Montserrat, 98 percent of the housing col-
lapses from the 1989 hurricane was due to noncom-
pliance with wind and hurricane-resistant building
codes. Damage totaled some $240 million, equal to
five years of GDP.35

Lagging investment in basic infrastructure
also puts populations and assets at greater risk. As
shown by the impact of Hurricane Mitch in Central
America and El Nino in Peru and Ecuador, poor qual-
ity roads, bridges, airports, dams and dikes are often
destroyed during hurricanes and floods. This dam-
age to infrastructure leads to higher numbers of fa-
talities, as well as wider and longer disruption of
food distribution and economic activity. In the case
of Hurricane Pauline in Mexico in 1997, half of the
400 fatalities were due to the inability to reach popu-
lations in isolated areas.36 In Peru, total damage to
infrastructure during the 1997-98 El Nino reached 5

27 IFRC (1999, p. 88).
28OFDA(1999).
29 IFRC (1993, pp. 48-50).
30 Ibid., p. 44.
31 Albala-Bertrand (1993, p. 93).
32 PAHO (1998).
33 IFRC (1997, p. 80).
34Hardoy(1989).
35 IFRC (1997, p. 80).
36 PAHO (1998).
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percent of the country's GDP, causing a serious and
long-lasting decline in several key economic sectors,
including mining, the most important industry in the
country.37 Similarly, the vulnerability of health infra-
structure to disasters because of the use of nondisaster-
resilient building techniques and lack of maintenance
decreases access to and the quality of care in the post-
disaster emergency and recovery phase. In Mexico
City, the modern wing of Juarez Hospital collapsed
during the 1985 earthquake, causing many fatalities
and paralyzing critical social infrastructure in a time
of crisis.38 Poorly designed and maintained potable
water and waste management systems are also fre-
quently damaged by disasters, increasing health risks
such as cholera and leptospirosis.

The degradation of the environment also
plays a crucial role in transforming natural events into
disasters. Throughout the region, risk of flooding and
landslides is exacerbated by deforestation of water-
sheds, the absence of soil conservation programs, and
inappropriate land use. Environmental degradation
in the region is the result of higher population den-
sity in fragile ecosystems, as well as destructive agri-
cultural activities. Instead of relying on more tradi-
tional and environment friendly cultivation techniques
(such as terracing hillsides or planting crops in soil
secured by roots of trees), the Latin American agri-
cultural sector often uses methods that lead to wide-
spread deforestation and erosion of soils, both of
which increase vulnerability to floods, drought and
landslides.

Most countries in the region still do not have
efficient risk management policies in place, although
considerable progress was achieved during the 1970s
and 1980s. Agencies in charge of risk mitigation and
preparedness are grossly underfunded relative to the
costs of the risks from which they are supposed to
protect the population. According to the Coordina-
tion Center for the Prevention of Natural Disasters
(CEDEPRENAC), none of the governments of Cen-
tral America allocates enough resources from their
national budgets for natural hazard management.39

Despite their proven efficiency, essential risk mitiga-
tion activities such as drainage, flood control and re-
forestation of watersheds are sparse in risk-prone ar-
eas. Though equally important for risk reduction, land
use regulation and building codes are rarely enforced.
Furthermore, most life-line infrastructure, such as

hospitals, utilities and airports, lacks proper emer-
gency contingency plans. Finally, early warning,
evacuation and shelter systems do not cover all risk-
prone areas and remain largely disorganized. Much
of the mortality associated with Tropical Storm Gor-
don in Haiti in 1994 and Hurricane Cesar in 1996 in
Costa Rica has been attributed to problems with lo-
cal warning and evacuation systems.40

In addition to being physically vulnerable to
natural disasters, Latin American countries are also
economically vulnerable. The macroeconomic impact
of natural disasters mainly depends on the degree of
vulnerability, the importance of the economic activi-
ties affected, and their impact on other productive and
public finances. The impact of natural disasters also
depends on the overall resilience of the country's
economy, which is a function of the macroeconomic
conditions before the disaster, the degree of diversifi-
cation of the economy, and the size of financial and
insurance markets. The lack of sectoral diversifica-
tion in the region helps to explain why natural disas-
ters have a significant adverse impact on the aggre-
gate level. Agriculture, which is directly linked with
climatic conditions, is still a key sector in terms of its
share of GDP and employment. The weight of the
agricultural sector in rural areas, coupled with the
absence of alternative occupational options, creates
greater risks of massive unemployment, income loss
and recession in areas with high climatic volatility. In
Honduras, the country hardest hit by Hurricane
Mitch, the agricultural sector represents 20 percent
of GDP, 63 percent of exports, and 50 percent of to-
tal employment.

The limited capacity of insurance and rein-
surance markets also makes the region more vulner-
able to natural disasters by preventing risk pooling
and burden sharing. It is left to the state, companies
and individuals to absorb the brunt of the shock cre-
ated by the destruction of physical capital and the
decline in economic activity. El Nino caused $2.8 bil-
lion in damage to public infrastructure in Peru, of
which only $150 million was insured.41

37IFRC(1999, p. 88).
38 PAHO/WHO (1994, p. 72).
39 CEDEPRENAC (1999, p. 13).
40 PAHO (1998).
41 IFRC (1999, p. 97).
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Geography and Development

Access to Markets

So far, we have discussed the three main channels
through which physical geography affects economic and
social development: land productivity, disease and
natural disasters. We now turn to the two main chan-
nels through which the settlement patterns of popu-
lations, or human geography, affect development: ac-
cess to markets and urbanization.

For economic development, access to the
main world markets is crucial. Only world markets
provide the scale, degree of competition, and access
to technological and organizational changes needed
to efficiently produce most goods. Access to world
markets depends on the factors that determine the
cost of seaborne transport—the distance of the coun-
try from principal world markets, and whether the
bulk of economic activity is located close to the coast
or a large navigable river.

Why are these factors so important? For most
goods, the world markets are dominated by a rela-
tively small number of industrialized countries in
Europe, North America and Japan. Proximity to these
regions is a substantial economic advantage. For the
few developing countries that have in fact enjoyed
rapid economic growth over the past generation, the
export of labor-intensive manufactures has played a
prominent role. Trade in these goods depends largely
on seaborne transport. But since the actual cost of
transport is but a fraction of the value of the final
goods, why do transport costs have such a significant
economic impact? When investment goods are im-
ported, as they almost always are outside of the most
prosperous countries, transport costs serve as a tax on
investment that varies depending on the country's
accessibility. If the inputs to production are also im-
ported, as they usually are in export manufactures,
the impact of this tax is greatly magnified.42 It is not
unusual in offshore assembly manufacturing for the
value of inputs to be 70 percent of the value of the
finished export. If shipping costs are 10 percent of
the value of the goods shipped, applied both to the
imported inputs and the exported finished good, trans-
port costs make up a remarkable 56 percent of the
domestic value added.43 If transport costs are half this
rate, at 5 percent, then the ratio of shipping costs to
value added falls to 25 percent. Such a difference in
transport costs is often enough to render the higher

shipping cost to a more distant location entirely un-
profitable.

Access to the sea is as important for economic
accessibility as is distance from international markets,
if only because overland transport costs are much
higher than sea shipping, especially in poor countries
with limited infrastructure. The cost of shipping goods
overland within a country can be as high as the cost
of shipping them by sea to a far-flung foreign port.44

As shown in Radelet and Sachs (1998), almost all coun-
tries with macroeconomic success in labor-intensive
manufacturing exports have populations almost com-
pletely within 100 kilometers of the coast.

From the point of view of access to markets,
the countries of the Caribbean basin are ideally situ-
ated. They are close to the large U.S. market, and
most of their populations and economic activities take
place near coastlines. With conducive trade policies
and complementary infrastructure, Caribbean and
Central American countries should have a competi-
tive advantage over the more successful East Asian
export manufacturers. Why would U.S. firms go all
the way across the Pacific to take advantage of low
wages for manufacturing assembly if educated, low-
wage workers are only a couple of hundred miles away?

Trade policies in the Caribbean and the de-
velopment of export processing zones (EPZs) have
started to take advantage of this potential. The role
of EPZs as a stepping stone to the development of an
export manufacturing sector highlights the impor-
tance of coastal access. As shown in Figure 3.16 and
Table 3.8, of the 210 export processing zones in Latin
America in 1997, 152 (or 72 percent) were within 100
kilometers of the coast. Most of the inland EPZs are

42 This is shown formally in Gallup, Sachs and Mellinger (1999).
43 The ratio of transport costs to local value added is equal to the costs

of shipping the input in and the export out, all divided by the value of

the output less the value of the imported inputs. For an export with a

value of one, the cost of shipping is the value of inputs (0.7) plus the

value of the export (1) times the shipping cost (10 percent), all divided

by value added (1-0.7 = 0.3), or 0.1(1.7)70.3 = 56 percent. If shipping

costs are only 5 percent, then the landed price of inputs is 5 percent

less, or 0.7(1-0.05) = 0.665, and value added is 1-0.665 = 0.335. The

ratio of shipping cost to value added is 0.05(1.665)70.335 = 25 percent.

44 Shipping cost data are hard to come by, but a recent UNCTAD

study showed that for landlocked African countries, the cost of ship-
ping a sea crate overland could be up to 228 percent of the cost of

shipping the crate by sea from the nearest port to Europe. See Radelet

and Sachs (1998).
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Access to the Sea by Latin American
Export Processing Zones

Coastal Noncoastal

Export processing zones
Percent of all EPZs
EPZs excluding Mexico and Bolivia
Percent of all EPZs

152
72%

112
94%

58
28%
7
6%

Notes: Includes free trade and maqui/adora zones. Coastal sites are within 100 kilometers of the sea coast. Many EPZ
locations in Figure 3.16 have more than one export processing zone.

Source: WEPZA (1997).

Export Processing Zones
in Latin America, 1997

in northern and central Mexico, with good overland
access to the U.S. market, and in Bolivia. Excluding
Mexican and Bolivian EPZs, 112 of 119 EPZs, or 94
percent, are on the coast.

Caribbean and Central American economies
are benefiting from deepening trade ties with the
United States, while many South American countries
are currently facing economic crises. Economic per-
formance within Mexico shows this trend. Per capita
GDP growth in the Mexican states that border the
United States grew 0.3 percent slower than the other
Mexican states from 1960-80, when the economy was

largely closed to external trade (Figure
3.17). With trade liberalization in the
1980s opening the economy to the U.S.
market, growth in the border states was
0.4 percent faster than the other states
(though the country as a whole had de-
clining GDP per capita). Over 1990-
95, with the advent of NAFTA, the
northern border states grew 0.8 percent
faster than the rest of the states, despite
the continuing decline in overall GDP
per capita.

Other Latin American coun-
tries are less favored than Mexico or the

Central American and Caribbean countries in terms
of their access to markets. Bolivia and Paraguay are
landlocked, which reduces their trade possibilities. De-
spite Colombia's access to the Atlantic and the Pa-
cific, the bulk of the country's economic activities are
far away from the coast. Until recently, the country
even lacked good roads to connect its main regions.
Roads in Colombia up until the 20th century only
connected villages within each region, with no roads
across regions. As late as 1930, the main link from the
capital of Bogota to the outside world was a 12-day
steamboat trip down the Magdalena River. Because
of its geographical barriers, Colombia still has one of
the lowest road densities in Latin America. And while
in most countries there has been a strong tendency
for income levels to converge across states or re-
gions,45 that does not appear to be the case in Co-
lombia. Convergence rates have been more influenced
by proximity to regional markets than by access to
the coast, probably because of high transportation
costs associated with geographical barriers and the lo-
cation of the country's main urban centers.46

The importance of geographical barriers and
problems of location can change over time. As we will
see in the following section, the lowlands of Bolivia
have experienced a major boom over the last two de-
cades due to the combination of new road connec-
tions and expanded trade opportunities with neigh-
boring countries. Of course, the location of cities can
still be a major obstacle to exploiting these new op-

45 Barro and Sala-i-Martin (1995).
46 Sanchez and Nunez (1999).

Figure 3.16

Source: WEPZA (1997).

Table 3.8
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Geography and Development 139

Source: Esquivel et al. (1999). Source: UNDP (1996).

portunities, especially when a country's largest city is
home to a very large proportion of the population, as
is usually the case in Latin America.

Urban Primacy in Latin America

Development and urbanization have moved together
at least since the dawn of the industrial revolution in
the 19th century. Urbanization has brought advantages
to many people, from better sanitary conditions to
higher wages. Still, there is no singular urbanization
process. The size and distribution of cities vary widely
from one country to another. While in some coun-
tries urban residents tend to agglomerate around one
large city, in others they may be spread over several
cities, both large and small. These differences affect
development outcomes in various and complex ways,
as long recognized by urban economists and other
social scientists.

Urbanization has most often been accompa-
nied by the concentration of the population in one
"primal" city. This urban concentration, once limited
to developed countries, has recently become a staple
feature of many developing countries, especially in
Africa and Latin America. Figure 3.18 shows that ur-
ban concentration, or the percentage of the urban
population living in a country's main city, is larger
today in Latin America than in any region of the world.
Only sub-Saharan Africa has levels that are even com-
parable. Figure 3.19 shows that Latin America's pre-

Urban Concentration in Latin America
and the Rest of the World

Source: UNDP (1996).

eminence in terms of urban concentration is no re-
cent phenomenon. As far back as the 1950s, average
urban concentration in Latin America was six percent-
age points larger than that of the rest of the world.
This difference grew somewhat in the 1960s and 1970s
and has since remained stable.

Within Latin America, the process of urban
concentration has varied from country to country.
Differences across countries are evident in Figure 3.20,
not only in levels of urban concentration but also in
how it has progressed over time. Current urban con-

Figure 3.19]

Difference in Growth between Mexican
Border States and the Rest of Mexico

Figure 3.17| Urban Concentration around
the World in the 1990s

Figure 3.18]
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140 Chapter 3

3 Urban Concentration in Latin America
(In percent)

Source: UNDP (1996).

centration ranges from around 15 percent in Brazil
to more than 65 percent in Panama. While the range
of variation has remained stable, the evolution of ur-
ban concentration has differed widely from one coun-
try to the next. Thus, some countries show steady in-
creases in urban concentration (Colombia, Chile, Haiti,
Nicaragua, Peru and El Salvador), some countries per-
sistent declines (Argentina, Uruguay and Venezuela),
and others stable patterns (Brazil and Ecuador).

How Geography Drives Urban Concentration

Urban concentration is associated with some basic
country characteristics in predictable ways. Gaviria
and Stein (1999) show that urban concentration is
lower in smaller countries (it drops by one percent-
age point for every million square kilometers), and
lower in richer countries (it drops by one percentage
point for every $1,000 per capita). On average, urban
concentration is 10 percentage points higher in coun-
tries where the primal city is also the capital and two
percentage points higher in countries where the pri-
mal city is a port.

Natural geography also affects urban concen-
tration, at least in terms of providing the backdrop
against which urban concentration evolves. Of course,
the pathways through which geography affects urban
concentration are not always direct and are difficult
to capture in the aggregate. Given this, case studies
are the key to understanding the role of geography in
the evolution of urban concentration.

Urquiola et al. (1999) have studied the inter-
play between geography and urbanization in Bolivia.
Urbanization in Bolivia has followed a peculiar path:
urban concentration has steadily declined as La Paz
has lost preeminence and Cochabamba and Santa
Cruz have emerged as alternate population centers.
Geography is arguably the ultimate cause behind this
trend. Bolivia is a country with three distinct geo-
graphical regions: the Andean (or highland) region,
the sub-Andean (or valley) region, and the lowlands.
These regions overlap closely with the main
ethnolinguistic divisions of the country: Aymara is the
more common native language in the Andean region,
Quechua, the language of the Incas, is common in
the sub-Andean region, and Guarani is common in
the lowlands. The crux of the argument is simple:
geographic and ethnic divisions have raised the cost
of migration between regions, and hence migration
within regions has been much greater than it would
have been were geography and population more ho-
mogenous. The larger flows of migration within re-
gions have in turn given rise to three main popula-
tion centers, one in each region. Urban concentra-
tion is low in the country as a whole, but very high
within each region.

Needless to say, geography is only one force
among many Economic and political factors also af-
fect urban concentration.47 Although their effects are
generally difficult to measure, some conclusions
emerge from the few studies that have examined the
most immediate determinants of urban concentration.
First, urban concentration grows faster in politically
unstable regimes and more volatile economies. And
second, urban concentration grows faster in more
open economies if and only if the primal city is a port.

The most conspicuous effect of urban con-
centration is the emergence of "urban giants." Giant
cities have long terrorized urban planners who can-
not understand why people insist, against their ad-
monitions, to live there. By contrast, urban giants fas-
cinate urban economists who have long suspected that
people live there for a reason. Urban giants are riddled
with problems and full of possibilities.

47 Ades and Glaeser (1995) use a cross-section of 85 countries to study
the effects of political and economic variables on levels of urban con-
centration. Gaviria and Stein (1999) use a panel of 105 countries and
five decades to study the effects of a similar set of variables on changes
of urban concentration.

Figure 3.20
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Interpersonal Trust and City Size in
Latin America

Geography Matters: Regional Differences

Source: Latinobarometro, various years.

Urban giants suffer from a long list of mala-
dies, from pollution to traffic congestion and longer
commuting times. In Los Angeles, for example, more
than 2.3 million person-hours are lost to traffic de-
lays in a typical year.48 In all likelihood, these num-
bers are even higher in many cities in the developing
world, from Sao Paulo to Bangkok. Urban giants (and
large cities in general) also suffer from higher crime
rates, although these appear to level off once cities
reach population levels over one million (see Box 3.3).
Moreover, larger cities have lower levels of social capi-
tal (from weaker community ties to lower interper-
sonal trust). Figure 3.21 shows, for example, that the
proportion of people who report trusting others falls
sharply with city size in Latin America.

Further, the concentration of a country's eco-
nomic activity in a single city can have deleterious
consequences. Dominant primal cities are often forced
to subsidize stagnant regions, and subsidies can in turn
cause all kinds of distortions. And overly dominant
primal cities can create resentment and exacerbate
ethnic and racial conflicts.

Having summarized the negatives, it must also
be said that their large size can bring benefits to cities
and their residents as well. Large cities enjoy signifi-
cant economies of scale in providing basic public ser-
vices, including education and health. They also en-
joy significant agglomeration economies, stemming
from both knowledge spillovers within industries and
cross-fertilization between industries. And finally,

Sources: ESRK1992), Tobler (1995), UNDP (1996), WHO (1997).

large cities give rise to large markets, which in turn
facilitate the division of labor and reduce transport
costs. All these forces certainly should make primal
cities more productive, and, therefore, the focal points
of any strategy to spur economic growth.49

Economic development in Latin America,
then, will hinge heavily on the fates of primal cities. If
primal cities are unable to harness their many possi-
bilities and cope with their mounting problems, eco-
nomic development will be very difficult, to say the
least. Herein lies one of the main challenges for the
region in the years to come.

Will Geography Matter in the Future?

The previous sections have examined how the five
channels of physical and human geography—agricul-
tural productivity, health conditions, natural disasters,
access to markets and urbanization—can affect eco-
nomic and social development. But these associations

48 See Gleick (1999).

49 See Glaeser (1998) for a complete analysis of the many agglomera-

tion forces that affect productivity in cities.

I Figure 3.21 ( I Figure 3.221
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Chapter 3

Crime and Cities in Latin America

In Latin America and the world in general, crime is much worse
in urban areas than rural ones, and within urban areas, much
worse in large cities than small ones. Although this connec-
tion is rarely quantified, it is already part of the collective un-
conscious: our bands of criminals are no longer found in deso-
late landscapes in the countryside, but in the heart of large
cities, among tali skyscrapers and impassive pedestrians.1

Several hypotheses have been suggested for ex-
plaining the positive association between crime and city size.
One possibility is that large cities present better victims: their
inhabitants are wealthier and generally have more goods
that can be stolen and disposed of. Another possibility is that
people with a greater propensity to become criminals are
overly concentrated in large cities, whether because the ur-
ban environment favors criminal behavior or because young
men or other high-risk groups are more disproportionately
likely to migrate to cities. Yet another possibility is that those
who violate the law are less likely to be arrested (and sen-

Figure 1. City Size and Victimization
in Latin America

tenced) in large cities, either because of the existence of "de-
clining yields" in producing arrests, or because large cities—
usually overwhelmed with all kinds of needs—do not invest
enough in police and the justice system, or even because there
is less cooperation with law enforcement in urban areas.

The purpose here is more descriptive than analyti-
cal: rather than sorting out the hypotheses mentioned above,
the objective is simply to establish to what extent there is a
positive connection between city size and the prevalence of
crime in Latin America. This is not easy, since crime statistics
are scarce, and when they do exist, they are rarely compa-
rable between countries.

Fortunately, the Latinobardmetro survey system can
be used to study the correlation between crime and city size. This
system offers several advantages. In particular, it provides com-
parable information on crime rates (victimization in this instance)
for 17 countries in the region and, even more importantly, for
many cities in the interior of each country. Latinobarometro pro-

Figure 2. City Size and Victimization in
the United States

between development outcomes and geographical fea-
tures may be due to past influences that no longer af-
fect the potential for future improvement. So this sec-
tion puts these strands together in order to assess
whether or to what extent geography can be expected
to matter in the future.

The first step in answering this question is
obviously to control for the past and to establish, on
the basis of recent experience worldwide, whether

geography is still important to prospects for develop-
ment. This requires selecting a set of simple indica-
tors that synthesize the main channels of influence of
geography, as shown in Figure 3.22.

The first indicator is tropical location, a proxy
for land productivity and agriculture technological
disadvantages, which is measured by the percent of
the country's land area within the geographical trop-
ics. Malaria prevalence, the second indicator, is a prime

Box 3.3

Source: Gaviria and Pag&s (1999).
Source: Gtaeser and Sacerdote (1999).
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Geography and Development 143

vides information on victimization rates for over 80 cities in Latin

America, including all the region's large cities.

Figure 1 shows the pattern of change in victimization

rates vis-a-vis city size. The relationship is clearly a rising one,

although it is not exactly linear.2 In general, three groups of

cities can be distinguished: a first group made up of cities of

under 100,000 inhabitants, which on average have low crime

rates, a second group with between 100,000 and one million

inhabitants, and a third group with populations of over a mil-

lion inhabitants that have high crime rates.

