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LACIR is an independent scholarly

endeavour created with the aim

of understanding why, despite major structural
economic and social change, inequality in Latin
America and the Caribbean persists at
exceptionally high levels.

The review will focus on inequality along various
dimensions, including income, wealth, education,

health, and political power.
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Government size and redistribution in “Latin America”

Total spending|by economic classification, 2015-2016
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Government size and redistribution in “Latin America”

Social spending]in Latin America and the Caribbean
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Strawmanized version of (ex ante) LACIR political economy
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A good characterization for some countries

But not for others

We suggest a more general political economy approach which allows to
understand different cases
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Political Economy

Syndrom A Social Outcome 1

Political Economy
Syndrom B

Social Outcome 2

Populism Low growth
Low productivity
Insufficient savings and investment
Low quality of public policies



Political Economy

Syndrom A Social Outcome 1

Political Economy
Syndrom B

Social Outcome 2

POLITICAL ECONOMY EQUILIBRIA
Different countries in different equilibria



What we do in this paper

Characterize the fiscal vector of Latin American countries

2. Review two branches of political economy that attempt to explain
different outcomes anchored on different syndromes

3. Propose a simplified, yet more general, framework that might explain
different configurations of countries as outcomes of different political
economy equilibria




Section 1. The fiscal vector

* How large the State is (taxation and/or spending)
* How much they redistribute

 How well do they do it
* Microeconomic effectiveness
* [Macroeconomic sustainability]
* Do interventions change lives of the poor in the long run?



Government efficiency

Government Size, Efficiency, and Redistribution
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Note: Government efficiency is the first principal component of wastefulness of government spending, burden of government
regulation, quality of overall infrastructure, and quality of education system (source: Global Competitiveness Report).
Redistribution is defined as the percentage reduction of the Gini index from market income to final income considering
contributory pensions as deferred income (PDI) (source: Commitment to Equity Institute).



Government efficiency

Government Size, Efficiency, and Redistribution
OECD countries
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Government efficiency

Government Size, Efficiency, and Redistribution

Latin America & Caribbean countries
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SECTION 2: The Political Economy of Redistribution and
The Political Economy of Efficiency

2a. The Political Economy of Redistribution (or lack thereof)
* Size of government / redistribution

I Meltzer — Richards model O swverament, Joumal of Political Heomomy 89(5), U020
Tax and Redistribute

Income heterogeneity

Median voter result

More unequal income distribution = higher taxes and more redistribution
(democratization)

EMPIRICAL RESULTS: mixed



Deviations from Meltzer-Richards (MV plus):

e Could be grouped sociologically:
(equivalent to raising assumptions of the basic MR model in various dimensions)

v'The poor do not demand enough redistribution

* Info

* Preferences
* Other dimensions like race religion that distract

e Lack of cohesion
e Political Institutions — Federalism

v'Middle Class (raise assumption of flat redistribution)
* Could form a coalition with either

W the poor: high taxation — high redistribution
W the rich: low taxation - TRUNCATED WELFARE STATES

v" Rich / Elite / Bus




Elite capture (Acemoglu Robinson)

e Democratization

* Basic model within democracy (MR) would predict high redistribution
e But... The Rich can invest in de facto political power in democracy

* In this MV+ model, the distributive effects of democratization might
be quite meager.

e “Latin America” seems to fit the mold



2b. The Political Economy of (IN)EFFICIENCY

Acemoglu 2003 Why Not a Political Coase Theorem?

Acemoglu, Egorov, and Sonin 2013 A Political Theory of Populism

Acemoglu and Robinson 2001 Inefficient Redistribution

Acemoglu, Robinson, and Torvick 2013 Why Do Voters Dismantle Checks and Balances?

Alesina 1988 Credibility and Policy Convergence in a Two-Party System with Rational Voters
Becker and Mulligan 2003 Deadweight Costs and the Size of Government

Besley and Coate 1998 Sources of Inefficiency in a Representative Democracy: A Dynamic Analysis
Coate and Morris 1995 On the Form of Transfers to Special Interests

Caruso, Scartascini, and Tommasi 2015 Are We All Playing the Same Game? The Economic Effects of Constitutions Depend on the
Degree of Institutionalization

Dixit and Londregan 1995 Redistributive Politics and Economic Efficiency

Dixit 1996 The Making of Economic Policy: A Transaction-Cost Politics Perspective

Drazen and Limao 2008 A Bargaining Theory of Inefficient Redistribution Policies

Keefer, Scartascini, and Vlaicu 2022 Trust, Populism, and the Quality of Government

Robinson and Verdier 2013 The Political Economy of Clientelism

Rodrik 2018 Is Populism Necessarily Bad Economics

Scartascini, Stein, and Mariano Tommasi 2013 Political Institutions, Intertemporal Cooperation, and the Quality of Public Policies
Scartascini and Tommasi 2012 The Making of Policy: Institutionalized or Not?