Gaviria and Pag6s (1999) show that the positive asso-

ciation between criminality and population occurs not only in

the aggregate but also, and without exception, in each country

in Latin America by itself. Something similar can be seen if one

analyzes other sources of information and other regions of the

world. Figures 2 and 3 show, for example, that the association

between victimization and city size is quite strong in Colombia

and is clearly apparent in the United States.3

Figure 3. City Size and Victimization
in Colombia
(In percent)

Gaviria and Pages also show that there is a positive

correlation between criminality and population growth. Hence,

not only do large cities have more crime, cities that have grown

more rapidly suffer from the same affliction. Naturally, in many

instances these two trends are one and the same: large cities

keep adding new inhabitants while helplessly watching crime

and violence increase.

It is quite difficult if not impossible for lack of infor-

mation to directly examine the hypotheses mentioned above

regarding the positive association between crime and city size.

However, some evidence seems to run counter to the first two

hypotheses {more victims in large cities or greater percentages

of potential criminals). Gaviria and Pages find that the positive

association between crime and city size remains even after con-

trolling for the wealth of inhabitants and the social and eco-

nomic characteristics of cities. This would not be the case if large

cities had more crime due to the presence of more and better

victims or the presence of a greater proportion of individuals at

a higher risk of committing crimes (young men, migrants, or

youth who are not part of the education system).

Latin American cities today face many challenges; they

must not only deal with growing demands for public services

and infrastructure, but they must also assure citizen safety in an

ever more complicated setting. There are no easy answers to

the problem of urban violence. But it is clear that investment

must be made in policing, and the most obvious risk factors (al-

cohol and weapons) must be controlled. And it must also be

kept in mind that once the forces driving crime gather momen-

tum, they are hard to stop.

Source: Gaviria and Pagte (1999).

1 Based on Gaviria and Pages (1999).
2 Victimization rates measure the proportion of families who report that at
least one of their members was the victim of some crime during the most
recent 12 months.
3 Figures on Colombia come from DANE (1997) and U.S. figures from
Glaeser and Sacerdote (1999).

measure of the burden of disease caused by purely
geographical factors. It is an index that weighs both
the percent of the population at risk for malaria, and
the percent of the infected population that suffers from
the most severe kind of malaria.50 The third indica-
tor reflects the proximity of countries in each region
to core world markets by measuring the distance of
the capital city in kilometers from Tokyo, New York
and Rotterdam. Fourth, within-country access to the

sea is measured by the percentage of the population
living within 100 kilometers of the coast or an ocean
navigable river. Finally, urbanization is measured as
the percentage of the population living in urban ar-
eas.51

50 More detailed descriptions of these variables can be found in Gallup,
Sachs and Mellinger (1999).
51 As defined by each country. See UNDP (1996).
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144 Chapter 3

These five simple indicators provide a good
summaiy of the geographical advantages or disadvan-
tages of each of the major regions of the world.52' 53

Latin America as a whole fares reasonably well when
comparing its geographical endowments to the rest
of the developing world. Most countries in Latin
America have good access to the sea. The popula-
tion is mostly concentrated on the coasts. The states
bordering the Caribbean are all close to the large
North American commercial market. Urbanization
rates are high in most countries. Agriculture in the
region benefits from large areas with temperate cli-
mate due to latitude or elevation. Most vector-borne
diseases, including malaria, do not have the virulence
found in Africa.

This favorable geography accounts for Latin
America having many of the higher income countries
in the tropics worldwide. However, although Latin
America compares favorably in terms of geography
and income levels with the rest of the developing
world, it does not compare well on either count with
highly industrialized countries in Europe and North
America, nor with Japan or Australia. Further, the
relationship of each of these geographical indicators
with income levels does not make clear whether they
will continue to be relevant to future economic de-
velopment.

For example, income levels could well be af-
fected by historical processes that depended on geog-
raphy, while future economic growth would be largely
independent of physical geography. The "new eco-
nomic geography" espoused by Paul Krugman, An-
thony Venables and others follows this line of rea-
soning. Locations with initial geographical advantages
serve as catalysts for developing networks, but once
the networks are established, physical geography
ceases to have an impact on economic activity.54 The
forces of agglomeration can create a differentiated
economic geography even if there was little geographi-
cal variation in the first place.

The endogenous processes described in eco-
nomic geography models reinforce and magnify the
direct impact of physical geography and help to ex-
plain the dynamics of the process. Natural ports, for
example, become focal points for the development of
cities, which can become more dominant over time if
the economies of agglomeration outweigh the costs
of congestion. If these processes dominate, though,

we are unlikely to find a strong relationship between
geography and economic growth, once we have con-
trolled for the initial conditions. Is it true, for instance,
that Hong Kong and Singapore still depend on their
excellent access to major shipping lanes for their eco-
nomic success? Or was that just important to get them
started? Is the disease burden in Africa just a reflec-
tion of the continent's poverty, perhaps due to the
accident of colonization, or will it be an independent
drag on African development because it is tied to the
tropical climate?

To address the continuing relevance of geog-
raphy to economic development, the rest of this sec-
tion examines cross-country relationships of geo-
graphical variables to economic growth, controlling
for other important determinants of growth, includ-
ing initial conditions. This allows for measuring the
impact of geographical factors for current economic
growth prospects. The presentation that follows is
nontechnical, but the more inquisitive reader may
want to scrutinize the details, which are contained in
Appendix Table 3.2.

Influence of Natural and Human Geography
on Growth

We start with a baseline equation similar to those in
Barro and Sala-i-Martin (1995), in which average in-
come growth between 1965 and 1990 is a function of
initial income in 1965, initial level of education in 1965
(measured by average years of secondary school), the
log of life expectancy at birth in 1965, openness of
the economy to international trade, and the quality
of public institutions.55 We find the standard results
for these variables: conditional on other variables,
poorer countries catch up by growing faster, and out-
put is an increasing function of education, life expect-
ancy, openness, and the quality of public institutions.

52 See Table 2 in Gallup, Sachs and Mellinger (1999).
53 Notice that we lack a synthetic indicator for one of our channels of
influence of geography, namely propensity to natural disasters. How-
ever, in one of the regressions reported in Appendix Table 3.2, we use
as a rough indicator the reported rates of mortality caused by earth-
quakes and volcano eruptions between 1902 and 1996, which is com-
puted from data compiled by OFDA (1999).
54 See Fujita, Krugman and Venables (1999).
55 The dates are determined by data availability. The specifics of the
variables used are found in Gallup, Sachs and Mellinger (1999).
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Geography and Development 145

We stress the fact that these results are conditional
on other factors because, as we have seen, a large num-
ber of poorer countries do not grow faster than richer
ones. As we will see below, this is due to a large extent
to their unfavorable geographical conditions. To these
variables we add different combinations of geographi-

robustness of the results. We find that the five basic
indicators of physical and human geography described
above consistently show the expected signs and are,
in general, highly significant.

According to these results, countries fully lo-
cated within the tropics grow around 0.3 percentage
points less than nontropical countries. This is because
the disadvantages imposed by natural geography are
more difficult to overcome for poor countries than
for rich countries. Although a single estimate for all
types of countries is extremely imprecise and the sig-
nificance of this variable is not high, when tropicality
is interacted with initial income levels, the results be-
come very significant. The estimated coefficients im-
ply that a country fully located within the tropics that
starts with a level of per capita income twice that of
another tropical country will be able to grow around
0.7 percentage points faster. As intuition suggests, the
limitations imposed by natural geography become less
restrictive as countries become richer.56 This is both
good news and bad news, as it confirms that geogra-
phy is not destiny—after all, there are also some rich
countries in the tropics—but suggests that the initial
effort required to break away from poverty is much
harder for a tropical than for a nontropical country. A
bigger push is required to take off in the tropics.

The results also give support to the hypoth-
esis that health conditions related to geography may
be a major obstacle to development. Thus, countries
at high risk of malaria grow 0.6 percentage points
slower than countries free from malaria. Such a large
estimated impact of malaria on economic growth is
striking, especially since the estimates control for gen-
eral health conditions (life expectancy), and for a gen-
eral tropical effect. The one country in the Americas
with a malaria index of 1, Haiti, is also the poorest
country in the hemisphere. A reduction in malaria
could give Haiti and some other Latin American coun-
tries a big economic impulse. Yet, disappointingly,
there has been little malaria reduction in most Latin
America countries in recent decades. Although Latin

America experienced the largest reduction of any re-
gion since the mid-1960, it totaled only 6 index points
out of 100.

There is some evidence that natural disasters
may also affect growth. Although we lack an appro-
priate indicator for this influence of geography, an
indicator of the mortality caused by earthquakes and
volcanic eruptions between 1902 and 1996 is inversely
and significantly associated with growth (after con-
trolling for other main determinants of growth, in-
cluding physical geographic variables). The problem
with this variable is that it captures only some types
of disasters, and the mortality due to a given natural
disaster depends on the country's poverty, so it is not
an independent cause of development. Therefore, it
is excluded from other regressions.

The econometric evidence suggests that
population settlement patterns may have implications
for growth. Areas with populations located away from
the coast experience lower rates of growth. The esti-
mates also support the notion that there are agglom-
eration effects from population concentrations on the
coast, but diminishing returns to dense populations
in the interior. Countries with high population den-
sity near the coast grow faster, and countries with high
population density in the interior grow more slowly.
The results also suggest that distance to principal in-
ternational markets affects growth. In general, how-
ever, the precision of the estimates is rather low, and
parameters vary significantly from one specification
to another.

Finally, the estimates strongly support the
hypothesis that the economic benefits of urbaniza-
tion outweigh the costs, allowing more urbanized
countries to grow faster. A country that starts with a
rate of urbanization 50 percentage points higher than
another can be expected to grow at a rate about 1 per-
centage point higher. This also offers support to the
big push thesis, but applied to the process of urban-
ization.

56 The results could suggest that, eventually, tropical countries with
income levels beyond a certain threshold may even grow faster. How-
ever, the number of observations beyond that threshold is too small to
warrant that conclusion.

cal variables, allowing us to test the consistency and
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Decomposition of the Difference in GDP Per Capita Growth between
Latin America and Other Regions of the World, 1965-90

Developed countries East Asia

Controls
GDP per capita, 1965 (log)
Years of secondary schooling, 1965 (log)
Life expectancy, 1965 (log)
Trade openness, 1965-90 (0-1)
Institutional quality (0-10)

Physical geography
Share of land in tropics
(and its interaction with income)

Falciparum malaria index, 1965 (0-1)

Human geography
% population urban, 1965
Coastal population
Distance to main markets

Total geography
Total explained
Total observed
Unexplained

0.564
-3.499
0.025
0.755
1.487
1.796

0.682

0.594
0.088

0.598
0.423

-0.007
0.183

1.280
1.844
1.697

-0.147

3.293
1.404
0.008
0.017
1.227
0.637

-0.519

-0.392
-0.127

0.101
-0.042
0.135
0.008

-0.418
2.875
3.771
0.895

Source: IDB calculations based on regression (5) of Appendix Table 3.2.

Geographical Influences on Differences in Growth
between Regions

Table 3.9 shows the estimated impact of specific vari-
ables on differences in growth between Latin America,
the developed countries, and East Asia. Average
growth of GDP per capita in Latin American coun-
tries over 1965-90 was 0.9 percent per year, less than
half of the 2.7 percent growth rate of the OECD coun-
tries, and much lower than East and Southeast Asia's
dramatic 4.5 percent growth per year. The "total ex-
plained" row in the table shows the sum of the pre-
dicted contribution of the explanatory variables, and
is quite close to the actual differences in the regional
growth rates.

The first block of explanatory variables com-
prises controls that capture initial conditions (other
than geography), policy and institutional characteris-
tics of the countries. These factors explain around a
third of the growth gap of nearly 1.7 points between
Latin America and the developed countries, and 3.3
of the 3.8 point difference between Latin America and

the East Asian countries. Most of these differences
come from the fact that policies and institutions have
been less favorable to growth in Latin America than
in these two groups of countries.

Geographical factors explain a large portion
of the remaining growth gap between Latin America
and the developed countries, but not between Latin
America and East Asia. The developed countries en-
joy more favorable physical and human geographical
factors, each of which explains roughly a third of the
growth gap. The main advantages of developed coun-
tries stem from their location in temperate zones and
their higher urbanization rates. Latin America and
East Asia have rather similar geographical character-
istics, and only a small fraction of the growth gap be-
tween the two regions can be attributed to geogra-
phy. Furthermore, geographical factors would tend
to make East Asia grow slightly less than Latin
America. This point is crucial, because it reinforces
the argument that geography is not destiny, and that
adequate policies and institutions can offset its ad-
verse effects. This in turn points to the importance of

Table 3.9

With respect to
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Geography and Development 147

great strides made by Latin America since 1965 in
pursuing policies conducive to international trade and
making government institutions more efficient and
responsive (see Chapter 4).

In principle, infrastructure can help overcome
many of the obstacles imposed by geography, but of-
ten at costs beyond the reach of poor countries. In
areas where geography poses particularly difficult
problems—such as mountainous regions, humid tropi-
cal zones where soils and torrential rains make it dif-
ficult to build durable roads, and regions far from the
sea or without good natural ports—building such in-
frastructure is much more expensive than in coastal,
temperate states. Furthermore, those investments may
be less productive than in better-endowed areas that
support much more economic activity.

To see if infrastructure investment is less pro-
ductive in geographically difficult environments, we
examine whether infrastructure has a smaller impact
on economic growth in countries with limited access
to the coast. In landlocked countries, initial road stocks
and electricity generation capacity are positively cor-
related with subsequent growth, but at low signifi-
cance levels. In coastal countries, there is no signifi-
cant effect of initial infrastructure on subsequent
growth (after accounting for policies, institutions,
etc.). The results suggest that there might be some
room to achieve better rates of return from infrastruc-
ture in noncoastal areas, but the effect is far from
warranted. These weak associations may reflect the
fact that the quality of investments is less determined
by geographical conditions than by the quality of in-
stitutions and the extent of corruption. As discussed
in Chapter 4, the size, composition and effectiveness
of public expenditure is affected by the quality of pub-
lic institutions—many of which in Latin America leave
much to be desired.57

Geographical Influences on Economic Differences
between and within Latin American Countries

To what extent is the strong correlation across the
regions of the world between physical and human
geography and income levels and economic growth
relevant within Latin America itself? A cursory look
suggests that differences in development within the
region and even within countries are also affected by
these geographical variables.

The geography of Latin America is in fact a
good predictor of differences in economic develop-
ment. The tropical Caribbean and the temperate
Southern Cone differ greatly by almost any measure
of development. Within Brazil, there is a gulf between
the dry and poor Northeast, the rich and temperate
Southeast, and the still sparsely populated and wet
tropical Amazon region. In all of the neighboring coun-
tries with an Amazonian frontier, the jungle regions
are a world apart. In Nicaragua, the malarial eastern
coast is isolated from the more productive western
coast. In Bolivia, the highlands, the valley region and
the tropical lowlands have each developed separate ur-
ban centers with limited connections between them.
Similar patterns hold for the distinct geographical
zones of Colombia, Ecuador and Peru.

Using a more systematic approach, studies for
Mexico, Colombia, Peru, Bolivia and Brazil have ad-
dressed the role of geography within countries
through the use of rigorous econometric techniques.
Table 3.10 shows the percentage of income level varia-
tion "explained" by geographical variables in these
countries. Some of these studies analyze income lev-
els at the regional level (departments, provinces or
municipalities), while others use household level in-
formation. The geographical variables used also dif-
fer substantially across studies, ranging from measures
of climate and soils to proximity measures. For coun-
tries with regional-level income measures, geography
accounts for from 66 to 72 percent of income varia-
tion. The percentage of household income variance
explained is less (from 7 to 47 percent), but given the
many factors that affect household outcomes, these
are still large numbers. The strength of the associa-
tion between geography and regional income levels
is impressive, since, due to migration and government
transfers across regions, income varies less within
countries than across countries.

Latin America is notorious for its unequal in-
come distribution, and the estimates in Table 3.10
imply that a large portion of the regional disparities
within these Latin American countries is tied to geo-
graphical factors. Even a substantial share of between-
household inequality is correlated with geography.

57 See Tanzi and Davoodi (1997) for an analysis of the deleterious ef-
fects of corruption on the quality of infrastructure investments.
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Geographical Variables Associated with Income Levels within Countries

Level of Level of
observation observation Effect on the

Country Dependent of dependent Dependent independent dependent R2

(source) variable variable variables variable variable (%}

Bolivia
(Urquiota
et al., 1999)

Bolivia
(Morales etal., 1999)

Brazil
(Azzoni et a I.,
1999)

Colombia
(Sanchez and
Nunez, 1999)

Mexico
(Blum and
Cayeros, 1999)

Mexico
(Esquivel
etal., 1999)

Peru
(Escobal and
Torero, 1999)

Unsatisfied
basic needs

Unsatisfied
basic needs

Income per
capita

GDP per
capita

GDP per
capita

GDP per
capita

Expenditure
per capita

Municipal

Municipal

Household

Municipal

State

State

Household

• altitude
• border crossing
* regional center
• department capital

• altitude
* urbanization

• latitude
• temperature
• rainfall

• altitude
• rainfall
• type of soils
• distance to
seaports

• distance to
markets

• distance to rivers

• rainfall
• temperature
• coast
• border crossing
• population density

• humidity
•cold
• forest
• agriculture

• altitude
• rainfall
• temperature
• type of soils
• volcanic area

Provincial
Provincial
Provincial
Provincial

Provincial
Provincial

State
State
State

Municipal
Municipal
Municipal
Municipal

Municipal

Municipal

State
State
State
State
State

State
State
State
State

Provincial
Provincial
Provincial
Provincial
Provincial

negative 
negative 
negative
negative 

negative
negative

positive
positive 
positive 

positive
negative 
positive
positive

negative

negative

negative
negative
positive
positive 
positive

negative
positive
negative
negative

negative
negative
negative
negative
negative

68

66

47

36

70

68

4

Significant at 1 percent.

Significant at 5 percent.

' Significant at 10 percent.

Table 3.10
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In sum, the influence of geography is perva-
sive in Latin American economic development, ex-
plaining a substantial share of household, regional,
cross-country and even economic growth differences
for the whole region compared to the other regions
of the world. All this suggests not only that geogra-
phy has had a deep influence on the patterns of devel-
opment of Latin American societies, but also that it
will most likely continue to do so in the future. The
question then arises: What are the most effective poli-
cies to ameliorate the negative influences of geogra-
phy, and to best take advantage of positive possibili-
ties that geography has to offer?

Geography may be largely immutable, but its impact
on the economy and society is not. The right policies
or technological developments can overcome many
geographical obstacles.

Tackling geographical problems has impor-
tant "public good" aspects: investments in disease
control, roads or disaster mitigation typically benefit
whole regions rather than particular individuals. But
making these investments at the level that is socially
desirable requires coordination between the govern-
ment and other institutions. On an individual level, a
citizen who contributes to these investments will not
necessarily capture the benefits that he or she is con-
tributing to society as a whole, and thus is less likely
to want to contribute what is needed. No individual
would likely take upon himself the task of controlling
a dispersed disease vector, for example, and yet ev-
eryone benefits when each person contributes a small
amount to the eradication of the disease. The sharing
of the burden requires coordination and the creation
of market-based incentives.

Latin America has large population concen-
trations in geographically difficult environments such
as the highlands of Central America and the Andean
region, the Brazilian northwest, and Haiti. If nearby
areas develop rapidly, some of the problems of these
difficult environments may be spontaneously solved
by migration to the dynamic neighboring regions. For
many people, migration may be the only way to es-
cape the constraints of geography, and therefore it

should not be discouraged. However, the persistence
of poverty in these population concentrations over the
centuries indicates that migration is unlikely to be a
lasting solution. Population growth is often higher in
poor, geographically disadvantaged regions, offsetting
the benefits of outmigration. In addition, massive
migration to economic centers and to some coastal
areas might cause additional problems, such as in-
creased vulnerability to natural disasters. Avoiding
such adverse effects of migration requires close moni-
toring of migration patterns, creation of incentives
for settlements in safe areas, and adaptation of city
and land use planning.

Infrastructure

More active approaches to reducing geographical dis-
parities through infrastructure investments face all the
difficulties of regional development programs. The
nature of isolated areas makes extension of infrastruc-
ture there more expensive, so the benefits to residents
living in such areas must be large indeed to support
these costs. If the goal is to bring industry and white-
collar services to these areas, the problem becomes
the strong synergies, or economies of agglomeration,
attached to these activities. These synergies make re-
turns to new infrastructure investments higher in the
already well-connected, accessible cities. Bringing
industrial and service activities to an isolated area is a
chicken and egg problem—that is, firms do not want
to set up there unless the infrastructure and services
are already in place and other firms are also going to
establish themselves there. Cost recovery for the in-
frastructure is not possible unless it attracts a good
number of firms. To get this all moving simultaneously
is expensive and risky, and governments that have at-
tempted it have poor track records (Richardson and
Townroe, 1986). In contrast to government-sponsored
export processing zones, which are usually located in
geographically favorable areas and have often been
successful, industrial estates in lagging regions have
often ended up empty. They were built, but nobody
came.

Neither have more systemic approaches to
disadvantaged regions in the form of regional devel-
opment agencies been much more encouraging.
These sizable regional development bureaucracies
usually have trouble putting together the complex

Policies to Overcome the Limitations
of Geography
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150 Chapter 3

coordination necessary to get economic networks
established in places where this has not occurred
spontaneously. There is a long history of such ef-
forts in Brazil's poor northeast. Helped by decades
of migration out of the region, the northeast has
caught up only a little with the wealthier southeast.
The poorest Brazilian state in 1960 was Piaui in the
northeast, with per capita GDP totaling only 11 per-
cent of that of the richest state of Sao Paulo in the
southeast. In 1995, 35 years later, Piauf was still the
poorest state in Brazil, and its per capita GDP had
risen to only 16 percent of that of Sao Paulo (Azzoni
et al., 1999). The strategy of opening up the Ama-
zonian frontier for poor settlers from the northeast
has caused major environmental damage, had lim-
ited economic success, and exacerbated problems of
tropical disease.

Despite the limited success of grand regional
infrastructure projects, it remains difficult to accept
simply leaving isolated areas to their own devices.
Lack of access to infrastructure is closely associated
with poverty, since infrastructure provides the en-
abling environment for economic activity. Inad-
equate and poorly maintained infrastructure can also
result in the isolation of entire regions in the event
of a natural disaster. Therefore, a basic needs ap-
proach to infrastructure may be the most effective
way to reduce poverty in geographically disadvan-
taged regions, and may also have a higher economic
rate of return than large-scale infrastructure projects.
Rudimentary feeder roads, electricity, and telecom-
munications are needed to integrate isolated regions
into the rest of the economy. New technologies for
micro electricity generation and stand-alone tele-
communications links may also prove most cost-
effective.

Providing cost-effective infrastructure in iso-
lated regions is easier said than done, however. Cen-
tralized provisioning is not always the best method,
since infrastructure investment projects and the ser-
vices they provide are inherently located in and serve
particular areas, customers and interests. Some form
of decentralization is granted for most infrastructure
investment and services, but the precise form it takes
may depend on a number of factors, as will be dis-
cussed in a subsequent section.

While a basic needs approach should guide
infrastructure investment decisions for geographically

disadvantaged areas, the evidence presented in this
chapter suggests that access to international markets
should be the primary criterion for investments in
roads, ports, railways and airports. Of course, the po-
tential benefit of these investments depends on a num-
ber of variables, and overexpenditure is always a risk.
Few of those investments can be profitable in the ab-
sence of adequate trade and macroeconomic policies,
which encourage producers to seek international in-
tegration over the long term. But the potential ben-
efit of a trade liberalization policy may in turn be se-
verely limited by lack of infrastructure. Internal trans-
portation bottlenecks can prevent the development
of potentially successful exporting sectors, especially
primary ones, while high value-added imports may
soar. A basic needs approach should also bear in mind
the risks associated with natural disasters, ensuring
that destruction of private and public infrastructure
be minimized and that sudden cutoffs from markets
be avoided. Similarly, governments should focus ef-
forts on reinstating access to markets in the aftermath
of disasters by rebuilding critical infrastructure.

Finally, a basic needs approach to infrastruc-
ture should also be based on the principle that ad-
equate maintenance of basic services is more impor-
tant than new and big investments that are usually
more expensive to run and keep up. The lack of ad-
equate infrastructure in poor regions is more often
due to poor maintenance policies than to insufficient
expenditure. As has been analyzed and stressed by the
World Bank,58 new economic and political institu-
tions and incentives, particularly if they are not de-
centralized in some fashion, usually lead to costly and
inefficient new investments. A fraction of those same
resources could often provide better services were they
devoted to maintenance.

Technologies for Tropical Agriculture and Health

Although geography is largely immutable, the preva-
lence of disease in particular climates need not be.
Direct action is required because rising income levels
per se will not take care of health in the tropics.

There are few affordable and effective treat-
ment and control strategies for some diseases, while

58 See World Bank (1994).
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for others the means of conquering the disease are
well known but require a major education and mobi-
lization effort. A prime example of the former is ma-
laria. Vector control in the worst areas is at best a
holding action, and the medicines being used are rap-
idly losing their effectiveness due to drug resistance.
Vaccines are still many years away because of short-
ages in funding and the extraordinary complexity of
the pathogen and its life cycle. Tropical diseases do
not get the benefits of spillovers from biomedical and
pharmaceutical research in the developed countries
because there are no significantly large tropical de-
veloped countries. The tropical countries are too poor
to offer an attractive stand-alone market to induce
pharmaceutical firms to invest in tropical disease re-
search.

Similar problems are faced in developing ag-
ricultural technology for soils and products charac-
teristic of the tropics. Almost all scientific research
and development, and hence most technological ad-
vances, occur in the developed world. At least some
of these advances have the potential to be adapted to
poor tropical countries, but significant hurdles must
be overcome because of the differences in the bio-
logical process in the tropics.

In the developed world, more and more cut-
ting-edge scientific research in health and agriculture
is being carried out by large private firms rather than
in government and academic research institutes.
These firms have no financial incentive to invest in
similar research on tropical problems. Since develop-
ing country consumers cannot afford to pay premium
prices for new drugs and vaccines, they are not a prof-
itable market.

At the same time when the tropics are being
left out of the revolution in corporate scientific re-
search, public funding for research on tropical agri-
culture and disease has been declining. The research
and development budget of the entire CGIAR sys-
tem of institutes studying developing world agricul-
tural problems is less than half of the research and
development budget of one life-sciences multina-
tional, Monsanto.59

Despite these limitations, a new era of rapid
advances in biology has allowed for promising applied
research on the obstacles to tropical agriculture.
Tropical agricultural research, most of it public, has
had high rates of return. Table 3.11 presents estimated

rates of return on agricultural research in Latin
America as compiled by Echeverria (1990). The study
assessed research on different crops in different coun-
tries using different methodologies, yet the estimates
are uniformly and strikingly high. Of the 58 rates of
return, only four are below 15 percent per year, with
an average of 57 percent and a median of 44 percent.
These huge returns on what little research investment
has been made suggest that not enough agricultural
research has been undertaken. Even if agricultural
research did not have such high economic returns,
investing in agricultural improvements could still be
justified in terms of its impact on the poor. The near-
term welfare of more than half the households in low-
income countries (69 percent of the labor force in
1990),60 and an even higher proportion of the poor-
est households, still depends on agriculture.

The rate of return to investing in tropical
medical research is difficult to calculate, and in any
case is secondary to the principle benefit of such re-
search, which is better human health and welfare. Not
surprisingly, the level of funding for research on tropi-
cal health problems is pitifully low. The prime ex-
ample is malaria, one of the most deadly tropical dis-
eases in the world. An estimated 2.4 billion people
are at risk worldwide, with 300 to 500 million clinical
cases and 1.5 to 2.5 million deaths per year. Yet be-
cause of the lack of market incentives, there is essen-
tially no malaria research by private pharmaceutical
firms. Total worldwide research funding was only $84
million in 1993,61 much of it by the military of wealthy
countries concerned about the readiness of their sol-
diers overseas.

In spite of this limited funding and research,
Latin America overall has better health than would
be predicted by its income levels, especially for a re-
gion that is highly tropical.62 A series of successful
control programs and strong public health institutions
such as the Pan American Health Organization—

59 Sachs (1999, p. 19).
60 World Bank (1997, p. 220).
61 Welcome Trust (1999).
62 Using a simple regression to predict average life expectancy in 1995
using the natural logarithm of GDP per capita, Latin American coun-
tries have an average life expectancy four years longer than would be
predicted by GDP alone. If one also controls for tropical location, life
expectancy in the region is eight years higher than expected.
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152 Chapter 3

Rates of Return to Agricultural Research and Extension in Latin America

Author Year Country Commodity Period
Annual rate
of return {%)

Ayer
Barletta

Elias
(revised by Cordomi)

Hines
Patrick and Kehrberg
del Rey
(revised by Cordomi)

Monteiro
Fonseca
Hertford et al.

Wennergren
and Whittaker

Scobie and Posada
Morieochi
Aviia

Cruz et al.

Evenson
Ribiero

Yrarrazaval et al.

Avila et al.
Cruz and Avila
Martinez and Sain
Ambrosi and Cruz
Avila et al.
Feijoo (revised
by Cordomi)

Pinazza et al.
Roessing
Silva
Ayres

Muchnik
Norton et al.

Echevarria et al.
Evenson
Luz Barbosa
Evenson and da Cruz

Average
Median

1970
1970

1971

1972
1973
1975

1975
1976
1977

1977

1978
1980
1981

1982

1982
1982

1982

1983
1983
1983
1984
1984
1984

1984
1984
1984
1985

1985
1987

1988
1988
1988
1989

Brazil (S§o Paulo)
Mexico

Argentina
(EEAT-Tucuman)
Peru
Brazil (Eastern)
Argentina
(EEAT-Tucuman)
Brazil
Brazil
Colombia

Bolivia

Colombia
Brazil (Sao Paulo)
Brazil (R.G. Sul)
Brazil (Central)
Brazil (N. Coast)
Brazil (S. Coast)
Brazil (Frontier)
Brazil

Brazil
Brazil (Minas Gerais)

Chile

Brazil (EMBRAPA)
Brazil (EMBRAPA)
Panama (IDIAP-Caisan)
Brazil (EMBRAPA-CNPT)
Brazil (South Central)
Argentina (INTA)

Brazil (Sao Paulo)
Brazil (EMBRAPA-CNPS)
Brazil (Sao Paulo)
Brazil
Brazil (Parana)
Brazil (R.G. Sul)
Brazil (S. Catarina)
Brazil (Sao Paulo)
Latin America
Peru (INIPA)

Uruguay
Paraguay
Brazil (EMBRAPA)
South America (PROCISUR)

Cotton
Crops
Wheat
Sugar cane

Maize
Aggregate
Sugar cane

Cocoa
Coffee
Rice
Soybeans
Wheat
Cotton
Sheep
Wheat
Rice
Citrus
Irrigated rice

Physical capital
Total investment
Aggregate
Aggregate
Cotton
Soybeans
Wheat
Maize
Human capital
Aggregate
Maize
Wheat
Aggregate
Aggregate

Sugar cane
Soybeans
Aggregate
Soybeans

Rice
Aggregate
Rice
Maize
Wheat
Potatoes
Beans
Rice
Crops
Aggregate
Wheat
Soybeans
Maize

1924-67
1943-63

1943-63

1954-67
1968
1943-64

1923-85
1933-95
1957-80
1960-80
1927-76
1953-72
1966-75

1957-64
1933-85
1959-78

1974-81
1974-92
19??-74
1974-94

1949-77
1940-77
1974-96
1977-91
1979-82
1974-90
1974-96
1950-80

1972-82
1975-82

1955-83

1968-90
1981-2000

1965-85
1988
1974-97
1979-88

77
45-93

90
33-49

35-55
0

35-41

19-20
17-27
60-82
79-96
11-12

0
44

-48
79-96
18-28

83-119
83-87

92-107
111-115
114-119

53
22-43

69
69
48
36

21-28
32-34
22-30

38
188-332

59-74
38
41

35
45-62

60-102
46-69

51
51-53
29-31
23-24
17-44
17-38
17-44
10-31
18-36
22-42
14-24

52
75-90

40
110
179
191
57
44

Source: Echeverria (1990, Table 1).

Table3.11
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Geography and Development 153

many supported early on by the Rockefeller Founda-
tion—have had a remarkable impact on the disease
burden in the region. These programs have included
control of yellow fever in the early 1940s, the elimi-
nation of the malaria-carrying Anopheles gambiae mos-
quito in Brazil in the 1930s, and hookworm control
in the 1920s.

The Rockefeller Foundation also supported
agricultural research in Mexico in the 1940s that even-
tually became CYMMIT, bringing elements of the
Green Revolution to Latin America. The foundation
funded the respected CIAT agricultural research in-
stitute in Colombia and others in the region.

Although many of these health and agricul-
tural organizations and initiatives continue to con-
tribute influential research, some of the technologi-
cal challenges posed by geographical and ecological
conditions in Latin America today require investments
beyond their reach. Besides, they may lack the com-
parative advantage to develop certain products or tech-
nologies developed by private high-technology firms.

With regard to malaria, for example, Jeffrey
Sachs has suggested a coordinated pledge by rich coun-
tries promising an attractive market to the firm that
succeeds in developing the vaccine.63 A guaranteed
minimum purchase price or fixed amount per dose
would be paid when the vaccine actually exists. Simi-
lar pledges could spur cures for other diseases such as
tuberculosis, or for the development of crop varieties
or agricultural technologies adequate to the geographi-
cal and climatic conditions of the poor countries.

Of course, there are other forms of interna-
tional cooperation that could promote these advances.
Depending on the scale, the type of externalities of
the problem, and the likely costs of finding a solu-
tion, cooperation might be most effective at either
the subregional, regional or global level. It may also
require the involvement of international organiza-
tions, some of which could also play a role in identi-
fying global and regional priorities in health and ag-
riculture and in mobilizing private sector research and
development.

New telecommunications technologies and
the Internet may also play a future role in reducing
the significance of geographical barriers. Although
these advances could reduce isolation, however, they
most likely will benefit already accessible locations at
least as much. And despite the dramatically lower user

cost of modern telecommunications, a large initial
investment in infrastructure investment is required.
One might have expected similar revolutionary change
in access from the telephone, but it has not made geo-
graphical barriers obsolete. One key area where the
use of new technologies could bring dramatic im-
provements is in development of emergency commu-
nications systems for disaster-prone areas. More ef-
fective emergency communications would lessen the
human and economic costs associated with disasters
by providing populations with early warnings and by
facilitating communication with isolated areas in the
aftermath of disasters.

Information and Market Signals

Because many Latin American countries are so geo-
graphically diverse, different regions within a coun-
try may offer very marked comparative advantages or
disadvantages for certain activities. The yield from
investments in infrastructure or health care interven-
tions, for example, may differ dramatically from one
zone to another and between different-sized cities and
towns because of population settlement patterns. Di-
saster prevention efforts may be best directed to cer-
tain locations because they are more prone to hurri-
canes, floods or earthquakes.

Keeping these geographical variables in mind
when developing a range of economic and social poli-
cies requires good information, which is unlikely to
be provided by the market of its own accord given the
nature of information as a public good. Some of the
larger Latin American countries have geographical
and statistical institutes primarily devoted to gather-
ing information on the human and geographical fac-
tors that affect development. The Institute Brasileiro
de Geografia (IBGE) and Mexico's Institute Nacional
de Estadistica, Geografia e Informatica (INEGI) en-
joy international prestige for their technical and ana-
lytical ability. Nevertheless, such efforts are just be-
ginning in many countries where the agencies respon-
sible are not guided by clear economic and social
policy objectives and do not provide significant sup-
port to policymakers. Hence, geographical consider-
ations often are not factored into decisions on infra-

63 Sachs (1999, pp. 17-20).
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154 Chapter 3

structure investment, allocation of health care expen-
ditures, or plans for urban development, settlement
or disaster prevention.

The gathering, processing and dissemination
of geographical information must be the responsibil-
ity of central bodies. These are complex tasks that
require considerable costs, offer major economies of
scale, and give rise to significant externalities. There
may even be a need for supranational agencies to deal
with phenomena that transcend national borders, such
as hurricanes or El Nino. Still, a great deal of infor-
mation related to geography can be generated at the
decentralized level. In Costa Rica, for example, the
National Biodiversity Institute (INBio) is involving
local communities in drawing up a biodiversity in-
ventory. And in cases where data collection takes place
at a decentralized level, policy decisions based on geo-
graphical information need not be centralized either.
The level at which policy decisions must be made
should respond essentially to the scope of the exter-
nalities generated by such decisions. Decisions hav-
ing to do with providing urban infrastructure or regu-
lations on land use may be better made at the local
level, provided the information exists and is known
by the relevant decisionmakers. On the other hand,
decisions involving broad geographical externalities—
such as controlling water or air pollution or infec-
tious diseases—naturally are better made at the na-
tional, regional or even international levels.

Effective dissemination of information is es-
sential not only for government policymakers, but also
for those who may suffer the consequences of prob-
lems caused or influenced by geography, most of
whom are poor. Urban zoning regulations are some-
times so vague and obscure that they can be used as a
means to extort money from people after they have
invested in houses or businesses on inadequate sites.

People often build homes in high-risk zones
because there is no information available to them on
the risks involved, or because that information has
been manipulated or concealed. Huge losses suffered
by agricultural producers could often be avoided if
information on weather and other natural hazards
were better disseminated. Although it is difficult to
predict the occurrence of such phenomena, just hav-
ing available information on the frequency and in-
tensity of such risks could facilitate development of
insurance markets, which are still at an incipient stage

in Latin America. Countries where producers and
investors are covered for hurricane risks by insurance
do not suffer the recessionary effects following the
disaster that countries without such coverage do. The
Dominican Republic received compensation follow-
ing Hurricane Georges in 1998 that amounted to
around 2 percent of GDP, a powerful stimulus for the
construction industry and a factor in sustaining a high
economic growth rate even in the aftermath of a
disaster. Access to insurance and other financial ser-
vices is particularly crucial for low-income households,
the informal sector and small businesses.

The problem of risk is obvious in the case of
natural disasters, but there is also climatic risk associ-
ated with agriculture, the risk of disease, and the risk
of isolated places being cut off. Again, making infor-
mation available can help. National governments can
help people overcome adverse effects of geography
by disseminating information on production technolo-
gies for low-productivity or erosion-prone lands,
methods of pest or disease control, and suitable tech-
niques for building homes in geographically vulner-
able areas.

Although it is essential that governments gen-
erate and disseminate such information, the market-
place nevertheless remains the more effective dissemi-
nation mechanism if it operates correctly. Low land
prices in areas that are disaster-prone or outside the
scope of urban public services often attract the poor,
leading to construction of vulnerable settlements. The
marketplace can be used to head off such develop-
ments. For example, a system of subsidies for those
who build new houses may be more effective than an
administrative or policing procedure in resettling the
inhabitants of a high-risk area. The most effective way
to contain erosion may be the use of a subsidy to en-
courage use of a new technology to displace inappro-
priate ones. To encourage a community to preserve a
scarce resource (a nature reserve, for example), the
best approach may be to promote a market for that
resource (ecological tourism, for example) rather than
preventing it from being used, which reduces its po-
tential value.

To respond to market signals, people must
have mobility. An area of low agricultural productiv-
ity with poor health conditions can become a poverty
trap if policies discourage migration toward areas with
better opportunities. Fear of migration from the coun-
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Geography and Development 155

tryside to the city, deeply rooted in the minds of Latin
American leaders, has often translated into subsidies
to unproductive farming sectors and rural areas. Fur-
ther, according to surveys in the mid-1990s, nearly
half of the small farmers in Honduras, Paraguay and
Colombia do not have land titles.64 This not only lim-
its their mobility but limits access to credit and dis-
courages investment.65 In disaster-prone areas, lack
of land titling discourages owners from making in-
vestments that could lower risks and hinders any re-
settlement policy. In short, problems that limit mo-
bility reinforce rather than alleviate the adverse ef-
fects of geography.

Decentralization and Organization

Decentralization is an important tool for taming and
exploiting geography because of the wide variety of
ways that human and physical geography can affect
development, ranging from natural disasters to popu-
lation trends. It is difficult to imagine a centralized
decisionmaking system that could respond adequately
to the variety of needs and restrictions imposed by
geography on different locations, especially in coun-
tries as geographically heterogeneous as those in Latin
America.

Nor can a single decentralization model be
effective. In Latin America, local governments within
each country—municipalities, provinces or districts,
according to the term used in each country—are orga-
nized basically in the same manner, without taking into
account differences in size, location or other basic geo-
graphical and socioeconomic conditions. The result in
more prosperous locations is that potential for better
organization and service delivery goes untapped, espe-
cially in countries with more centralized government
structures. Meanwhile, less geographically and eco-
nomically fortunate localities can be overwhelmed by
administrative demands and responsibilities.

Some countries have begun to break this
strait] acket by using more flexible and adaptable de-
centralization processes. In Colombia and Venezu-
ela, some responsibilities for providing road infrastruc-
ture and other public services are assigned by con-
tract to subnational governments according to their
administrative and technical capability. In Colombia,
the process has also involved nongovernmental bod-
ies such as the coffee producers' association or oil

companies, which have assumed some responsibili-
ties for providing infrastructure.

A single decentralization structure is ineffec-
tive from a geographical standpoint as well, since some
of the most important effects of geography are not
clearly localized, or because they generate externali-
ties that are significant for other localities or regions.
For example, illnesses or plagues affecting several lo-
calities cannot be eradicated by any locality by itself.
An appropriate technology for containing erosion in
river basins and preventing risks of mudslides or floods
is unlikely to be developed by the locality causing the
problem, partly for cost reasons, but particularly be-
cause other localities may be more affected by the
danger than is the locality where the problem origi-
nates. Hence, the locality where the problem lies will
expect other affected localities to help solve it. A high-
way built to end the geographical isolation of one re-
gion will have to cross many other areas to be useful,
and obviously will not be undertaken by any one lo-
cality by itself.

Each of these examples suggests the need for
a different level of geographical organization. The
problem of a pest that affects a specific crop may re-
quire only the organization of producers, while a tropi-
cal disease may demand national or even global inter-
vention. Mitigating the risk of natural disasters de-
mands central organization with acknowledged lead-
ership capable of assigning specific responsibilities to
other levels. Addressing a problem of erosion may
involve a group effort by municipalities that share a
river basin. Construction of a highway may require
cooperation both by the isolated areas to where the
road is being built as well as by others that may ben-
efit in some other way from the new investment.

Hence, the form of decentralization suitable
for solving some problems may be very different from
that needed to solve others. It is not just a matter of
different levels of aggregation (municipal, state, na-
tional), but also of different types of groupings (groups
of municipalities or zones that may or may not corre-
spond to existing territorial units, or combinations of
different levels of government).

64 See Lopez and Valdes (1996) cited by Lopez (1996).
65 See Lopez (1996) and Carter and Olinto (1996). Nevertheless, where
efficient credit markets do not exist, a massive land titling policy can
have adverse effects on distribution.
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156 Chapter 3

Although in principle it might be possible to
define the level and type of grouping of localities shar-
ing the same geographical problem or benefit, this
does not mean that cooperation will be easy or even
feasible. Problems of coordinating more than a few
municipalities may prove intractable, and are not al-
ways necessarily solved by grouping the municipali-
ties at an intermediate territorial level. In other words,
geographical heterogeneity imposes demands for in-
stitutional development that may be difficult to meet,
trapping the more geographically fragmented coun-
tries in situations of low economic and social devel-
opment. Chapter 4 will examine this point more rig-
orously and discuss some of its implications for the
organization of political systems and governability. At
this point it is important to note only that the exces-
sive number of political jurisdictions exacerbates these
problems in many Latin American countries. That is,
political fragmentation of territory hinders solving
economic and social problems, particularly those that
are geographical in origin. In Mexico, states with a
greater density of municipalities (vis-a-vis population)
have significantly lower levels of development. Ac-
cording to econometric estimates, per capita income
will be from 10 to 20 percent lower in a state with
double the municipal density of another, other deter-
mining conditions of development being similar.66

Many Latin American countries have an excessive
number of political jurisdictions, especially at the
municipal level. Panama, with a population of 3 mil-
lion, has 67 municipalities, while El Salvador, with a
population only twice as large, has 262 of them. The
number of municipalities in Venezuela rose from 200
in 1985 to 333 in 1998, and in Colombia there are
now over 1,000 municipalities.

Although political fragmentation usually has
deep historical roots, the trend has been reinforced
by laws that encourage the creation of new munici-
palities. For example, the setting of a fixed compo-
nent of fiscal transfers per municipality (in addition
to the variable component by population or by other
variables) leads to the creation of small municipali-
ties. Electoral rules that assign to each territorial unit
a basic number of seats in legislative bodies have the
same consequence.

All of these complications point up the fact
that while decentralization is an essential instrument
for taming geography, it is not a simple instrument.