Spiller and Tommasi 2007 A Theory of Intertemporal Political Cooperation



UNDERLYING DISTORTION | Paper or book

Acgmogly 2003
Acemoglu Robinson 2001
TIME INCONSISTENCY Dixit Londregan. 1995
Dixit 1996
Robinson Verdier 2013
IMPERFECT INFORMATION | Coate and Morris 1995
Non-cooperation in Alesing 1988
REPEATED GAME Spiller and Tommasi 2007
Lack of Scartascini and Tommasi 2012

INSTITUTIONALIZATION | Caruso et al 2015
Inefficiency leads to less Becker Mulligan 2003

redistribution or changes Drazen Limao 2008
bargaining position

Acemogly, Egorov. Sonin 2013
POPULISM?® Acemoglu, Robinson, Taorvick 2013
Keefer et al 202x

Rodrik 2018

That vast literature in one line: most explanations of inefficient government policies have
a intertemporal micro-foundation (time inconsistency or similar).

Acemoglu (2003): “parties holding political power cannot make commitments to bind
their future actions because there is no outside agency with the coercive capacity to
enforce such arrangements.”

The possibility of committing to more efficient actions through repeated-game
enforcement is not considered.

If we add such considerations (as in Alesina 1988 and Spiller and Tommasi 2007, for
instance) the efficiency or inefficiency of redistributive policies will depend on the degree
of intertemporal cooperation in political equilibria.



Towards an integrated view

SECTION 3: The Political Economy of Redistribution and Efficiency
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* A possible Political Economy Model to explain those variations
e 2 social groups:
Rich
Poor

* The Rich decide investment. This determines growth
 Politically dominant group decides redistribution after investment/growth.



SECTION 3: The Political Economy of Redistribution and Efficiency

* A possible Political Economy Model to explain those variations

e 2 social groups:
Rich
Poor

* The Rich decide investment. This determines growth
 Politically dominant group decides redistribution after investment/growth.

ONE-PERIOD MODEL
 Politically dominant group appropiates all (feasible) output

* Investment will depend on parameters (productivity, cost)
o In general, it will be low
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SECTION 3: The Political Economy of Redistribution and Efficiency

* A possible Political Economy Model to explain those variations

e 2 social groups:
Rich
Poor

* The Rich decide investment. This determines growth
 Politically dominant group decides redistribution after investment/growth.

REPEATED GAME

* Institutional version: (representative democracy)
 Political parties
* Add agency problem {good agent, bad agent}

- the political party in power decides policy (redistribution) and how much it keeps for itself
(corruption is like a tax)



_ Parties as Agents of Constituency

Balance/ alternation




_ Parties as Agents of Constituency

Non-coop Eq 1 Non-coop Eq 3
TheRich arevery powerful {high investment, {low investment,
low redistribution} low redistribution}

Cooperative Equilibrium
Balance/ alternation {high investment,
reasonable redistribution}

Non-coop Eq 2
“Left” Party dominant {low investment,
high redistribution}



Distribution of Power

Parties as Agents of Constituency

The Rich arevery powerful
oW ryp

Non-coop Eq 1
{high investment,
low redistribution}

Non-coop Eq 3
{low investment,
low redistribution}

Balance/ alternation

“Left” Party dominant

Cooperative Equilibrium
{high investment,
reasonable redistribution}

Non-coop Eq 2
{low investment,
high redistribution}

oorosY



Government efficiency

Redistribution, government size and efficiency
OECD countries
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Government efficiency

Redistribution, government size and efficiency

Latin America & Caribbean countries
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SECTION 3b:
The Political Economy of Redistribution and Efficiency - Empirics

e Each of these equilibria has different correlations for:
* Size of government
e Redistribution

Efficiency

Investment and growth

Institutionalization

Corruption

Trust / beliefs



Corruption, institutionalization, and trust
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Graphs by clusters by redistribution, government efficiency (PCA), and size (revenue)

Note: In clusters names, lower cases represent that the observations have a value under the mean in the respective dimension, while upper cases represent that the cluster is
composed by observations with values over the mean.