In principle, three conditions are needed for success-
ful decentralization.67 First, the local decisionmak-
ing process must be democratic, in the sense that the
costs and benefits of decisions are transparent and all
those affected have an equal opportunity to affect those
decisions. Second, the costs of local decisions must
be borne completely by those making them, and not
transferred to other territorial units or to the central
government. And third, the benefits must also be cir-
cumscribed to the participants. When these condi-
tions are all met, the responsibilities and their financ-
ing can be totally transferred to subnational govern-
ments or organizations. Unfortunately, few if any of
the problems posed by geography allow for these con-
ditions to be fully met. This does not mean that de-
centralization must be rejected, but rather that it ought
to be designed in each case in such a way that all par-
ticipants have incentives similar to those that would
exist if such conditions were indeed met.

Solving the problem of transparency requires
systems of democratic participation in decisionmak-
ing and public control of local government (as well as
the generation and dissemination of information, as
discussed in the previous section). Although munici-
pal governments are now popularly elected in most
Latin American countries, municipalities are not al-
ways the most suitable entity for decentralization.
Decentralizing responsibilities to other units or or-
ganizations must be backed by similar democratic
decisionmaking procedures. For example, in instances
where coffee producer organizations have responded
to a set of information externalities and problems that
are largely of geographical origin, the most favorable
results have occurred in countries where those orga-
nizations used democratic procedures.68

To prevent the costs of local decisions from
being transferred to other entities or government lev-
els, clear and credible budgetary restrictions must be
imposed. That requires clearly defining the responsi-
bilities to be assumed by the subnational government
or the relevant decentralization entity. Similarly, if

66 See Blum and Diaz Cayeros (1999).
67 For a broader description of the benefits, risks and best practices
associated with decentralization, see IDE (1997, Part Three, Chapter
Three).
68 Bates (1997).
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Geography and Development 157

transfers are received from the national government
for fulfilling these functions, such transfers must be
determined by the level and quality of the services
provided, not by the costs incurred or by an acquired
right, as happens when transfers are a percentage of
central government revenues. Finally, the lower-level
government must also have very strict debt limits in
keeping with its own revenue generating ability.

Avoiding deficiencies or excesses in the pro-
vision of certain services that generate positive (or
negative) externalities to other territorial units re-
quires creation of a system for transfers (or taxes) from

the central government to providers. Some countries
have set up joint financing procedures for certain in-
vestments that generate significant geographical ex-
ternalities, such as highway construction, wastewater
treatment, or control of air pollution.

Latin American countries are abandoning the
traditional centralism of their institutions and poli-
cies in favor of more decentralized and participatory
systems. The success of that strategy will depend
largely on its ability to incorporate new dimensions
of human and physical geography into the design and
implementation of new policies.
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158 Chapter 3

Geography and Health, 1995

(1)

Life expectancy
(years at birth)

(2) (3)
Infant mortality rate
(infant deaths per Falciparum malaria
1,000 live births) index 1994 (0-1)

Log GDP per capita (PPP)

Female literacy rate (%)

Tropical, wet (%)

Tropical, monsoon (%)

Tropical, some dry (%)

Dry steppe (%)

Desert (%)

Temperate, dry summer (%)

Temperate, dry winter (%)

High elevation and polar (%)

Constant

No. of observations

R2

0.416

(0.64)

0.286

(9.29)**

-4.332

(4.01)**

0.882

(1.45)

0.850

(1.20)

3.210

(2.14)*

2.481

(4.27)**

3.729

(3.69)**

-3.557

(2.78)**

-0.769

(0.89)

41.716

(8.79)**

178

0.64

0.024

(0.01)

-1.452

(7.66)**

40.722

(4.88)**

3.999

(0.61)

5.354

(1.04)

-18.505

(2.27)*

3.724

(1.14)

-8.720

(1.36)

26.959

(1.59)

3.651

(0.77)

156.385

(4.68)**

178

0.49

-0.014

(0.42)

0.000

(0.24)

0.275

(5.22)**

-0.019

(0.09)

0.083

(2.78)**

-0.011

(0.72)

-0.012

(0.81)

0.000

(.)

-0.049

(1-34)

0.012

(0.26)

0.165

(0.42)

139

0.26

Notes: Robust t-statistics in parentheses.

* Significant at the 5 percent level.

** Significant at the 1 percent level.

Appendix Table 3.1
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Determinants of GDP Per Capita Growth, 1965-90

(1) (2) (3) (4) (5) (6) (7) (8)

Control
GDP per capita, 1965 (log)

Years of secondary schooling,
1965 (log)

Life expectancy, 1965 (log)

Trade openness, 1965-90 (0-1)

Institutional quality (0-10)

Physical geography
Share of land in tropics (0-1)

Share of land in tropics times
(log) GDP per capita, 1965

Falciparum malaria index, 1965 (0-1)

Earthquakes and volcanos index (0-1)

Human geography
% Urban population, 1965

Coastal population

Distance to main markets (log)

Coastal population density, 1994 (log)

Inland population density, 1994 (log)

Infrastructure
Total road length, 1965 (log)

Coastal population share times
(log) road length

Electricity generating capacity,
1965 (log)

Coastal population share times (log)
electricity generating capacity

Constant

R2

Number of observations

-2.329*
(-7.64)

0.265
(1.85)
6.506*

(7.30)
1.889*

(5.47)
0.282*
(3.30)

-8.792*
(-2.92)

0.70
77

-2.533*
(-7.28)

0.177
(1.20)
4.731*
(4.27)
1.795*

(4.58)
0.357*
(3.32)

-0.333
(-0.73)

-1.404*
(-2.39)

0.014
(0.003)
0.75

77

-2.908*
(-6.91)

0.057
(0.42)
4,608*

(4.40)
2.110*

(5.15)
0.390*
(3.52)

-8.915*
(-2.86)

1.111*
(2.82)
-0.902
(-1.64)

3.143
(0.75)
0.77

77

-2.878*
(-7.02)

0.108
(0.71)
4.702*
(4.24)
1.864*

(5.02)
0.431*
(4.40)

-8.311*
(-2.70)

1.077*
(2.77)
-1.113*
(-2.05)
-1.651*

(-3.06)

2.329
(0.53)
0.79

72

-3.239*
(-7.46)

0.029
(0.21)
3.839*

(4.34)
1.866*

(3.97)
0.382*
(3.75)

-8.180*
(-2.86)

0.992*
(2-74)
-0.602
(-1.26)

2.249*
(2.86)
0.602
(1.26)
-5.90

(-1.08)

7.811*
(2.11)
0.79

76

-2.880*
(-5.65)

0.015
(0.10)
3.953*

(4.52)
1.950*

(4.03)
0.345*

(3.33)

-5.842
(-1.76)

0.682
(1.62)
-0.717

(-1.43)

1.457
(1.71)

-2.93
(-0.48)

0.170*
(2.25)
-0.087
(-1.19)

4.878
(1.11)
0.80

76

-3.893*
(-9.47)

0.038
(0.19)
5.351*

(4.93)
1.590*

(3.01)
0.484*
(3.61)

-9.504*
(-3.41)

1.184*
(3.37)
-0.650
(-1.14)

2.290*
(2.70)
2.710

(1.73)
-7.29
(-1-16)

0.196
(1.22)

-0.244
(-1.50)

4.580
(0.96)
0.84

58

-3.994*
(-10.20)

0.074
(0.55)
4.059*
(4.07)
1.587*

(3.58)
0.468*

(4.25)

-10.681*
(-3.64)

1.293*
(3.54)
-0.717

(-1.19)

2.471*
(3.46)
1.977*

(2.13)
-6.85
(-1.17)

0.220
(1.55)

-0.223
(-1.93)

11.175*
(2.43)
0.85

71

Source: Authors' calculations.

Note: Robust t-statistics in parentheses.

* Significant at 5 percent or more.

Appendix Table 3.2
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Chapter Political Institutions,
Accountability and
Government Performance

Latin America's troubled history of economic devel-
opment has often been blamed on its political lead-
ers. Most accounts gravitate between two seemingly
contradictory caricatures: elitism and populism. Ac-
cording to the first, Latin America has been ruled by
a wealthy elite that has ruthlessly used the power of
the state to enrich itself and maintain its privileges.
According to the second, Latin America has been ruled
by reckless populists who have sacrificed prosperity
in pursuit of redistributive fantasies.

This chapter examines the connection be-
tween politics and development, but with an empha-
sis on the impact of political institutions instead of
political personalities. In particular, it focuses on the
inherent difficulties of the political process in demo-
cratic societies, and on how these difficulties often
prevent democracies from increasing economic
growth and advancing social justice.

This approach leaves out some key aspects of
politics. It does not address the role of ideas, ideolo-
gies or political leaders, some of whom have the power
to lead their countries toward prosperity or ruin.
However, it does consider the role of culture and other
exogenous factors, including political participation and
ethnic and geographic divisions. In other words, the
emphasis is not only on political institutions but also
on political practices and behaviors, all in the context
of democratic societies.

Most Latin American democracies find them-
selves today at a crucial crossroad. The initial enthu-
siasm that accompanied the wave of democratization
that swept Latin America over a decade ago has be-
gun to erode. It has been replaced in many cases by
dissatisfaction and cynicism. Further, there is a grow-
ing consensus that far-reaching institutional reforms

are needed to enhance economic efficiency and social
equity. But unlike many of the previous reforms, which
involved mostly technical matters, these reforms can-
not be conceived in a political vacuum. Bluntly put,
any attempt to advance what have been called "sec-
ond-generation reforms" is doomed to fail if it does
not take politics into account. Given that these re-
forms stand on the horizon, politics and political in-
stitutions are bound to take on preeminent impor-
tance in the years to come.

This chapter first describes the evolution of
democracy in Latin America and presents some evi-
dence on levels of satisfaction with democracy and
democratic institutions in the region. A simple ana-
lytical framework is then put forth that seeks to un-
derstand why democracies do not always function
properly. That framework is used to evaluate the sta-
tus of political institutions in Latin America and to
empirically explore a few connections between poli-
tics and development. Finally, the evidence from this
analysis is used to explore some of the most pressing
policy issues in the political realm.

The last quarter of the final century in the millen-
nium brought a new wave of democratization across
the world that was unprecedented in its magnitude,
geographical breadth and durability.1 Figure 4.1 shows
that the percentage of countries classified as "free"
according to Freedom House went from 20 in 1978

1 Huntington (1991).

The Latin American Democratic Wave
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Source: Latinobarometro, various years, Eurobarometer (1999), Central and Eastern
Eurobarometer (1998).

Source: Freedom House (1999).

to 38 percent in 1998.2 Unlike the previous demo-
cratic wave brought about by the Allied occupation
of the vanquished Axis powers after World War II,
this latest surge of democracy has been widespread,
citizen driven, and spontaneous.

Latin America has been on the crest of this
wave of democracy. Governments led or supervised
by the armed forces relinquished control throughout
the late 1970s and 1980s to civilian rule, and today
almost all countries in the region have elected and
constitutionally-bound governments. There is better
protection of civil liberties, and increased decentrali-
zation of governmental authority has enhanced the
decisionmaking power of citizens regarding salient
local issues. Finally, many of what were once only
nominally democratic institutions have become more
democratic in practice. Political parties in several
countries, for example, have opened the process of
selecting candidates for the presidency and other po-
litical offices.

Yet, democracy in the region is still in the pro-
cess of being consolidated. It may have given people
more freedom to criticize unresponsive politicians and
bureaucracies, inefficient spending, and other politi-
cal maladies. But it has not necessarily solved these
problems. Opinion surveys consistently show that citi-
zens are not entirely satisfied with the performance
of their governments. Apathy toward politics and a
seeming acceptance of political leaders who arbitrarily
bend the rules has led some observers to fear that Latin

America will move to a kind of "delegative democ-
racy," where citizens elect leaders but then summarily
relinquish all policy control to them.3

The expansion of democratic freedoms and the rou-
tine use of free and competitive elections to choose
political leaders have brought considerable advances
in terms of protecting basic human rights and mak-
ing governments more accountable to citizens. Still,
the fluctuations in the Freedom House ratings for
Latin America presented above show that establish-
ing a stable and comprehensive democratic political
system takes time, and is not an inevitable result of
opening up public offices to electoral competition.
Indeed, if democratic regimes do not maintain the
broad support of citizens, they will eventually become
vulnerable to individuals or groups that prefer to cir-
cumvent democratic procedures and limit citizen
rights.

2 The evolution of democracy around the world has been consistently
monitored by Freedom House, a broad-based nonpartisan organiza-
tion led by eminent politicians, business leaders and scholars (see Box
4.1).
3 O'Donnell (1994).

Following the Democratic Wave:
Percentages of "Free" Countries

Figure 4.1 Figure 4.2 Citizens Very or Partly Satisfied with
Democracy

Level of Satisfaction with Democracy
in Latin America
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When is a country a democracy? If it has elected leaders? If it
has a judicial system? If there are news media and active public
discussion of policy? What if the elections are contests be-
tween the same small circle of people, or the judicial system
is corrupt and biased toward elites, or the media is harassed
for taking anti-government positions?

Dividing a large sample of countries into "democ-
racies" and "non-democracies" inevitably involves arbitrary
decisions. It is easy to observe the presence of the institu-
tions associated with representative government, but diffi-
cult to determine whether these institutions actually facili-
tate rule by the people.

This box compares and contrasts the range of cross-
country indices of democracy used in this chapter. Measures
of democracy range from simple descriptions of dejure insti-
tutions to more subjective evaluations of the extent of demo-
cratic freedoms in peoples' everyday lives. At the most basic
level, the presence of elections indicates at least nominal
democracy. More accurate indicators of democracy, however,
consider the competitiveness of these elections and the larger
process of selection of leaders, as well as the degree of pro-
tection of civil rights.

Some sections of this chapter rely on the extensive
Polity HI database, which focuses on the characteristics of au-
thority in different countries.1 Although this database con-
tains annually coded variables for various aspects of leader-
ship selection, political participation, and allocation of power
within the government, we usually use the summary indices
of institutionalized autocracy and institutionalized democ-
racy. Institutionalized autocracy is a measure of institution-
alized exclusion. It is coded on a 10 point scale, with one
indicating low autocracy and 10 high autocracy. This indica-
tor measures the presence of restrictions on competitive par-
ticipation, regular selection of leaders from among the po-
litical elite, and the absence of institutional constraints on
these leaders when they are in office. Institutionalized de-
mocracy, on the other hand, is a measure of the presence of
institutions that facilitate participation and inclusion. The 10
point scale considers the presence of institutions that aliow

citizens to express their preferences, constrain arbitrary use
of power by elected leaders, and guarantee the right to par-
ticipate in political processes.

The Freedom House indices (or Gastil's Index from
1972-89) are the most subjective, and also most inclusive,
measures of democracy. Researchers associated with this or-
ganization use their knowledge and judgment to rate a
country's degree of freedom along two broad dimensions:
political rights and civil liberties. Each of these dimensions is
measured on a seven point scale, with a score of one mean-
ing the most free and seven meaning the least free. The po-
litical rights dimension measures, among other things,
whether elections are free and fair; whether people are free
to organize competing political parties; whether citizens are
free from domination by the military, religious hierarchies,
economic oligarchies and other powerful groups; and
whether the rights of minorities are respected. The civil lib-
erties dimension measures the extent to which there is free-
dom of assembly and freedom to organize, a free and inde-
pendent media, freedom of religion, and equality under the
law. One drawback, however, is that Freedom House aggre-
gates different dimensions of civil liberties—ranging from
property rights to the freedom of worker association—into
a single score for each country. The individual facets have no
defined weights in the final score, and implicit weights may
vary from country to country.

The work in this chapter, which empirically links
electoral systems, politicians' incentives, and political out-
comes, uses the most basic definition of democracy: the pres-
ence of nominally representative institutions. We consider
all countries that have at least a partially elected parliament
and are members of the International Parliamentary Union
to be representative governments where politicians respond
to some group of citizens.2

1 Gurr(1996>.
2 Inter-Parliamentary Union (various years).

Levels of satisfaction with democracy indi-
cate the underlying legitimacy of these new demo-
cratic institutions. We use survey data to try to get an
idea of whether people perceive democratic institu-
tions as capable of representing and reconciling di-
verse interests and implementing relevant policies.
What we see, and what is affirmed by other studies, is

general support for the concept of democracy, but
markedly less support for democracy as it is currently
practiced.

We use the Latinobarometro survey of pub-
lic opinions and attitudes in Latin America to gauge
the extent of public satisfaction with the performance
of democratic institutions and public support for

Freedom House and Other Measures of Democracy
Box 4.1
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Which Citizens Are Dissatisfied with Democracy in Latin America?

As might be expected, a larger share of Latin American citi-
zens are dissatisfied with democracy than one finds in the
high-Income democracies. A key to assessing the prospects
for firmly establishing and deepening democracy in Latin
America is to identify the types of people who are more likely
to be dissatisfied with democracy.

As pointed out in the text the survey question deal-
ing with the level of satisfaction with democracy is some-
what vague. "Dissatisfaction with democracy* can indicate
unhappiness with the particular government in power, with
the state of the economy, with the degree of income inequal-
ity, with other aspects of democratic government perfor-
mance (such as the ability to control crime or corruption), or
with the quality of democratic institutions and procedures.
Or it can indicate a more general dislike of democracy as a
system of government. For any given person, a response of
dissatisfaction could reflect a combination of any number of
these sentiments.

Consequently, identifying dissatisfied citizens must
be approached from two different perspectives. First, taking
the response to the question at face value, it is necessary to
examine whether people's socioeconomic or demographic
attributes are related to their likelihood of expressing dis-
satisfaction with democracy. Second, it must be determined
which of the sentiments mentioned in the previous paragraph
are more strongly associated with those feelings of dissatis-
faction.

The level of dissatisfaction with democracy does not
vary substantially according to the age, sex, wealth or edu-
cational attainment of the respondent. Women and men
appear to have the same disposition toward the state of de-
mocracy. There is a tendency for older individuals to be more
satisfied with democracy, but the effect is small: every 20 year
interval increases the probability of an individual being sat-
isfied by just 1 percent (Figure 1). And while the number of
years of education appears to make no difference, higher
economic status produces a slightly greater chance that an
individual is content with democracy. On the whole, how-
ever, dissatisfaction with democracy would appear to be a

product of social and political attitudes not closely connected
with socioeconomlc or demographic attributes.

WWi respect to the second perspective, it is clear
that dissatisfaction with democracy can involve any one of
the sentiments mentioned above. The data show that people
who express confidence Jr» democratic imtftutiom and be-
lieve that electoral procedures;.are fair are considerably more
likely to be satisfied with democracy. Positive perceptions of
current government petformance itsgardfeg socioeeonomic
problems are also associated with higher levels of satisfac-
tion with democracy. Among all the attitudes considered,
those regarding the degree of income inequality stand out
for their association with & persort being content with de-
mocracy. Those who perceive current income distribution as
unjust are, overall, about 20 percent less likely to express
satisfaction with democracy. And, as expected, people who
express only lukewarm support for democracy as a system of
government are less likely to be satisfied with the way de-
mocracy is working.

Figure 1. Percent Satisfied With Democracy,
by Age Group

democratic principles.4 To the extent that it is pos-
sible, we use other surveys to compare Latin America
with other regions of the world.

Those surveyed by Latinobarometro were
regularly asked the following question: "On the whole,
are you (1) very satisfied, (2) fairly satisfied, (3) not very
satisfied, or (4) not at all satisfied with the way democ-
racy works in your country?" Figure 4.2 shows the per-

4 The main features of Latinobarometro are described in the Techni-
cal Appendix. The survey includes 17 countries in South and Central
America and has been conducted regularly since 1995. Throughout the
chapter, we use the average of the three most recent rounds of the sur-
vey carried out in 1996, 1997 and 1998. Similar public opinion surveys
are regularly administered in the European Community (Eurobarometer)
and in Central and Eastern Europe (Central and Eastern
Eurobarometer). Since the degree of overlap in the questionnaires cor-
responding to the different surveys is considerable, interregional com-
parisons are possible for several of the topics of interest in this chapter.

Box 4.2

Source: Latinabartmetm, variaus.yBjai-
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Democratic Rating and Satisfaction
with Democracy

Source: Latinobarometro, various years, and Freedom House (1999).

Support for Democracy as a System
of Government

Source: Latinobarometro, various years.

centage of respondents in Latin American countries
and three European regions who report being either
"very satisfied" or "fairly satisfied" with the way de-
mocracy works. Satisfaction with democracy varies
widely across countries. While over 60 percent of the
respondents in Uruguay and Costa Rica are satisfied
with the way democracy is working, less than 20 per-
cent of the respondents in Paraguay have a similar opin-
ion. Large cross-country variation is also pervasive in
other regions. In the European Community, for ex-
ample, the range of variation is even broader, from 84
percent in Denmark to 28 percent in Italy.

There are also differences between regions,
but they are less pronounced. While 47 percent of
the respondents reported being satisfied with democ-
racy in the European Community, only 35 percent
did so in Latin America. Further, only in Uruguay
and Costa Rica is satisfaction with democracy above
the average level in the European Community. Latin
American citizens, however, are almost as satisfied with
democracy as are citizens in Central and Eastern Eu-
rope, and much more satisfied than citizens in the
former Soviet republics.

As a measure of broad support for democracy
these figures must be viewed with caution. "Low sat-
isfaction" with democracy does not necessarily imply
weak support for democratic principles (see Box 4.2).
Indeed, low satisfaction could mean that citizens be-
lieve that democratic rights are still substantially re-
stricted or democratic institutions are underdevel-
oped, or it could mean that citizens are not happy

with the performance of democratic government even
though they support the regime itself. The evidence
shown in Figure 4.3 is roughly consistent with the
former interpretation. Latin American countries with
the highest ratings of political rights and civil liber-
ties also have the highest levels of public satisfaction
with democracy, while countries with the lowest rat-
ings have the lowest satisfaction levels.

Survey respondents were also directly que-
ried about their support for democratic ideals. Spe-
cifically, they were asked the following question:
"With which of the following statements do you agree
the most: (1) democracy is preferable to whatever
other form of government; (2) in some circumstances
an authoritarian government can be preferable to a
democratic government; (3) for someone like me, a
democratic or a nondemocratic regime makes no dif-
ference." Figure 4.4 shows that, as before, there is
considerable variation across countries. People are
most supportive of democratic ideals in Uruguay,
Costa Rica and Argentina and less supportive in Para-
guay, Brazil and Mexico. The range in the propor-
tion of respondents preferring democracy to any
alternative is substantial—from a maximum of 83 per-
cent in Uruguay to a minimum of about 51 percent in
Brazil. On the other hand, the percentage of those
who believe that authoritarianism is sometimes pref-
erable does not vary much across countries, and in
most cases is below 20 percent.

When compared with similar surveys taken
in Europe, Figure 4.4 also shows that there is a large

Figure 4.3 | Figure 4.4
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Confidence in the Congress
(In percent)

Source: Latinobammetro, various years, and World Values Survey (ICPSR, 1991).

gap in the level of support for democracy between
European and Latin American countries.5 Despite
these differences, there is a broad consensus in Latin
America about the core democratic ideal—that to be
legitimate, government authority must derive from
regular, free, fair, broadly participatory and competi-
tive elections. At the same time, in some countries
the level of apathy toward democracy is worrisome
and, if it persists, could erode democratic norms and
provide an opening for anti-democratic forces.

Survey respondents also expressed growing
dissatisfaction with the overall performance of their
countries. On average, only 2 7 percent think that their
country is progressing—a figure that drops to as little
as 7 percent in some countries. Further, only 19 per-
cent think that their economic situation has improved
over the previous year and only 17 percent say that
they live better than their parents did. Finally, between
85 and 93 percent believe that the problems of pov-
erty, crime, corruption, drug addiction and drug traf-
ficking are getting worse rather than staying the same
or improving.

Confidence in Institutions

The level of support for democracy can also be evalu-
ated by examining the degree of public confidence in
political institutions, which is another indicator of
their legitimacy. Higher confidence in institutions
implies that people think that they are effective prob-
lem-solvers; that is, that they can effectively aggregate

different preferences and implement relevant policies.
Figure 4.5 shows the percentage of respon-

dents who express confidence in their Congress.6 As
before, there is considerable variation across coun-
tries. While roughly 45 percent of the respondents
express confidence in Congress in Chile and Uruguay,
barely 20 percent do so in Brazil and Ecuador. On
average, confidence in Congress is weaker in Latin
America than in OECD countries.7

Democracy is, of course, its own reward. But
in order for democratic regimes to deliver what people
expect from them, they must be able to cope with a
multitude of political problems. The mediocre levels
of satisfaction with democracy and confidence in po-
litical institutions observed in many Latin American
countries suggest that many of these problems remain
unsolved. While people might like the idea—the po-
tential—of democracy, they do no think that it is work-
ing so well in practice.

What are the underlying factors behind people's dis-
satisfaction with democracy in Latin America? We
examine this question first from an analytical perspec-
tive by looking at possible sources of democratic fail-
ure and how they affect socioeconomic development.
Then we evaluate Latin American democracies along
the different sources of failure previously identified.

Democracies, if they are to be successful, must
perform adequately in several different respects. They
have to represent everybody, guarantee that represen-
tatives put the people's interests ahead of their own,
and ensure that consensus can be forged from the clash
of many disparate interests. We distinguish three
sources of political failure in democracies: bias in rep-
resentation, agency and aggregation.

5 The data for Europe are derived from the Eurobarometer survey of
1989. There is little reason to think, however, that the results would be
substantially different today.
6 The data for OECD is from the 1990-91 World Values Survey
(ICPSR, 1991).
7 For analyses of cross-national and longitudinal patterns of support
for democracy across the world, see Klingemann and Fuchs (1995) and
Norris(1999).

Political Failures and Development Outcomes

Figure 4.5
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Problems of bias in representation occur if a
political minority is regularly able to sway political
outcomes in its favor. There are two main elements
here. On the one hand, political minorities demand
special prerogatives either by forming pressure groups
or by utilizing their special command of resources
(money, knowledge or status) on a more individual-
ized basis. On the other, politicians supply special pre-
rogatives in the form of targeted services and favor-
able bills. An important consideration is the extent to
which electoral systems give politicians more or less
incentives to respond to demands for special treat-
ment. While some systems encourage politicians to
be overly responsive to specific interests, others en-
courage them to heed broad national interests.

Problems of agency occur if politicians pur-
sue their own goals instead of those delegated to them
by their constituencies. Delegation is difficult because
citizens have limited means to ensure that politicians
abide by their promises. Enforceable agreements, for
example, are impossible in the political realm, and
elections, which can be used by citizens to oust those
who have not fulfilled their promises, occur only ev-
ery few years. Obviously, some institutional arrange-
ments are better than others for coping with agency
problems. An informed and involved electorate, de-
veloped political parties, and the presence of checks
and balances will reduce the extent to which politi-
cians can ignore their constituents.

Problems of aggregation occur if political rep-
resentatives, once elected, are unable to reconcile the
diverse interests they claim to represent. Here we em-
phasize the institutional elements that make some po-
litical systems particularly liable to gridlock. Some sys-
tems, for example, give voice to so many disparate
interests that even policies that will benefit most
people cannot rise above the ensuing cacophony.
Other systems produce stalemate by empowering
many actors with the ability to veto each other's ini-
tiatives.

Each of these potential sources of democratic
failure can cause political outcomes to deviate from
the preferences of the majority, and each may lead
to poor development outcomes in the ways explained
below.

The connections between politics and devel-
opment are, of course, many and complex. Politics
determines the level of government services and who

benefits from them, which in turn may affect indi-
vidual and regional inequalities. Politics also deter-
mines what types of formal institutions are adopted
and how they perform, which in turn may affect the
efficiency not only of government but of the private
sector as well. Finally, politics determines the extent
to which democracies succeed in translating citizen
preferences into effective and fair policies.

The role of politics in the creation, mainte-
nance and performance of formal institutions must
be underscored. Politics has its greatest impact on
development through its effect on institutions. The
logic is clear: if politics matters for institutions, and
institutions matters for development, politics must
matter for development.

The following sections look more closely at
the links between politics and development by focus-
ing separately on each of the different problems iden-
tified above as potential sources of political failure.

Bias in Representation

Democratic constitutions usually proclaim that all citi-
zens are equal in political terms. In practice, how-
ever, some groups—either because they are better
organized, more politically engaged, or more knowl-
edgeable, wealthy or socially prominent—are able to
gain greater attention from elected politicians than
others. The extent of such bias in representation var-
ies across democratic systems depending on such fac-
tors as the levels of political involvement by different
groups of citizens, and the characteristics of electoral
and other political institutions.

Bias in representation toward wealthier or
better-educated citizens can clearly promote inequali-
ties in the distribution of income and opportunities
for social advancement. Thus, university education
might be unduly subsidized at the expense of primary
or secondary education; public works might be di-
rected toward better-off regions or neighborhoods at
the expense of disadvantaged ones; and taxes may be
too low to pay for the social investments needed by
the majority. Such policies will not only exacerbate
inequalities, but can also produce economic inefficien-
cies, thus affecting economic growth and impeding
social development.

Bias in representation toward narrow orga-
nized interests can lead to other sources of economic

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



170 Chapter 4

inefficiencies. Organized interests are an important
element of the political game in democracies. Some
organizations represent a fairly broad cross-section
of citizens, such as farmer associations, labor unions,
industrial associations or consumer groups. Others
represent narrower interests, such as coffee growers,
textile laborers or government employees. If repre-
sentation is heavily biased toward narrow interests,
economic policies (including taxation, public invest-
ment, pricing, trade and exchange rate policies) will
likely be inefficient, and overall economic growth will
suffer as a result. Indeed, the disproportionate influ-
ence of relatively narrow interests on public policy
has often been seen as a powerful element underlying
the economic decline of once prosperous nations and
the poor performance of developing countries, includ-
ing those in Latin America.8

Agency Problems

Political representation involves a complex transac-
tion: people exchange votes for a catalogue of prom-
ises. The "contracts" that regulate this transaction
have two types of problems. First, they are impos-
sible to enforce if only because no courts have juris-
diction over them. Second, they are incomplete in the
sense that they specify only general guidelines, leav-
ing much open to interpretation and making it diffi-
cult to determine and verify when a breach of con-
tract has occurred. Although political institutions can
ameliorate these problems, they can never completely
solve them, meaning that politicians will always en-
joy some leeway to pursue their own agendas and to
extract rents.

If the public lacks the means to punish unre-
sponsive and corrupt politicians, as will happen when
agency problems are pervasive, government perfor-
mance will suffer. Corruption will flourish as politi-
cians pilfer public funds and freely engage in the busi-
ness of auctioning regulations and laws. This in turn
will hamper the ability of the government to provide
public services, and will increase the costs of doing
business and the level of uncertainty for investors.
Worse yet, corruption and government inefficiency
may cause many disenchanted people to withdraw
from politics, giving politicians more leeway, and thus
compounding the original problems. In sum, a vicious
circle of agency problems and government corrup-

tion is a distinct and disturbing possibility in demo-
cratic regimes.

Moreover, the existence of agency problems
impedes one of the main channels through which
democracy can spur development. One of the main
advantages of democracies, at least from an efficiency
point of view, is that they empower people to take
part in formulating solutions to their own problems.
One of the main difficulties of democracy, on the
other hand, is that people do not participate directly
in most public matters but through their elected rep-
resentatives. So if the views of citizens are lost in
that process—or, more precisely, if their views are
replaced with the narrow views of their representa-
tives—a wealth of valuable local knowledge will be
lost and democracy will lose much of its appeal.

Agency problems can undermine the whole
idea of democracy. Simply stated, if political delega-
tion does not work, democracy does not work. There-
fore, solving agency problems not only will diminish
corruption, increase government efficiency and facili-
tate growth, but also will restore the democratic ideal
of government of the people, by the people, and for
the people.

Aggregation Problems

Politics in democratic societies requires considerable
give and take. There are often so many interests to
reconcile and so many factions to please that the pro-
cess is not always expeditious. Compromises are not
always worked out, bargains not made, and conflicts
not settled, which means that changing the status quo,
even if favorable to the majority, can become an exer-
cise in futility.

This difficult and laborious process of recon-
ciling divergent interests and opinions frequently be-
comes a source of public disenchantment with poli-
tics. At the same time, the very essence of democracy
is that the people, in all their diversity, be represented.
Thus, for the democratic game of compromise to pro-
duce expeditious and fair responses to collective prob-
lems, a balance must be struck between the broad and

8 See Olson (1982) and Bates (1981).
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equitable representation of citizens and the efficiency
through which the diverse opinions are aggregated
into concrete policy decisions.

Oftentimes, the inability of politicians to rec-
oncile their distinct interests renders the political pro-
cess ineffective. The consequences can be deleteri-
ous. Responses to shocks lag, long-term economic
reforms are infinitely postponed, and authoritarian
attempts to bypass the Congress gain legitimacy.

This is not to say that the absence of politi-
cal constraints on too-eager government officials and
representatives is always desirable. There is a clear
tradeoff here. On the one hand, political systems
should allow for periodic overhaul of the status quo
and should give public officials some discretion to
respond to unexpected shocks. On the other, politi-
cal systems should be immune to faddish and myo-
pic attempts to change policy and should allow for
the consideration a broad spectrum of societal per-
spectives. In short, flexibility is desirable, but not to
the point that it compromises credibility, due reflec-
tion, and broad representation.

While the previous section looked at broad types of
political problems that to some degree affect all demo-
cratic regimes, this section evaluates the status of de-
mocracy in Latin America by using several indicators
that measure each of the problems identified above.
Because all the relevant aspects of each case cannot be
measured, it is not possible to draw definitive conclu-
sions about the magnitude of these problems. The
analysis does, however, shed considerable light on what
is right and wrong with Latin American democracies.

Representation requires participation. Ob-
viously, the preferences of somebody who decides
not to exercise the right to vote will find no direct
representation in social decisions. But voting is only
one of the many dimensions of participation. Inten-
sity of participation is also important, because more
informed and vocal citizens are more likely to have
their preferences taken into consideration in social
decisions.

If more educated people participate in poli-
tics more assiduously than others, social decisions will
be biased toward them and away from the wishes of
the majority. The reasons why participation may dif-
fer across different social actors are too numerous and
complex to examine here. We should mention, how-
ever, the disturbing possibility that low political par-
ticipation may be self-reinforcing—that is, some
groups do not participate in politics because they have
been regularly left out, and they have been left out
because they do not participate. Needless to say, break-
ing these mutually reinforcing trends can prove ex-
tremely difficult.

In theory, the whole story about political out-
comes in a democracy could be told in terms of who
participates and how intensely. The transformation
of citizen inputs to outputs would be obvious, and
one could predict the outputs based on knowledge
of the inputs. In reality, this is rarely the case be-
cause of the complex steps that stand between citi-
zens expressing their interests and preferences and
policy outputs.9 We thus look at inputs as a possible
source of policy distortions, but do not expect equi-
table inputs to be a sufficient condition for equitable
policy outputs.

How does political participation differ across
social groups in Latin America? The inequality of
political participation can be examined in three dis-
tinct dimensions: education, wealth and age. Five
forms of participation are considered: voting, paying
attention to political news, talking about politics with

9 The link between participation and policy is comparable to an in-
put-output model in which citizens input preferences, politicians out-
put policies, and there is a black box of institutions in the middle. Citi-
zens express their preferences by voting, electoral institutions translate
these votes into representation with varying degrees of accuracy, and
the constitutional structure and divisions of powers determine how the
range of represented preferences are aggregated to produce policy out-
comes.

Evaluating Political Failure in Latin America

Bias in Representation

Bias in representation is measured here in two differ-
ent dimensions: first, in the various ways that citizens
try to stand out in the political arena; and second,
through the incentives that drive politicians to be more
responsive toward more salient and organized groups
of citizens. Stretching the often over-stretched mar-
ket metaphor, we will call the first dimension the de-
mand for special treatment, and the second dimen-
sion the supply of special treatment.
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Political Participation by Education

Participation by years of schooling (%)

Source: Latinobarometro, various years.

Political Participation by Income

Ratio

Primary Some Some College Primary/
Political activity or (ess secondary Secondary college or more College

Vote
Pay attention to news
Talk about politics
Try to Influence others
Work for a candidate

66.1
43.4
24.0
14.2
9.7

68.6
47.4
27.2
14.3
9.0

68.0
52.1
31.1
16.4
10.7

67.4
59.6
37.6
18.1
13.6

70.0
69.6
46.4
20.8
15.1

1.060
1.605
1.931
1.463
1.546

Participation by income quintiie (%) Ratio

Political activity First Second Third Fourth Fifth 5th/1st

Vote
Pay attention to news
Talk about politics
Try to influence others
Work for a candidate

64.1
40.1
21.6
12.8
10.2

67.2
44.8
25.5
13.7
8.9

69.5
51.1
29.3
15.8
8.9

68.7
54.1
32.2
16.3
11.0

66.9
58.0
36.8
18.4
13.2

1.043
1.449
1.703
1.435
1.296

Source: Latinobarometro, various years.

friends, trying to convince others in political matters,
and working for a political candidate.10

Table 4.1 shows average patterns of political
participation across five education groups: primary or
less, some secondary, secondary, some college (includ-
ing technical training), and college. Differences in
participation are small for voting but large for the
other forms of participation. College educated indi-
viduals are twice as likely as those with only primary
education to talk about politics with friends, but only
slightly more likely to vote. In sum, substantial in-
equality of political participation across education
groups is only apparent as one moves from voting to
more involved forms of political engagement.

The patterns of political participation by in-
come quintile are shown in Table 4.2. As expected,
the results closely mirror the previous table; there is
no discernible trend for voting and there is a steady
increase in participation across quintiles for the other
types of political participation. The demographics of
political participation are shown in Table 4.3. Sur-

prisingly, participation changes very little across age
cohorts, though it is slightly smaller for the youngest
and oldest cohorts. This pattern is very similar for all
the types of participation considered here, except that
it holds less clearly in the case of paying attention to
political news.

Are the patterns of political participation in
Latin America any different from those of other re-
gions of the world? A tentative answer to this question
is no. The available evidence shows, for example, that
the patterns of political participation across education
and income categories are, if anything, flatter in Latin
America than in the United States.11 Similarly, politi-
cal participation in the United States varies much more
with age than it does in either Latin America as a whole
or in any Latin American country individually.

10 A detailed analysis of the patterns of political participation in Latin
America is presented in Gaviria, Panizza and Seddon (1999).
11 See Wolfinger and Rosenstone (1980) for a comprehensive analysis
of patterns of political participation in the United States.

Table 4.1

Table 4.2
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Source: Latinobardmetro, various years.

The World Values Survey
also offers some evidence indicat-
ing that political participation in
Latin America is not particularly
unequal by international stan-
dards.12 The data show that for the
European countries as a whole, in-
dividuals in the top quintile of the
income distribution are 1.87 times
more likely to talk about politics
with friends than those in the bot-
tom quintile. The corresponding
figure for Latin America is 1.88.
Similar numbers are obtained for
the category of working for a political candidate—
2.24 for Europe and 2.18 for Latin America.

To what extent can policy outcomes in Latin
America be explained by participation differentials?
Although answering this question is difficult, we can
establish the extent to which the observed higher rates
of participation among more wealthy individuals can
potentially bias social decisions in their favor. A natu-
ral way to address this question is by computing the
location of the median participant in politics—that
is, the percentile of the person with the median in-
come among those who participate in the political
activity under consideration. Obviously, if political
participation is evenly distributed, the median par-
ticipant will be located in the 50th percentile, mean-
ing that the income of the median participant would

Location of the Median Participant
in Political Activities

Political Participation by Age
(In percent)

Age

Political activity 18-29 30-44 44-60 >60

Vote
Pay attention to news
Talk about politics
Try to influence others
Work for a candidate

66.8
47.0
27.5
15.5
9.5

67.0
51.1
31.2
16.2
11.4

68.3
51.4
31.2
16.2
12.0

67.8
52.2
27,1
13.1
9.2

match that of the median citizen. Higher values indi-
cate that the median participant is richer than the
median citizen and lower values the reverse.

The locations of the median participant for
three distinct forms of participation and 17 countries
are depicted in Figure 4.6. If voting is all that mat-
ters, the distortions caused by inequality of participa-
tion will be minimal. However, if other types of po-
litical engagement matter as well (as would be the case
if better informed and more vocal individuals are more
successful in attracting the attention of politicians),
inequality of participation could introduce significant
distortions in some countries (including, in particu-
lar, Peru, El Salvador and Panama). However, defini-
tive conclusions are impossible without information
about the relative efficacy of the different forms of
political participation.

No discussion of political representation is
complete without mention of its organizational as-
pects, since participation is often a collective endeavor.
Individuals with common interests usually find it to
their advantage to join forces in their quest for repre-
sentation. Collective participation is difficult to sus-
tain, however, because individuals have strong incen-
tives to free ride on the effort of others. When and
how political organizations can overcome these in-
centives is still an open question, but the
microeconomics of group formation unambiguously
indicate that small groups will, all things being equal,
be more successful than large ones. This advantage

12 This survey includes 17 European countries and four Latin Ameri-
can countries (Argentina, Brazil, Chile and Mexico).

Table 4.3

Figure 4.6

Source: Latinobarometro, various years.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



174 
Chapter 4

index of Incentives to Cultivate Personal Relations with Voters

This index has threecomponents: ballot, pool and vote. Etch
component measures a specific aspect shaping politicians' in-
centives to build personal reputations, and is measured on a
scale from zero to two. Higher values indicate higher incen-
tives to cultivate personal reputations, and lower values in-
dicate higher incentives to stand by one's party.1

The ballot component measures the ease with which
a candidate can get his or her name on the ballot in a posi-
tion that makes winning a seat likely. Closed-list systems,
where parties determine the candidates as welt as their order
in the ballot, are scored as zero. Systems where party nomi-
nations are required for a viable candidacy, but voters can
determine the order of candidates on the party's list, are scored
as one. Finally, systems where party nomination is not required
for a successful campaign are scored as two.

The pool component measures the extent to which
a candidate can benefit from the votes of other candidates
from his or her own party. The assumption here is that candi-
dates who do not expect to receive spillover votes from other
candidates from the same party will try harder to build per-
sonal reputations. Proportional representation systems where
votes are pooled across candidates are scored as a zero, sys-
tems where parties present multiple lists are scored as one,
and systems where votes accrue only to individual candidates
are scored as two.

The vote component measures whether voters cast
votes primarily for candidates or parties. Systems where vot-
ers can only choose among parties are scored as zero. Sys-
tems where voters can express preferences for multiple can-
didates—either within party lists, across parties or through a
two-stage election (i.e., primaries or runoffs)—are scored as
one. Finally, systems where voters cast only one vote, either
for a candidate or a party faction, are scored as two.

The scores of the three components are averaged
to create a summary index of the various dimensions affect-
ing politicians' incentives to build personal reputations. The
index value for unicameral systems, where ail legislators are
elected by the same set of rules, is a simple average of the
three components. In mixed systems, where different legisla-
tors are elected by different rules, the average indices for each
subset are averaged to obtain the country index. The two
houses in bicameral systems are each given a weight of .5.

1 The intricacies of the computation of the index are presented in Gaviria et
al. (1999). The main source of background data is the Parline online database
maintained by the International Parliamentary Union. This database is up-
dated regularly on the basis of official information provided by national par-
liaments. It covers 245 legislative chambers in ISO countries. The entry for
each country includes a description of constituencies, voting procedures, can-
didacy requirements, and the legislature. We use the Mwdboo/r of fitedora/
System Des/gn by the International Institute for Democracy and Electoral As-
sistance to fill in some cases in which the entries are incomplete or missing.

implies that policies for which the benefits are con-
centrated and the costs diffused will prevail.13

The logic of collective action is implacable:
the interests of well-organized minorities will often
be foisted on the majority because majorities literally
cannot get their act together. This logic is inherent in
the political process, however, and thus cannot be in-
voked to explain why political representation works
well in some countries and poorly in others.

However, the incentives that politicians have
to respond to narrow interests vary from one country
to the next. Electoral and other political institutions
can aggravate or mitigate problems of bias in repre-
sentation by giving politicians more or less incentives
to cater to narrow regional, sectoral or class interests.
Lax campaign financing regulations, for example, may
allow economically powerful interests to buy politi-
cal influence. Electoral institutions that make politi-
cians overly responsive to narrow geographical inter-
ests can also aggravate bias, especially when geo-

graphical interests overlap with economic and social
ones (e.g., industrial sectors tend to cluster around
narrow geographical areas).

The extent to which electoral institutions give
politicians incentives to respond to narrow geographi-
cal interests may vary substantially from country to
country. Many institutions encourage politicians to
pay special attention to regionally specific interests at
the expense of more national ones. Such is the case
with federalist systems and, in general, with all sys-
tems where regional forces are prominent in national
politics. Incentives to respond to geographical inter-
ests can also vary according to the degree to which
electoral institutions encourage politicians to culti-
vate personal reputations.