Control of corruption is the first principal component of the control of corruption indicator from the World Governance Indicators and two indicators from the Global
Competitiveness Report (favoritism in government decisions and transparency in government policymaking)

Institutionalization is the first principal component of two indicators from World Governance Indicators (rule of law and regualtory quality), two indicators from

V-Dem (legislative party cohesion and core civil society index), and two indicators from the Global Competitiveness Report (judicial independence and property rights)



_ Parties as Agents of Constituency

Non-coop Eq 1 Non-coop Eq 3
“Right” Party dominant {high investment, {low investment,
low redistribution} low redistribution}

“Left” Party dominant

Corruption, institutionalization, and trust
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Cooperative Equilibrium
{high investment,
reasonable redistribution}

Non-coop
{low investment,
high redistribution}
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Graphs by clusters by redistribution, government efficiency (PCA), and size (revenue)
Note: In clusters names, lower cases represent that the observations have a value under the mean in the respective dimension, while upper cases represent that the cluster is

composed by observations with values over the mean.

Control of corruption is the first principal component of the control of corruption indicator from the World Governance Indicators and two indicators from the Global

Competitiveness Report (favoritism in government decisions and transparency in government policymaking)

Institutionalization is the first principal component of two indicators from World Governance Indicators (rule of law and regualtory quality), two indicators from

V-Dem (legislative party cohesion and core civil society index), and two indicators from the Global Competitiveness Report (judicial independence and property rights)
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Non-coop Eq 1 Non-coop Eq 3
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Graphs by clusters by redistribution, government efficiency (PCA), and size (revenue)

Note: In clusters names, lower cases represent that the observations have a value under the mean in the respective dimension, while upper cases represent that the cluster is
composed by observations with values over the mean.

Control of corruption is the first principal component of the control of corruption indicator from the World Governance Indicators and two indicators from the Global
Competitiveness Report (favoritism in government decisions and transparency in government policymaking)

Institutionalization is the first principal component of two indicators from World Governance Indicators (rule of law and regualtory quality), two indicators from

V-Dem (legislative party cohesion and core civil society index), and two indicators from the Global Competitiveness Report (judicial independence and property rights)
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_ Parties as Agents of Constituency

Non-coop Eq 1 Non-coop Eq 3
“Right” Party dominant {high investment, {low investment,
ItV redistribution} low redistribution}

operative Equilibrium
{high investment,
reasonable redistribution}

Alternation

Non-coop Eq 2
{low investment,
high redistribution}

“Left” Party domina
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Graphs by clusters by redistribution, government efficiency (PCA), and size (revenue)

Note: In clusters names, lower cases represent that the observations have a value under the mean in the respective dimension, while upper cases represent that the cluster is
composed by observations with values over the mean.

Control of corruption is the first principal component of the control of corruption indicator from the World Governance Indicators and two indicators from the Global
Competitiveness Report (favoritism in government decisions and transparency in government policymaking)

Institutionalization is the first principal component of two indicators from World Governance Indicators (rule of law and regualtory quality), two indicators from

V-Dem (legislative party cohesion and core civil society index), and two indicators from the Global Competitiveness Report (judicial independence and property rights)



_ Parties as Agents of Constituency

Non-coop Eq 1 Non-coop Eq 3
“Right” Party dominant {high investment, {low investment,
low redistribution} low redistribution}

Cooperative Equilibrium
Alternation {high investment,
reasonable redistribution}

Non-coop Eq 2
“Left” Party dominant {low investment,
high redistribution}
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Graphs by clusters by redistribution, government efficiency (PCA), and size (revenue)

Note: In clusters names, lower cases represent that the observations have a value under the mean in the respective dimension, while upper cases represent that the cluster is
composed by observations with values over the mean.

Control of corruption is the first principal component of the control of corruption indicator from the World Governance Indicators and two indicators from the Global
Competitiveness Report (favoritism in government decisions and transparency in government policymaking)

Institutionalization is the first principal component of two indicators from World Governance Indicators (rule of law and regualtory quality), two indicators from

V-Dem (legislative party cohesion and core civil society index), and two indicators from the Global Competitiveness Report (judicial independence and property rights)
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