13 Olson (1965) is the seminal work on the "industrial organization" of
political influence (i.e., what makes an organization successful in cop-
ing with problems of collective action).

Box 4.3

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Political Institutions, Accountability and Government Performance 175

Some electoral systems give politicians incen-
tives to cultivate personal followings, while others give
strong incentives to adhere to their parties' directives.
In the first case, the careers of politicians will hinge
on whether they are able to establish strong links with
their constituents. In the second, their careers will
depend on whether they remain on good terms with
the party leadership. In principle, politicians who con-
cern themselves more with their personal relation-
ship with voters will be more likely to fall prey to geo-
graphically concentrated interests. Conversely, poli-
ticians who care mostly about their parties will be more
likely to respond to broader national interests, assum-
ing that parties have a strong national following and
party leadership is relatively centralized.

However, electoral systems that dispose poli-
ticians to care mostly about parties may also under-
mine effective representation. Politicians in these sys-
tems, worried about staying on good terms with the
party bosses, will have weak incentives to find out what
voters want. As a result, the ties between politicians
and voters will loosen, which may in turn allow nar-
row class or sectoral (but not necessarily geographic)
interests to gain undue representation. In sum, while
heavily party-centered political systems can reduce
biases of representation toward geographically con-
centrated interests, they can actually exacerbate bi-
ases in representation toward other narrow
nongeographical interests.

Box 4.3 presents an index to measure the dif-
ferences across countries in the extent to which elec-
toral institutions give politicians more or less incen-
tives to cultivate personal relationships with voters.14

A high score in the index indicates a high proclivity
among politicians to cultivate a personal following
with voters, and, in our interpretation, a high pro-
clivity to respond to narrow geographic interests. A
low score indicates a high proclivity among politicians
to follow the directives of their party leaders, and, in
our interpretation, a higher proclivity to respond to
national interests.

Figure 4.7 compares Latin America to other
regions of the world in terms of the index. The evi-
dence suggests that politicians in Latin America have
more incentives to be on good terms with party lead-
ers than do politicians anywhere else in the world. So
Latin American parties are strong in this particular
sense—they hold the keys to political power. In our

Index of Incentives to Cultivate Personal
Relations with Voters, by Region

Source: Parline Online and IDB calculations.

interpretation, this implies that electoral systems in
Latin America provide relatively weaker incentives to
respond to geographically based demands for special
treatment.

There are substantial differences within the
region regarding the extent to which electoral systems
entice politicians to establish personal links with vot-
ers. Table 4.4 shows the scores of the index and its com-
ponents for most countries in Latin America.15 Closed
lists are the most common ballot structure in the re-
gion, which explains why most countries have a ballot
score of 0. Chile's open lists and Colombia's multiple
party lists are the main exceptions. Most countries have
proportional systems in which votes are pooled across
the entire party. The main exception is Colombia,
which has a peculiar system in that parties present
multiple lists and votes are pooled only across candi-
dates within a single party list. Similarly, most coun-
tries have systems in which citizens cast single votes
for parties. The main exceptions are Mexico, where a
large portion of the legislators are elected in single
member districts, and Brazil, where voters can choose
individual candidates within party lists.

Do Latin American democracies suffer from
unusual problems of bias in representation? The evi-
dence presented above is not conclusive. On the one

14 The index is based on the theoretical work of Carey and Shugart
(1995) and Shugart (1999).
15 The English-speaking Caribbean countries were not included, as
one house of the bicameral legislatures is usually appointed and the
lines of accountability for these legislators are not clear.

Figure 4.7
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Index of Incentives to Cultivate Personal Relations with Voters

Components of the index

Country Pool Ballot Vote index

Argentina
Bolivia
Brazil
Chile
Colombia
Costa Rica
Dominican Republic
Ecuador
El Salvador
Guatemala
Haiti
Honduras
Mexico
Nicaragua
Panama
Paraguay
Peru
Uruguay
Venezuela1

0
0
1
0
1
0
1
0
0

1.6
1
0
0
0
0
0
0
0
0

0
0.3

2
1
1
0

0.5
0
0
0
1
0
0
0
0
0
0
1
0

0
0.5
1.5

0
0
0

0.5
0
0

1.6
1
0

1.1
0
0
0
0
0
0

0.00
0.27
1.50
0.33
0.67
0.00
0.67
0.00
0.00
1.07
1.00
0.00
0.37
0.00
0.00
0.00
0.00
0.33
0.00

' Venezuela has up to three (out of 57) senators elected at the national level to compensate for disproportiona/ seat/vote shares. In the lower house, up to five house seats (out of 206) per
party are distributed according to national vote totals and assigned to underrepresented constituencies.
Source: Parline Online.

hand, inequality of political participation is, if any-
thing, less serious a problem in Latin America than
it is in advanced industrial democracies. Further,
electoral systems in Latin America do not appear to
provide large incentives for politicians to respond
to geographically concentrated interests. On the
other hand, political systems in some Latin Ameri-
can countries are heavily centered around parties,
which may allow narrow interests (especially those
that can successfully court party leaders) to gain un-
due representation. Further, campaign financial
regulations (and electoral regulations in general) are
not only lax in many Latin America countries, but
are also rarely enforced, which may also allow orga-
nized interests to buy political influence.

Agency Problems

The extent of agency problems depends on many fac-
tors. Four are considered here: levels of political par-
ticipation, the freedom of the press, the strength of
political parties, and the presence of institutional
checks and balances.

Elections are the main mechanism through
which citizens can enforce political contracts in demo-
cratic societies. It goes almost without saying that elec-
tions are more effective when people participate in
politics and are better informed about all that politi-
cians have said and done. In general, greater political
participation means that politicians face more scrutiny
and enjoy less leeway to pursue their own agendas.

Political Participation

How do the levels of political participation in Latin
America compare with those in other regions of the
world? While the previous section looked at inequal-
ity in participation—which can bias social choices to-
ward the more politically active citizens—this section
examines differences in levels of participation, which
can influence the ability of citizens to monitor politi-
cians.

Figure 4.8 shows that voter turnout in Latin
America is midway between the high levels of Euro-
pean countries and the low voter turnouts of African
countries. (Differences in voter turnout are discussed

Table 4.4
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Cross-country Differences in Voter Turnout1

Few would deny that higher levels of political participation
should result in a better functioning democracy. Greater par-
ticipation can ameliorate not only agency problems, but rep-
resentation problems as well. Little is known, however, about
how to turn apathy into passion in the political realm.

Cross-country comparisons can provide some clues
as to which socioeconomic and political factors are associ-

ated with higher levels of political participation. Voter turn-
out, for example, is consistently related to per capita income.
Turnout is, on average, lower in poor and rich countries, and

higher in middle-income countries (Figure 1). Turnout is also
higher in countries where voting is compulsory. In a sample
of 73 democracies, compulsory voting laws appear to increase
turnout by 10 percentage points over the average voter turn-
out. But compulsory voting laws are variably and incompletely
enforced, and their effectiveness may depend on institutional
details not observed here.

Political participation is also higher in new democ-
racies, but eventually declines as the initial enthusiasm gives
way to indifference or cynicism. Moreover, participation dif-
fers substantially from one election to the next. Presidential

elections usually draw more voters than local elections. Closer
electoral contests also draw more voters, as do elections that
are dominated by a single issue.

Voter turnout at the country level is not noticeably
connected with institutional factors (extensive civil rights, po-
litical stability, party development, political fractionalization,
and presidentiaiism), demographic variables (age distribu-

tion of the population), or education levels (literacy rates
and percentage of adults with high school diploma).

On the whole, differences in turnout between
world regions and among countries within regions remain
largely unexplained. Ultimately, turnout is likely to be re-
lated to cultural and historical factors, perhaps in complex
ways. In this sense, turnout is not very different from inter-
personal trust or any other form of social capital that a soci-

ety may (or may not) inherently possess, and that is not eas-
ily amenable to political manipulation.

1 Based on Gaviria, Panizza and Seddon (1999).

Figure 1. Voter Turnout and GDP Per Capita

further in Box 4.4.) One could make the case, how-
ever, that turnout rates in Latin America are artifi-
cially inflated because of the prevalence of compul-
sory voting laws in the region.16

Figure 4.9 shows that among the Latin Ameri-
can countries, there is wide variation in levels of voter
turnout—above 80 percent in Uruguay and Costa Rica
and below 30 percent in Colombia and Guatemala.

16 Half of the Latin American countries in the sample have compul-
sory voting laws. For other regions, the proportion of countries with
such laws are 3 3 percent for Central Europe, 3 3 percent for East Asia
and the Pacific, 28 percent for the OECD countries, and none for the
others. Of course, another relevant issue is how effectively such laws
are enforced. Given the variation across regions in terms of the extent
to which these laws are observed and enforced, compulsory voting laws
may not bias the comparison as much as might otherwise be expected.

Voter Turnout around the World, 1990-95
(In percent)

Box4.4

Source; IDEA (1997).

Figure 4.8
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Voter Turnout in Latin America, 1990-95
(In percent)

Source: IDEA (1997).

Freedom House Rating of Press Freedom,
by Region

Source: Freedom House (1999).

Other measures of political participation also show
large differences within the region. In terms of people
who self-report paying attention to political news and
talking about politics with friends, Ecuador and Para-
guay are at the top and Chile and Guatemala at the
bottom (see Figure 4.10). Surprisingly, there is no
association between voter turnout and these more
sophisticated forms of political engagement.

Press Freedom

When trying to use elections to punish or reward poli-
ticians, voters can face some serious information prob-
lems. Voters observe some general outcomes and have
some vague ideas about policy. But they are usually

very uncertain about how outcomes relate to policies,
and they often have little information about the track
record of politicians running for office.

The media has traditionally played an impor-
tant role in providing information about political
matters. An inquisitive media can provide vital infor-
mation to help voters evaluate the extent to which
the actions of politicians conform to their electoral
promises. Similarly, the media can uncover and pub-
licize corrupt practices by politicians and their asso-
ciates. In sum, a free and independent media can di-
minish the ability of politicians to breach electoral
contracts and to extract rents.

Freedom House has recently put together an
index to measure the extent to which journalists are

Figure 4.9 Figure 4.11

Figure 4.10 Figure 4.12Alternative Forms of Political
Participation in Latin America

Circulation of Daily Newspapers
per 1,000 Inhabitants

Source: Latinobammetro, various years.

Source: World Bank (T998).
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free to follow their leads and report their findings
without being harassed by the government or by other
powerful elements of society.17 Although one can
quarrel endlessly about the ranking of this country or
that, the index provides a useful comparison of press
freedom around the world. As Figure 4.11 shows,
Latin America as a whole has a relatively free press
compared to other regions of the word—less free than
more developed countries, but more so than other
developing regions.

Press freedom is not the only important vari-
able in terms of the availability of information for
voters. Two societies can differ substantially in terms
of the ability of the media to monitor politicians, even
if they have similar constraints on press freedom. The
key element in this respect is the degree of inquisi-
tiveness of the society in question. More inquisitive
societies can be expected to have more and better in-
formation outlets, and therefore will find it easier to
monitor politicians. Figure 4.12 shows, for example,
that circulation of daily newspapers in Latin America
is well below the level one would expect given the
region's level of development and its higher degree of
press freedom.

Political Parties

Another factor that can affect the enforceability of
political contracts is the strength of political parties.18

If parties are reasonably cohesive and disciplined and
have fairly deep roots in society, they can improve the
effectiveness of democratic delegation by reducing the
information costs of voting, making it easier for citi-
zens with little time and political information to par-
ticipate in politics. In contrast, if political parties are
weakly organized and undisciplined, voters will not
trust them as conveyors of reliable political informa-
tion and hence will face the daunting task of becom-
ing informed about the policy positions and records
of each individual candidate.19

Political parties can also ameliorate agency
problems by constraining the actions of elected poli-
ticians. The power of parties in this regard increases
to the extent politicians have something to gain by
not deviating from their parties' general directives. If
parties lack continuity and cohesion, politicians will
be more prone to deviate from party ideals in order
to satisfy personal political ambitions. Thus, relatively

institutionalized political parties can provide a check
on excessive political entrepreneurialism.

There is a subtle but important distinction
between the role of parties emphasized here and that
which was underlined earlier. The previous section
argued that political parties are important because
they are more likely than individual candidates to
articulate the wishes of the majority. This section
argues that parties are important because they con-
vey information about complex political issues and
monitor elected politicians. The problem there was
bias in representation; the problem here is agency.
The emphasis there was on the electoral laws that
give parties power over individual politicians; the
emphasis here is on the extent to which parties are
cohesive and rooted in society.

The attributes of political parties that contrib-
ute to effective democratic delegation are, for the most
part, encapsulated by three conditions: (1) party sup-
port is relatively stable over time; (2) parties have rela-
tively solid and stable roots in society; and (3) parties
are perceived as central to determining who governs
and as indispensable for the progress of the country.20

The first dimension of the strength of party
systems can be measured by an index of volatility in
electoral support for parties from one election to the
next. This index is computed by adding the net change
in the percentage of seats (or votes) gained or lost by
each party from one election to the next, and then
dividing by two.21 Table 4.5 shows a wide variation in
electoral volatility for congressional elections (lower

17 In constructing this index, Freedom House considers not just the
formal laws and the constitution but also current and practical con-
straints on the press. If journalistic freedom is impeded by threats from
armed groups or criminals, or by illegal government-led acts of intimi-
dation, then this counts against press freedom potentially as much as
legal restrictions.
18 Studies on political parties in Latin America include Mainwaring
and Scully (1995) and Hagopian (1998).
19 See Lupia and McCubbins (1998) for insightful information on the
cognitive dimension of political participation.
20 See Mainwaring and Scully (1995).
21 Although large shifts in voter support for parties and changes in the
identity of the major parties may complicate agency problems, they
could be a positive sign. A relatively high degree of volatility could
reflect an efficient response to the emergence of new critical issues
dividing the electorate, an opening of the political system to greater
competition through electoral reforms, or a broad rejection of tradi-
tional parties perceived as ineffective or corrupt.
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Electoral Volatility in Latin America

Country

Lower chamber seats Presidential vote

Time span

No. of
electoral
periods

Mean
volatility (%)

(A) Time span

No. of
electoral
periods

Volatility (%)
(B)

Uruguay
Colombia
Costa Rica
Chile
Argentina
Paraguay
Venezuela
Mexico
Bolivia
Ecuador
Brazil
Peru

1971-94
1970-98
1970-98
1973-97
1983-97
1983-98
1973-98
1982-97
1979-97
1978-92
1982-98
1978-95

3
8
7
3
7
3
5
5
5
5
4
3

9.9
10.6
14.9
12.4
13.3
16.7
22.9
24.7
31.8
32.5
28.9
52.7

1971-94
1970-90
1970-98
1970-93
1973-95
1989-98
1973-98
1982-94
1979-97
1979-92
1960-98
1980-95

3
7
7
2
3
1
5
2
5
3
3
3

9.9
13.5
11.8
15.4
29.5
26.2
22.5
24.2
35.7
43.2
55.4
57.4

Source: Data are from Mainwaring and Scully (1995, Table 1.1) and extended by the authors to include recent elections.

chamber) and presidential elections for 12 Latin
American countries. The greatest stability in the pat-
terns of partisan support is found in Uruguay, Co-
lombia, Costa Rica and Chile. By contrast, volatility
is particularly high in Brazil, Peru, Ecuador and Bo-
livia. If one looks at individual electoral periods (not
shown in the table) in volatility ranges from 3 percent
in Colombia (1978-82) to 62.5 percentin Peru (1980-
85).22

The levels of electoral volatility in five of the
12 Latin American cases are extremely high when
compared with advanced industrial democracies. A
recent study of 303 electoral periods in 13 western
European countries from 1885 to 1985 found that the
highest party volatility was 32.1 percent in Germany
from 1919 to 1920, a figure that is still lower than the
mean volatility for four Latin American countries.23

Moreover, France's mean volatility of 15.2 percent,
which was by far the highest in Europe, was less than
that of eight of the 15 Latin American cases presented
in Table 4.5.

Electoral volatility could also be used as an
indirect measure of the second dimension of party
strength, which is whether parties have firm roots in
society. If parties play an important role in orienting
the political activity of citizens, one would expect that
a significant proportion of electoral support for a given
party would be fairly stable from one election to the

next. However, electoral volatility has a retrospective
character and may not be a good predictor of how
parties are likely to evolve in the future. A more di-
rect indicator of the depth of parties' roots in society,
which may also more accurately forecast the future,
is the share of citizens who identify with (or feel close
to) a particular party. Figure 4.13 shows that while
over 40 percent of respondents feel very close or fairly
close to a political party in Uruguay, only some 5 per-
cent do in Peru, Brazil and Bolivia. On the whole,
there is a high association between party volatility and
the proportion of citizens who self-report feeling close
to political parties. However, there are some notable
exceptions. Chile, Costa Rica and, in particular, Co-
lombia, have lower levels of party identification to-
day than might be expected given their (relatively low)
past levels of electoral volatility. This suggests that in
these countries there could be greater shifts in pat-
terns of partisan support in the future.

What is also clear from Figure 4.13 is that
despite an erosion of partisan voting in European and
other advanced industrial democracies since the early

22 Mainwaring and Scully (1995).
2 3 See Bartolini and Mair (1990). These values are not completely com-
parable because in the European sample volatility is calculated on the
basis of seat shares, whereas in the Latin American sample it is calcu-
lated on the basis of vote shares.

Table 4.5
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Percentage of People Who Feel Very Close
or Fairly Close to a Political Party

Source: Latinobammetro, various years, and Eurobarometer (1991).

Party Identification and Confidence in
Parties in Latin America
(In percent)

Identifying with parties

Source: Latinobarometro, various years.

1970s, attachment to parties is still comparatively low
in Latin America. With the sole exception of Uru-
guay, Latin American countries fall below the Euro-
pean average with respect to the percentage of citi-
zens who identify with a political party.

The potentially positive benefits of parties
with strong societal links must be tempered by con-
sidering the mechanisms by which such ties with citi-
zens are established and maintained. As happened in
many U.S. cities in the late 19™ and early 20th centu-
ries, many Latin American parties have established

loyal followings by distributing state jobs, providing
favors, and otherwise directly or indirectly buying
votes. If the political contract between citizens and
politicians becomes an exchange of votes for the de-
livery of an individual benefit (such as a job for a fam-
ily member or a special benefit for a family business),
elections do not serve to transmit voters' preferences
for the provision of collective goods or to ensure that
politicians follow these expressed preferences. Al-
though data are not available to measure the com-
parative importance of such clientelistic practices, it
is probable that free market reforms and the reduc-
tion in the scope of the state in most countries have
reduced the amount of resources available for pur-
chasing political support. Further, less clientelism
could partially account for the apparent decline in
party loyalty and the increase in electoral volatility
experienced in some countries during the 1980s and
1990s.

The third dimension proposed to measure the
strength of political parties is the degree to which citi-
zens and societal groups perceive that parties are cen-
tral actors in determining who governs and in shap-
ing the country's policy direction and rate of progress.
One obvious measure of the centrality of parties is
the degree to which citizens place confidence in them.
If parties are distrusted or viewed unfavorably, citi-
zens, organized interests and politicians will tend to
eschew them as intermediaries in the political pro-
cess. Figure 4.14 shows that confidence in political
parties is closely related to the degree to which citi-
zens identify with them. According to both indica-
tors, parties seem particularly relevant in Uruguay,
Paraguay, Nicaragua and Honduras, and less impor-
tant in Peru and Brazil.

Figure 4.15 shows the percentage of people
in selected Latin American countries who consider
parties as indispensable to the progress of the coun-
try. The results show a familiar pattern. While rela-
tively few respondents mentioned parties as essential
in Brazil, Ecuador, Peru and Bolivia, the opposite was
true in Uruguay, Honduras, Costa Rica, and Chile.
Mexico and Paraguay, however, deviate significantly
from their previous positions. Even though Mexican
citizens do not appear to identify closely with parties
and have only moderate confidence in them, they do
see parties as indispensable to the progress of the coun-
try. In Paraguay, the opposite pattern is observed.

Figure 4.13
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Percentage of Respondents Who
View Political Parties as Institutions
Indispensable to National Progress

Source: Latinobarometro, various years.

While citizens appear to trust and feel close to par-
ties, they do not see them as indispensable to progress.

How strong, then, are political parties in Latin
America? The overall picture that emerges from this
analysis is that parties appear to be especially strong
in Uruguay and still relatively strong, but perhaps
weakening, in Chile, Costa Rica, Honduras, Mexico
and Paraguay. Parties also seem to organize public
opinion and be relatively well valued in El Salvador
and Nicaragua. On the other end of the spectrum,
parties are relatively weak and distrusted in Bolivia,
Brazil, Ecuador and Peru.

Institutional Checks and Balances

Political contracts involve a commitment by elected
officials to fulfill electoral pledges, follow the law and
respect the constitution. This is important because,
once elected, politicians have an incentive to try to
change the nature of the political game in order to
augment their power or to increase their chance of
retaining this power in the future. Politicians may also
be tempted to use their positions of power for per-
sonal enrichment. Democracy thus requires institu-
tions that protect the extant rules and safeguard pub-
lic interests from unchecked politicians.

If politicians are to be prevented from ignor-
ing or modifying the rules of the game in order to
suit their needs, the constitution must define the di-
vision of responsibilities between the different
branches of government and specify fairly stringent

Confidence in the Judiciary in
Latin America vs. Western Europe, 1985

Source: Latinobarometro, various years, and Eurobarometer (1986).

procedures through which the constitution can be
changed. In addition, if the constitution and other laws
of the land are to be more than just words, there must
be an independent and effective judicial system that
enforces them. Finally, abuses of authority, misman-
agement or deception are not likely to be exposed
unless there is a legislature in which opposition par-
ties can scrutinize the conduct of government offi-
cials, openly question and criticize government per-
formance, and launch criminal investigations.

The agency problems presented by relatively
weak legislative institutions are compounded by the
relative weakness of the judicial branch. Constitutions
provide for the independence of the judiciary in all
Latin American countries, yet the independence of
the courts has not always been guaranteed. This is
evidenced by the frequent abrogation of judicial in-
dependence, dismissal, transfer and reassignment of
judges, and denial of enforcement of judicial decisions.

This traditional lack of judicial independence
in Latin America, along with the perception of ineffi-
ciency, has contributed to the low level of trust in the
judiciary. Figure 4.16 shows that trust in the judicial
system in Latin America is below that of Europe.24

Although levels of confidence in the judiciary do vary

24 The information in Figure 4.16 dates to the mid-1980s because re-
cent Eurobarometer surveys have not included the question on confi-
dence in the judiciary.

I Figure 4.15 Figure 4.16
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Presidentialism

Presidential regimes have two defining characteristics: f irst,
the government and t|tt Jaglsfeteft1 are elected indepen-
dently, and second, tht'tefmt ©f teA"ili; president and the
legislator arelxedlthift if, unless they coittiftit serious crimes,
president or cabinet members cannot be removed ftorn of-
fice by the congmm), iy contrast in iwrfiamentary regimes
voters elect legislators who #re then retponiWe for forming
a government, The govewwfiit, headed by the prime minis-
ter, then depends on Hie ongoing support of a majority in
the legislature to remain in office. If the government loses
this support (or wants to solidify its backing); it can call new
elections. As explained below, these characteristics entail
advantages as well as disadvantages.1

Critics of presidentialism contend that separate
elections for the president and the legislature often cause
political stalemate, which in turn may hamper the ability of
the government to advance socioeconomic reforms. Sepa-
rate elections often bring to power opposing parties that
may be reluctant to cooperate with one another for a vari-
ety of reasons. Opposition parties are not likely to receive
credit if their cooperation results in policy accomplishments
by the government. And opposition parties do not face the
threat that a frustrated government will call new elections.
These problems are less serious in parliamentary systems,
where a coalition cabinet and backbenchers (legislators from
the governing parties not serving in the cabinet) must coop-
erate in order to keep their positions of power,

Thus, even though the president is the only public
official who can claim to represent the whole nation and is,
in principle, endowed with great powers, he or she may
quickly become a lame duck. Further, without the ability to
force new elections to overcome political stalemate, the presi-
dent may be tempted to resort to extra<onstitutional mea-
sures, and even authoritarian aspirants to power may be able
to justify their means.

Critics of presidentialism also contend that fixed
terms of office, often compounded by restrictions on reelec-
tion, introduce a rigidity that can threaten democracy in times
of crisis. Though decisive governmental action is demanded
in such times, it is often impossible in presidential regimes to
extend the term of a popular and successful president, to
remove an incompetent or unpopular one, or, more com-
monly, to simply overcome stalemate on policy.

In addition, critics of presidential regimes often lam-
baste the winner-take-all nature of presidential elections. Vic-
tory in a direct popular election to the highest office of the
land gives the president a sense that he or she does not need
to make concessions to the opposition. As a result, "winners
and losers are sharply defined for the entire period of the
presidential mandate [and] the losers must wait at least four

or five years without any access to executive power and pa-
tronage.*'2

Finally, critics of preidffitWJsm contend that the
direct popular election of presidents, especially in the age of
television, allows political oiifel̂ e^^ *̂pl|acpeyience in
party or congressional politics to capture the presidency. This
discourages the institutionalization of political parties and
allows for people to come to power -wUfftttle party backing
and with a greater incentive to govern through populist
appeals.

There are, however, defenders of presidentialism.
The first two advantages of the system are obvious. First,
presidential regimes provide voters with more electoral
choices, allowing them to choose governments and represen-
tatives that reflect their preferences more closely. And sec-
ond, presidential regimes give voters a direct mechanism to
punish or reward the government for its conduct in office.

The third advantage is subtler. Presidential regimes
may give legislators more freedom to debate alternative
policy options. Because governing party legislators in presi-
dential systems do not have to worry about the consequences
of their actions for the survival of the government, they are
more free to consider issues openly and on their merits.

Finally, the greater rigidity of presidential regimes
may prove advantageous. In parliamentary regimes, the abil-
ity to change leaders and governments can itself contribute
to political crisis, especially in the presence of a fragmented
and relatively polarized party system. The fixed terms of presi-
dential regimes can provide greater predictability and conti-
nuity in policymaking than the flexible terms of parliamen-
tary regimes.

In sum, it is difficult in the abstract to make a case
that one regime is better than another, in practice, the per-
formance of parliamentary and presidential regimes depends
on broader institutional arrangements and societal charac-
teristics. It may be that the best course for alleviating a per-
ceived governance crisis in a presidential system is to reform
other institutional features of the political regime—such as
the constitutional powers of the president and the legisla-
ture, or the electoral system—rather than to shift to a parlia-
mentary style of government.

1 A critical evaluation of the effect of presidentialism Qrt Latin American
politics can be found in Unz and Valenzuela (1994). The essays collected in
Mainwaring and Shugart (1997) evaluate the effects of presidentiafem in
the context of other political institutions and emphasize the heterogeneity
of presidential systems, Carey and Shugart (1992) analyze how additional
characteristics of constitutional design can affect whether presidential sys-
tems will be stable and produce efficient governments,
2 Linz(1990).

Box 4.5
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Political Gridlock in Developing
Regions, 1985-94

Source: IDB calculations based on Henisz (1998).

Political Gridlock in Latin America,
1985-94

Source: IDB calculations based on Henisz (1998).

within the region—ranging from a high of almost 55
percent in Uruguay to a low of about 20 percent in
Peru—there appears to be widespread doubt in many
Latin American countries about the capacity of the
judicial system to make impartial decisions and to
uphold the law and the constitution.

Several conclusions follow from this section.
Participation in politics is low in many Latin Ameri-
can countries, political parties are weak (and becom-
ing weaker), as are the judicial and legislative branches,
and societal inquisitiveness (as measured by newspa-
per circulation) is relatively low. Along with the low
levels of confidence in political institutions observed
throughout the region, these findings clearly indicate
that agency problems are ubiquitous in the Latin
American political landscape.

Aggregation Problems

Aggregation problems can arise when control of the
executive and the legislature is divided between op-
posing political parties or when there are serious con-
flicts within the legislature.

Almost all Latin American countries have presi-
dential systems. While the debate over the pro and cons
of presidential regimes will likely remain unresolved
(see Box 4.5), it is clear that such systems require coop-
eration between the executive and the legislature to ad-
vance policy initiatives. This is not always easy because
the two branches often represent different interests, and
hence may have different policy preferences.

An index can be constructed to measure the
extent of the constraints on policymaking caused by
the presence of two distinct political actors (the ex-
ecutive and legislative branches) that have the power
to veto each other's initiatives. The index measures
the probability that disagreements between the ex-
ecutive and the legislature will preclude changes in
the status quo.25 An index of 0.20 will mean that, on
average, 20 percent of all policies are off limits be-
cause of conflicts between the executive and the leg-
islature. The index thus measures the ability of either
branch to move at will through the policy space. No
constraints mean that every point is reachable. Full
constraints mean that the status quo is very much a
forgone conclusion.

The degree of political gridlock is closely re-
lated to the degree of association between the prefer-
ences of the executive and legislature. If both actors
have the same preferences, there will in effect be only
one actor, and hence no political constraints. If both
actors have independent preferences, the political
constraints will be substantial, spanning over 40 per-
cent of the policy space. And if both actors have op-
posing preferences, the political constraints can span
the whole policy space and gridlock will be inevitable.

In constructing the index we use the compo-
sition of the legislature to approximate the degree of
association between the preferences of the executive

25 The index of political gridlock is explained in Gaviria et al. (1999).

Figure 4.17 Figure 4.18
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and the legislature. We as-
sume that the party of the
president controls over two-
thirds of the legislature, the
preferences of both branches
will be completely aligned.
Similarly, we assume that if
the main opposition party
controls over two-thirds of
the legislature, the prefer-
ences of both branches will be
independent. For the points
in between, the degree of as-
sociation between the prefer-
ences of both branches of
government depends on the
number of seats controlled by
the party of the president.

Figure 4.17 com-
pares Latin America to other
developing regions in terms
of the gridlock index. It in-
cludes only countries with
presidential regimes, since
only in these cases can the
executive and the legislature be considered indepen-
dent political actors.26 The figure shows that there is
more political gridlock in Latin America than in any
other developing region. Some caution is needed in
the interpretation of this result, however, since it could
partly reflect greater inter-party competition rather
than a particular propensity to gridlock.27

Figure 4.18 shows that the degree of gridlock
varies widely among the Latin American countries.
Ecuador, Chile and Bolivia have the worst tendency
for gridlock, while Mexico, Costa Rica and Paraguay
have the least, with the remaining countries tightly
packed in the center.

Table 4.6 shows the mean share of seats con-
trolled by the governing party for 16 Latin America
countries. This table complements the previous in-
formation because it includes more recent elections
as well as previous democratic episodes. It shows that
in several countries, the president's party typically
controls well below half the seats in the congress.
Moreover, if the results of individual elections were
considered instead of averages over fairly long peri-
ods, an even larger share of the countries would show

Average Share of Congressional Seats of the Party
of the President
(In percent)

President's Party

Number of Lower Upper
Country Period elections chamber chamber

Argentina
Bolivia
Brazil
Chile
Colombia
Costa Rica
Dominican Republic
Ecuador
El Salvador
Honduras
Mexico
Nicaragua
Paraguay
Peru
Uruguay
Venezuela

1983-97
1980-97
1985-98
1989-97
1945-49, 1974-98
1953-98
1962, 1966-98
1978-98
1985-97
1981-98
1982-97
1984-96
1993-98
1980-95
1984-94
1958-98

8
5
6"
3

12
12
9
8
6
5
6
3
2
4
3
8

48.5
31.6
23.2
28.8
53.5
48.9
48.3
22.9
48.3
53.3
60.3
58.7
50.7
48.9
37.7
39.2

52.9
47.4
23.2
28.6
54.5

56.3

86.3

48.1
41. 1b

44.5

a Includes the indirect election of 1985.
b Does not apply to 1995; Peru moved to a unicameral legislature with the constitution of 1993.
Source: Based on data in Mainwaring and Shugart (1997, Table 11.1) and updated by the authors to include recent elections.

instances in which presidents lacked significant parti-
san support in the legislature. In sum, divided gov-
ernments are certainly common in Latin America.

The index of gridlock does not consider the
judiciary, which could further restrain policy change.
There is, however, an important distinction to be
drawn here. While the executive and the legislature
are proactive institutions (their intent is often to
change extant policies), the judiciary is usually a com-
mitment institution (its intent is often to safeguard
the extant order against arbitrary moves). This dis-
tinction is important because it allows an unambigu-
ous interpretation of the index of political constraints.
Indeed, had the judiciary been included as an extra

26 There are 65 countries with presidential systems in our sample: 20
from Africa, 17 from Latin America, 16 from Eastern Europe, and 12
from Asia and the Middle East.
27 Cross-country comparisons of the propensity to political gridlock
should also take into account the extent of political rights. Neverthe-
less, the results of Figure 4.17 hold up even after we control for politi-
cal rights, whether measured by Polity III or Freedom House.

Table 4.6
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Effective Number of Political Parties
around the World

Source: Henisz (1998).

Source: Henisz (1998).

actor, the index would have become less an indicator
of political constraints and more an indicator of the
ability of a government to make credible promises not
to arbitrarily change policy.28

Conflict between the executive and the legis-
lature is not the only source of gridlock in the politi-
cal realm. To be sure, conflict within the legislative
branch can produce similar if not more serious con-
sequences. As argued earlier, the presence of many
parties and factions in the legislature can impede
change, even if the majority favors it.

Figure 4.19 shows that Latin American legis-
latures have more party fragmentation than do simi-
lar bodies in other regions of the world.29 Of course,
a large number of parties will point to a large diver-

sity of interests within the legislature. The aggregated
results shown in Figure 4.20 mirror closely the cor-
responding results for political constraints. Inside the
region, party fragmentation is particularly accentu-
ated in Brazil, Ecuador and Chile.

To sum up, political gridlock caused by di-
vided governments and excessive party factions is a
serious problem in Latin America that can be par-
tially traced to the highly proportional electoral sys-
tems and the high levels of geographical fractional-
ization that are ubiquitous throughout the region
(Boxes 4.6 and 4.7).

Empirical Illustrations of Politics and
Development Outcomes

This section will examine selected cases that clearly
illustrate the role of politics in relation to key devel-
opment outcomes, with an emphasis on the extent to
which differences in political institutions and behav-
iors can account for differences in the quality of gov-
ernment. The importance of this goes back to Chap-
ter 1, which showed that the quality of government
plays a pivotal role in explaining differences in hu-
man development across nations. The section also
examines the effects of political participation on the
size of government, and the effects of political con-
straints on the speed of economic reform.

Politics and the Quality of Government

How can it be determined that one government is
better than another? Answering this question requires
identifying the constituent dimensions of the quality
of government, determining the relative importance
of each one and developing comparable measures of
these dimensions.

We consider four different dimensions of gov-
ernment quality: the ability of government to enforce
contracts and protect the lives and property of its citi-

28 See Gaviria et al. (1999) and Henisz (1998) for a thorough discus-
sion of the different ways to interpret an index of political constraints
that incorporates the judiciary branch.
29 Party fragmentation is defined as Ns=l/2si

2, where Sj is the propor-
tion of seats that party i has in the lower house.

Figure 4.19

Effective Number of Political Parties in
Latin America

Figure 4.20
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Proportional versus Majoritarian Electoral Systems

The structure of competition between political parties dif-
fers greatly from one electoral system to another. While in
majoritarian systems legislators compete in small districts for
a few seats (usually only one), in proportional systems legis-
lators compete in large districts for a large number of seats.
Thus, while in majoritarian systems winning a seat requires
large support in at least one electoral district, in proportional
systems winning a seat requires some national visibility but
no regional prominence.

The basic tradeoff in this respect is well known: pro-
portional systems achieve broader and more nuanced repre-
sentation at the cost of greater f ractionalization. A very frag-
mented legislature, especially in the context of a presiden-
tial regime, exacerbates coordination problems between the
executive and the congress, as well as within the congress,
and blurs the lines of responsibility for policy (thus compli-
cating agency problems). In sum, proportional systems ame-
liorate representation problems, but exacerbate agency and
aggregation problems.

Electoral systems can be classified as majoritarian
or proportional according to the average number of repre-
sentatives elected per district (i.e., district magnitude).1 Of

Figure 1. Average District Magnitude
around the World

Source: IDB calculations based on Parline Online.

course, the degree of proportionality of an electoral system
increases with district magnitude. The options here run the
gamut from systems where all legislators are elected by a
plurality vote in single member districts, to systems where all
legislators are elected in a unique nationwide district and
seats are allocated strictly in accordance with the percent-
age of the vote they receive.

Figure 1 compares the average district magnitude
for various regions of the world. On average, district magni-
tude is relatively high in Latin America and very small in the
Caribbean. Figure 2 compares district magnitude within Latin
America. District magnitude is very high in Peru and Colom-
bia and very low in Panama, Chile and Haiti.

In sum, while proportional systems have been
adopted by most countries in Latin America (nationwide dis-
tricts are particularly common), majoritarian systems domi-
nate the political landscape in the Caribbean.

1 Average district magnitude is the weighted average (weighted by the
number of seats in each house) of the district magnitude of the upper and
lower house.

Figure 2. Average District Magnitude
in Latin America

Source: IDB calculations based on Parline Online.

zens; the absence of corruption; the efficiency of gov-
ernment in delivering public services; and the absence
of burdensome and distortionary government regu-
lations.30 We measure each dimension on the basis of
indices computed by the World Bank.31 Then we con-
struct an index of government quality as a weighted
average of the four indices, where the weights are de-

termined so as to maximize the amount of informa-
tion contained in the index.32

30 Figures 1.46 and 1.47 compare Latin America with other regions of

the world along these four dimensions.
31 See Kaufmann, Kraay and Zoido-Lobaton (1999).
32 We use the statistical technique of principal components to com-

pute the weights.

Box 4.6
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Indices of Ethnic and Geographic Fragmentation

Ethnic and geographic fragmentation can greatly reduce the
governability of a society, whether democratic or otherwise.
The explanations are all variations on the same theme: frag-
mented societies face the daunting task of reconciling too
many diverse and often opposing interests in order to ob-
tain an elusive common good.

Fragmentation can be measured as the probability
that two individuals taken at random from the population do
not belong to the same group. This measure goes from zero
(which corresponds to a completely homogenous society) to
one (which corresponds to a completely fragmented society
in which each individual belongs to a different group). In gen-
eral, fragmentation will increase as the number of groups
grows and the weight of the different groups equalizes.

The two different forms of fragmentation studied
here are ethnolinguistic fragmentation, which measures the
probability that two individuals taken at random do not be-
long to the same ethnic group, and geographical fragmen-
tation, which measures the probability that two individuals
taken at random do not live in the same ecozone (see Chap-
ter 3 for a definition).

While ethnolinguistic fragmentation has received
a great deal of attention from economists and other social
scientists, geographical fragmentation has usually been ne-
glected. This is surprising because many social and economic
cleavages have geographical underpinnings. Culture may vary
between peoples of different ecozones. Similarly, the com-

position of the economy may vary between ecozones (e.g.,
crops, minerals, and proximity to the sea are in general very
different from one zone to another). Thus, geographic frag-
mentation is a significant dimension of social conflict and as
such can play a pivotal role both in politics and policymaking.

Figure 1 shows that Latin America's level of
ethnolinguistic fragmentation is relatively low compared to
other developing regions. In many countries there is a pre-
dominant language (Spanish or English) spoken by all but a
fraction of the population. In others, however, ethnolinguistic
fragmentation is substantial. Suriname is at the top of the list,
followed by Bolivia, Guatemala and Peru.

Figure 2 shows that from a geographical standpoint,
Latin America is more fragmented than any other region of
the world. The differences within the regions are substantial,
however. The most geographically fragmented countries are
Ecuador, Colombia and Peru, and the least are Uruguay, El
Salvador and Trinidad and Tobago.

The conclusion that emerges is that the main lines
of social fracture in Latin America are less ethnic than geo-
graphical. Although geographical divisions are not as endur-
ing as ethnic divisions, they may introduce an element of
conflict into the political game that is hard to dismiss. In this
light, it is not at all surprising that politics in some Latin
American countries often boils down to a tug of war between
the inhabitants of two different ecozones.

Figure 1. Index of Ethnolinguistic Fragmentation

Source: La Porta etal. (1998). Source: IDB calculations based on HIID data.

Box 4.7

Figure 2. Index of Geographic Fragmentation
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Figure 4.21 shows the distribution of coun-
tries according to the index of government quality.
The distribution is bimodal, with a large concentra-
tion of countries at mediocre levels of government
quality and a smaller concentration at good levels.
Most Latin American countries are located between
the two peaks—that is, they have better governments
than the typical bad countries, but worse governments
than the typical good ones.

A caveat is in order. Exploring the extent to
which political variables account for the quality of
government requires establishing causal links—no
simple feat in statistical analysis. Since it will not al-
ways be possible to establish such causal connections,
the goal here will be more modest; namely, to de-
scribe the political features of those countries that
enjoy good governments or suffer bad ones.

As mentioned earlier, political systems where
politicians are relatively unconstrained by the public
at large (e.g., participation is low) or by other branches
of the government (e.g., the judiciary is not indepen-
dent) are more likely to have corruption, poor gov-
ernment services and burdensome regulations.

Political problems will be more serious in
fragmented societies for three reasons. First, ethnic
and geographical cleavages usually give rise to many
political parties and factions within parties which com-
plicate the aggregation of preferences. Second, par-
ticipation is lower, which gives politicians more lee-
way to extract rents and cater to vested interests.33

Third, the demand for government services tends to
be smaller because citizens are often reluctant to pay
for something that will accrue to people of different
ethnic groups or regions. As argued in previous sec-
tions, these political problems will likely result in in-
ferior government quality. 34

The available empirical evidence lends con-
siderable support to the connection between political
participation and societal fragmentation, on the one
hand, and quality of government, on the other. Fig-
ure 4.22 shows a strong association between voter
turnout and the index of government quality. This
association is not only noticeable but qualitatively
important: a rise in turnout of 20 percentage points
would lead the typical Latin American country to gain
more than eight positions in a ranking of countries
based on the government quality index (see Techni-
cal Appendix).35

Cross-Country Histogram of
Government Quality

Quality of Government and
Voter Turnout

Source: IDEA (1997) and Kaufmann, Kraay and Zoido-Lobaton (1999).

Figures 4.23 and 4.24 show that government
quality steadily decreases as societal fragmentation in-
creases, be it ethnolinguistic or geographical. Fragmen-
tation is measured as the probability that two random
individuals either do not speak the same language or
do not live in the same ecozone (the indices used to
measure this effect are described in Box 4.7). The ef-
fects here are also qualitatively important: a reduction

33 Alesina and La Ferrara (1999) report a strong connection between
ethnic diversity and participation in the United States.
34 The connection between ethnic fragmentation and development
outcomes has been explored by Mauro (1995), Easterly and Levine
(1997), and La Porta et al. (1998).
35 Almost identical results are obtained if we focus exclusively on corrup-
tion (a particular dimension of our definition of government quality).

Figure 4.22

Figure 4.21
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Figure 4.23 

Figure 4.24Quality of Government and
Ethnolinguistic Fragmentation

Quality of Government and
Geographic Fragmentation

Source: La Porta etal. (1998) and Kaufmann, Kraay and Zoido-Lobaton (1999). Source: IDB calculations based on Harvard HIID data and Kaufmann, Kraay and Zoido-Lobaton
(1999).

Figure 4.25 Quality of Government and
Newspaper Circulation

Source: World Bank (1998).

of one standard deviation in either index would make
the typical Latin American country leapfrog at least
seven countries in the ranking of government quality.

In sum, more participatory and homogenous
societies tend to have better governments. This re-
sult lends partial support to two previously mentioned
points. First, public supervision over politicians and
elected officials is key to achieving good government;
and second, governing homogenous societies is always
easier than governing societies riddled with conflict-
ing interests. These variables alone can account for
as much as 3 5 percent of the cross-country variation
in the quality of government.

Finally, are governments better in more in-
quisitive societies? At least two arguments support an
affirmative answer. First, because inquisitive societies
exert greater control over what politicians do with
public funds, corruption and government waste are
curbed. And second, inquisitive societies are more
likely to foresee which policies will lead to good gov-
ernment and are more determined to press for their
implementation.

Figure 4.25 shows the association between
newspaper circulation (a proxy for people's inquisitive-
ness) and government quality.36 There is a strong qua-
dratic association between these two magnitudes: gov-
ernment quality rapidly increases as one moves from
countries without newspapers to countries with very low
circulation, and then continues increasing, although less
swifdy, as one moves toward countries with newspaper
circulation of several hundred per 1,000 inhabitants.

There are several reasons to believe that this
association is more than a statistical curiosity. First, the
association survives even after controlling for income
per capita, and even after restricting the sample to in-
clude only developing countries or, alternatively, only
developed ones. Second, no other variable (and we have
tried hundreds of them) seems to exhibit such a strong
degree of association with government quality.

36 In the long run, it seems likely that greater demand for information
will result in greater newspaper circulation. It is this demand-creates-
its-own-supply rationale that justifies the use of newspapers to proxy
for the inquisitiveness of the inhabitants of a country.
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Of course, this does not mean that the best
way to improve government quality is to subsidize the
purchase of newspapers. Rather, it means that there is
something about inquisitive societies—and newspapers
flourish in them—that promotes better governments.

In summary, good governments are more
common in more homogenous, politically engaged
and inquisitive societies. In one way or another, these
societies are better able to cope with bias of represen-
tation, agency and aggregation problems.

What, then, explains the relatively poor per-
formance of governments in Latin America? Although
there is no smoking gun, at least two elements stand
out as being at least partially responsible. First, many
Latin American countries exhibit meager levels of po-
litical engagement and have few means to convey po-
litical and civic information. Second, most countries
in Latin America are geographically heterogeneous;
that is, their populations are spread over more diverse
geographical zones than are those of any other re-
gion of the world. Arguably, these elements contrib-
ute to the poor government performance of the presi-
dential democracies that today dominate the Latin
American political landscape.

Through several channels, good or poor gov-
ernment performance reinforces itself in ways that ei-
ther promote or hinder social and economic develop-
ment. And although governability is not immutable,
there is no simple formula to improve performance
(see Box 4.8).

Political Gridlock and the Speed of Reform

Most Latin American countries embarked on an am-
bitious program of economic reform beginning
around the mid-1980s. The reforms were wide in
scope and deep in scale: trade barriers were reduced
and simplified, tax codes streamlined, labor market
regulations partially dismantled, and state-owned
companies privatized.37 Although definitive conclu-
sions are still elusive, most studies have found that
the structural reforms had a positive, albeit moder-
ate, effect on economic growth. The question here is
whether structural reform proceeded more slowly in
those countries with higher levels of political gridlock.

Determining whether political divisions slow
down economic reforms requires sorting out the mul-
titude of factors that may push a country toward the

path of reform (or away from it, for that matter). Do
successful reforms require brash political leaders?
Economic crises? Foreign aid? All or none of the
above? These questions are difficult to answer not only
because it is hard to measure the degree of economic
reform and its potential determinants, but also be-
cause information is limited since so little time has
elapsed since the inception of the reforms.

In order to gauge the speed of reform, we use
an index developed by researchers at the IDE, which
measures the extent of market freedom allowed by
economic reform policies in five different areas: in-
ternational trade, labor markets, financial markets,
privatization, and tax regulations.38 The index cov-
ers 17 countries in Latin America and the Caribbean
and covers the period from 1984 to 1995. We focus
here on the general index (computed as a simple av-
erage of the five specific indices) and, particularly, on
the index of tax policy (arguably the most divisive di-
mension of the five, and thus the more likely to be
affected by political gridlock).

In order to gauge the effects of political
gridlock on the speed of economic reform, we first
compute the change in the index of economic reform
every three years, from 1984 to 1987, from 1987 to
1990, from 1990 to 1993 and from 1993 to 1995. We
then examine the degree of association of these
changes with the index of political gridlock at the be-
ginning of the period.39 The presumption is that the
greater the range of policies over which the executive
and the legislative branches can agree—that is, the
lower the initial index of political gridlock—the
quicker will be the advancement of economic reform.

The effects of political gridlock on the speed
of reform are noticeable but not overwhelming. Thus,
if gridlock is reduced by 20 percent, tax reform will
proceed at a speed 6 percentage points faster than
before (an increase of approximately 100 percent over
the average speed in the sample). The magnitude of
the effect does not depend on whether we account
for the effect of macroeconomic crises, defined as ei-
ther periods of hyperinflation or prolonged stagna-
tion. As shown in the Technical Appendix, weaker ef-

37 For a comprehensive description of the region's structural reforms,
see IDE (1997, Part 2).
38 See Lora and Barrera (1997).
39 The main results of this exercise are presented in the Technical Ap-
pendix.
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Political Participation, Government Spending
and the Precariousness of the Welfare State

One can hardly write about economic development without
any mention of vicious or virtuous circles. Figure 1 summa-
rizes the pillars of the successful welfare state: social control
over public delegates, voluntary compliance with formal rules,
and strong ability of the central government to raise rev-
enue. We can start discussion of this figure at the top left
corner with the red arrow going from greater political par-
ticipation to less corrupt governments. This connection should
be familiar by now: lower participation entails less public
supervision, more leeway for politicians and their associates,
and hence more opportunities for the extraction of rents.
The second connection is also simple: more corruption will
usually result in lower confidence in public institutions (and
the government in general), if only because more corrup-
tion will make institutions more inefficient. The third con-
nection has two elements. If people do not trust their gov-
ernment, raising taxes to pay for federal programs will be
more difficult, and collecting taxes will be more costly be-
cause lack of confidence in the government will reduce vol-
untary compliance. The last two connections are also simple.
Diminished government revenues will translate into fewer
government programs (including basic social security and
health programs), which in turn will lower participation as
people realize that their fates depend less and less on what
the central government does for them.

The blue lines represent other possible connections:
more confidence in the government will surely increase po-
litical participation; less corruption means more spending
given the same level of revenues; and more social spending,
to the extent that it is allocated without much waste, will
increase confidence in the government.

The evidence presented in Figure 2 is broadly con-
sistent with this idea. This figure shows the surprisingly strong
association between voter turnout and central government
spending in Latin America. As shown, Costa Rica and Uru-
guay, the epitomes of the successful welfare state in Latin
America, have both high turnouts and big governments.

Unfortunately, these findings do not provide any
prescription of how to create a successful welfare state from
scratch. On the contrary, the point is that much can go wrong,
and policymakers have limited control. The few countries that

Figure 1. Political Participation, Corruption and
the Size of Government

Figure 2. Electoral Participation and the
Size of Government
(In percent)

have achieved success have done it though a complex pro-
cess that no social planner, no matter how well intentioned,
could replicate. The moral is clear: it is easier to describe suc-
cessful systems than to replicate or even safeguard them.

fects are obtained for the index of general reform,
indicating that the effects of political gridlock are
mainly circumscribed to tax reform.

These results lend some credence to the idea
that political gridlock stemming from divided gov-
ernments can slow down the pace of economic re-

form. The results suggest, on the other hand, that the
effects are modest. That is, political constraints are
speed bumps and not roadblocks along the avenue of
economic reform. What still remains unresolved is
the exact nature of the connection between the speed
of reform and political gridlock. At first glance, a non-

Box 4.8

Sources: IMF (1995) and IDEA (1997).
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linear association seems more likely: constraints mat-
ter if above a certain limit and do not matter if below
it. The evidence, however, does not allow a clear-cut
test of this hypothesis.

There is growing sentiment among citizens and politi-
cal and business leaders in many Latin American coun-
tries that political reform is necessary. Disenchantment
with the functioning of democracy and the conduct of
politicians has fueled this call for reform. Thankfully
for the future of many of Latin America's young de-
mocracies, those calling for reform have mostly been
defenders rather than detractors of democracy.

This section looks at some of the most con-
tentious political reforms being discussed in the re-
gion. While specific recommendations would have to
take into account the particularities of each country
and each moment, an objective analysis of the tradeoffs
involved provides a starting point for analysis of the
potential reforms.

Areas where political reformers might focus
their attention include electoral systems, the division
of authority between central and subnational govern-
ments, the internal structure of political parties, the
judiciary and the legislature, and political participa-
tion.40

In terms of electoral systems, the options range
from highly majoritarian systems, where legislators are
elected one by one in single member districts, to highly
proportional systems, where legislators are elected all
at once in a single nationwide district. In the majori-
tarian system, only the candidate with the largest
amount of votes is elected. In the proportional system,
each party receives a share of seats roughly equivalent
to its share of the total vote. Proportional systems
achieve broader and more precise representation at the
cost of a more divisive legislature and a greater likeli-
hood that the executive will lack legislative support (Box
4.6). Majoritarian systems, for their part, may prevent
minority groups or interests from receiving adequate
representation, which is especially problematic in so-
cieties that are sharply divided along ethnic, regional
or religious lines.41

Most Latin American countries have opted
for proportional systems, resulting in some cases in

fractionalized legislatures. In addition, because in
many of these highly proportional systems the par-
ties do not represent distinct sets of socioeconomic,
ethnic or other social cleavages, no great gains in terms
of representation have been realized.

Excessive legislative fractionalization could be
lessened by reducing the size of electoral districts,
changing the formula for translating votes into seats,
or establishing a minimum electoral threshold that
parties must obtain in order to gain representation.
Making presidential and legislative elections concur-
rent would also discourage party splitting and increase
the likelihood that the president's party would con-
trol a relatively large share of congressional seats. At
the same time, these reforms would tend to concen-
trate political power in fewer hands, thus perhaps in-
creasing the probability of bias in representation.

Political decentralization is another reform
that has been pursued by numerous countries in the
region. It entails both the decentralization of govern-
mental responsibilities to subnational levels as well as
the institutionalization of direct popular elections of
mayors, governors and municipal and regional repre-
sentatives. Decentralization holds the potential to in-
crease the responsiveness of elected officials to the
preferences of the majority of the electorate. Political
decentralization allows voters and candidates to fo-
cus on policy issues relevant to the offices at the par-
ticular governmental level, thus permitting closer citi-
zen evaluation of governmental performance and even
enhancing the ability of citizens to express specific
preferences. Decentralization also gives local officials
greater freedom to provide the mixture and level of
public goods desired by their constituents.

But decentralization will only result in the
outcomes desired by the majority of citizens if two
conditions are met. First, the rules governing the di-
vision of spending and taxation must specify clear lines
of responsibility and force subnational governments
to bear the costs of their spending decisions. And sec-
ond, the structure of the electoral system must en-

40 The larger issue of presidential versus parliamentary regimes is dis-
cussed at length in Box 4.5.
41 See Shugart (1999) for an insightful defense of mixed member sys-
tems—where legislative seats are elected from a mixture of single-seat
and nationwide districts—as one possible solution to the competing
tradeoffs between majority and proportional systems.

Policy Issues

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



194 
Chapter 4

Cultural Change and Policy Interventions

Values, attitudes and codes of conduct often override self-
interest in human behavior. Thus, most people obey the Jaw
even when punishment is virtually impossible. Most borrow-
ers pay their dues even when mere rational considerations
call for less virtuous actions. And many citizens participate in
politics even though it does not make sense from the stand-
point of simple cost-benefit calculations. In short, self-inter-
est and opportunism alone cannot account for the behavior
of people in markets and other social environments.

Moving from the individual to the community or
even national level, however, one often finds large differ-
ences in values and codes of conduct (such as the prevalence
of individuals who never free ride or who obey the law as a
matter of principle). These differences are often deemed as
key to understanding differences in economic performance
between nations (North, 1990; Putnam, 1993; Landes, 1998).

Thus, values and codes of conduct seem to matter
a great deal. They cannot be changed at will, however, a
point often forgotten by some historians and many would-
be reformers who view culture as a choice amenable to nor-
mative considerations.1 This view misses a fundamental point:
a society does not choose its beliefs, let alone its values.

This begs a difficult question: where does culture
come from? There is no shortage of hypotheses about the
origin and evolution of values, norms and beliefs. Sociolo-
gists often claim that values and beliefs will ultimately re-
flect the main precepts that govern social interactions.
Putnam (1993) argues that trust and civic participation are
habits formed during a long history of "horizontal associa-
tions," and that trust can be nurtured, by repeated partici-
pation in formal and informal groups (church groups, trade
unions, political parties). Putnam also argues that both hier-
archical religions and authoritarian governments discourage
the formation of trust by imposing and fostering a vertical
structure on society. The empirical evidence here is mixed:
Knack and Keefer (1997) find no relationship between group
membership and trust in a cross-section of countries, but La
Porta et al. (1997) find a negative relationship between trust
and hierarchical religions and authoritarian governments.

In a related point, the importance of "habituation"
in forming values and attitudes has often been emphasized
by sociologists studying the so-called "erosion of morals" in
many U.S. urban areas. Wilson (1996) has argued that "the
more often certain behavior such as the pursuit of illegal in-
come is manifested in a community, the greater will be the
readiness of the community to find that behavior not only
convenient but also morally appropriate." Although the em-
pirical evidence in this respect is still unimpressive, some stud-
ies lend credence to the idea that values and norms are ulti-
mately shaped by social interactions at the community level
(Case and Katz, 1991).

All this suggests that values are unintended by-

products of community interactions, when in fact values can
also be deliberately shaped. This seems to be the goal of many
social organizations that devote considerable time and ef-
fort to the inculcation of good values. The point is that dif-
ferences in culture among regions may be partially accounted
for by differences in the efficacy and prevalence of their in-
stitutions that mold those values. Although the evidence re-
mains scant, the large investments (and long speeches) de-
voted to the inculcation of good values suggest, at the very
least, a belief in the possible efficacy of such efforts.

In clear contrast to the social emphasis of the pre-
vious hypotheses, there have been some attempts to explain
cultural differences on the basis of differences in natural
environments. Kaplan (1998) argues that collectivist societ-
ies are more common in arid regions where there is a more
urgent need for water-sharing arrangements (and, more re-
cently, for public goods to store and distribute water). Simi-
larly, coffee growing communities in Latin America have long
been regarded as important reservoirs of social capital, which
perhaps reflects both the social organization of coffee pro-
duction (there are no large-scale economies, so small hold-
ings are common) and the importance of public goods in the
production and marketing of green coffee (water, again, is
essential here). To sum up, cultural differences among re-
gions may in part reflect social responses to differences in
geography, weather and other exogenous factors.

External environments affect values in even subtler
ways. There is some evidence showing a positive connection
between home ownership and civic behavior (DiPasquale and
Glaeser, 1998). There is also evidence of a negative connec-
tion between ethnic dispersion and income inequality, on the
one hand, and social trust and civic participation, on the other
(Knack and Keefer, 1997). And there is evidence of a positive
connection between city size and social trust (see Figure 3.21).
Thus, differences in ethnic composition, urbanization and even
home ownership may explain some of the observed differ-
ences in social capital across regions and even countries.

Despite this evidence, many social scientists remain
skeptical about attempts to change people's morals, values
or beliefs. Should public policy move beyond simply trying
to get the incentives right into the murkier waters of cul-
tural change and molding values? One can argue either that
theories of cultural change are still too fuzzy for political
activism, or that the potential payoffs of such involvement
could be huge. Cohen (1995) estimates that the value to so-
ciety of saving a high-risk youth may be as high as $2 million.

1 Landes (1998) approaches cultural change from a normative perspective,
arguing that "if we learn anything from the history of economic develop-
ment, it is that culture makes all the difference." But he offers few clues as
to what determines culture. His advice to backward countries seems simple
enough: adopt the values of successful countries. A similar approach is used
by Apuleyo, Montaner and Vargas Llosa (1994).

Box 4.9
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sure that local citizens can both hold local politicians
accountable and use elections to express their prefer-
ences about local issues. Local elections will be less
likely to enhance accountability if they are held at the
same time as national elections, when voters are forced
to choose between competing closed party lists and
cannot vote separately for different local and state of-
fices, and when reelection of subnational officials is
barred.

Another important element of political re-
form has to do with the structure of political parties.
Although they control the ballots in many countries
of Latin America, political parties have often squan-
dered this power, since they do not appear to have
firm roots in society and have failed to build consis-
tent followings. Not surprisingly, traditional parties
in some Latin American countries have run the course
of many inefficient monopolists—that is, they have
simply fallen apart when faced with unexpected com-
petitors. In principle, greater political competition
forces parties to be more responsive to the needs and
preferences of their constituencies. Many parties may
crumble, but at the end of day those that survive will
be invigorated and more capable of playing their role
of aggregating and articulating citizen preferences.
Campaign finance laws, the sequencing of elections,
and the existence of restrictions on both independent
candidacies and the formation of coalitions are some
of the key elements that influence the degree of com-
petition among parties and factions within parties.

The reform of judicial systems and legisla-
tures is also important to political reform because it
serves the dual purpose of enhancing accountability
and improving the fairness of representation. Only if

the appointment, promotion and tenure of judges is
free from undue political influence will the judiciary
be able to independently interpret and enforce laws
and check abuses of power. And only if legislatures
have sufficient constitutional authority and profes-
sional, financial and organizational resources will they
be able to effectively monitor representatives and gov-
ernment officials and play an active role in policy-
making.

Finally, political reforms should not be con-
ceived in a vacuum, which is to say that ethnic and
geographic divisions as well as historical conditions
must be considered in any attempt to change political
institutions. A change in the electoral rules in a geo-
graphically fragmented country must ensure that all
regions are represented and that the balance of power
allows diverse regional interests to forge compromises.
The greater the regional divisions, the greater the dif-
ficulty of reconciling the competing goals of repre-
sentation and efficiency.

One last point should be made. The impor-
tance of various civic and cultural factors in under-
standing why some democracies thrive while others
do not has been a recurrent theme in this chapter.
These factors include the levels of spontaneous po-
litical participation and societal inquisitiveness. While
the role of public policy in this realm is limited (Box
4.9), the role of nongovernmental organizations is fun-
damental, at least with respect to the supervision of
elected officials and the generation and dissemination
of political information. Direct public involvement
in public matters is paramount to solve the inherent
difficulties of democratic government.
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TECHNJCAL APPENDIX

Latinobarometro is a public opinion survey that has
been regularly conducted in 17 Latin America coun-
tries since 1995. Approximately 1,500 individuals have
been interviewed in each country each year. Although
there have been some adjustments to the survey's ques-
tion and answer formats, many questions have remained
the same and are comparable over time. The sampling
method varies slightly from country to country because
implementation is contracted out to national polling
firms, but in most cases the selection includes some
quotas to ensure representation across gender, socio-
economic status and age. Throughout the chapter, we
combine the three available annual data sets (1996,1997
and 1998) to create a larger sample size and to reduce
the degree to which the country means are influenced
by contextual factors, such as elections.

The survey is restricted to urban populations.
Individuals from richer households were over-sampled
in all countries and all years. We use weights through-
out to alleviate this problem.1 The weights are de-
signed in such a way that, for each country, the distri-
bution of individuals across education groups in the
sample matches the actual distribution of the urban
population in the country under scrutiny.

Latinobarometro contains detailed informa-
tion about the demographic characteristics of both the
respondent and the head of the household. While the
survey does not contain information on household in-
come or wealth, it does include two sets of questions
related to the socioeconomic status of households. The
first set includes questions about household ownership
of appliances and durable goods (respondents are asked
if any member of the household owns a car, computer,
television or washing machine), and the second set in-
cludes questions about housing (respondents are asked
if their place of residence has access to electricity, wa-
ter, telephone and sewerage).

In principle, one can use a weighted average
of these variables to construct an index of long-term
socioeconomic status. The problem is how to weight
the different attributes. We use the statistical technique

of principal components to compute the relative weight
of the different household attributes. This technique
is often used to summarize the information contained
in a large set of variables into a smaller set of mutually
orthogonal components (each component corresponds
to a different linear combination of the underlying vari-
ables). The first principal component is, by construc-
tion, the combination that captures the most common
variation of the underlying data.

We first use principal components to con-
struct an index of long-term economic status, and then
use the index to define wealth quintiles. We do this
separately for each country, so the quintiles measure
relative positions with respect to other households in
the same country.

Overall, Latinobarometro allows comparisons
of political attitudes and opinions not only across
countries, but also across social categories within
countries. Although some doubts remain about the
quality and coverage of the samples, the surveys offer
a unique glimpse of the changing realm of Latin
American politics.

Other Data Sources

The main democracy indicators used in the chapter
come from Freedom House and Polity III and are
discussed at length in Box 4.1. All the raw data used
to compute the index of political particularism comes
from the Parline Online Database (http://
www.ipu.org/parline-e/parlinesearch.asp). The voter
turnout data comes from the Institute for Democ-
racy and Electoral Assistance (1997). The indices of
political gridlock and the number of effective parties
were computed on the basis of a cross-country data
set put together by Henisz (1998). The data on gov-
ernment quality was taken from Kaufmann, Kraay and
Zoido-Lobaton (1999) at the World Bank. This data
set incorporates almost all previously available infor-
mation on government quality.

1 This is a common problem in large opinion surveys. The World
Values Survey and Eurobarometer also over-sample higher socioeco-
nomic groups. Similar weighting methods are used with them to cor-
rect the sample.

Latinobarometro

Data Sources
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Regression Results

Economic Estimations of Government Quality

Dependent variable: Qualh

Independent variables

Turnout

Ethnolinguistic frag, index

Geographic frag, index

No. of newspapers

No. of newspapers squared

Constant

R2 adjusted

No. of observations

y of institutions index

1 2 3 4 5 6

3.15* 2.00* 0.264
(3.30) (2.34) (0.41)

-1.61*
(-2.62)

0.10

103

-2.45*
(-4.48)

1.16*
(4.76)

1.17

103

-2.98*
(-4-95)

-1.43*
(-3.65)

0.18

103

-1.76*
(-3.43)

-2.63*
(-4.78)

-1.76*
(-3.42)

0.35

103

0.0175*
(8.13)

-0.0000172*
(-4.06)

0.66

101

-0.08
(0.20)

-1.050*
(2.46)

0.0153*
(6.01)

-0.000014*
(-3.13)

0.68

101

Political constraints index

Dummy for recession

Dummy for hyperinflation

R2

N

-0.242*
(-2.276)

0.078

53

-0.252*
(-2.325)

-0.003
(0.111)

0.023
(0.876)

0.084

53

Political constraints index

Dummy for recession

Dummy for hyperinflation

R2

N

-0.087
(-1.15)

0.020

53

-0.111
(-1.303)

0.027
(1.203)

0.071
(1.891)

0.193

53

Political Determinants of the Quality of GovernmentAppendix Table 4.1

Notes: t-statistics in parentheses. Dummy for hyperinflation^ if inflation greater than 1,000
percent a year at least once in the period. Dummy for recession= 1 if GDP growth was nega-
tive at least once in the period. Constant not included.

* Significant at 5 percent or more.

Note: t-statistics in parentheses. Constant not included.

Speed of Tax ReformAppendix Table 4.2 Appendix Table 4.3 Speed of All Reforms

Wofe: t-statistics in parentheses.

* Significant at 5 percent or more.
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