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1 Introduction

Income inequality is a salient economic malaise in Latin America and the Caribbean,
where for decades it has been higher than in any other region in the world (Williamson
2015). A growing body of literature suggests that after a long period of growing or
stagnant inequality, the trajectory of household income inequality shows a visible
kink around 2003 —rising during the 1990s and until about 2002, when it started to
descend, a trend that was particularly steep during the boom period of 2003-2011
before flattening out during the post-2011 slowdown. This trajectory contrasts with
that of Latin America and the Caribbean in previous periods or other regions in the
same period (Alvaredo and Gasparini 2015; De Ferranti et al. 2004; De la Torre
et al. 2014; Gasparini and Lustig 2011; Lépez-Calva and Lustig 2010).

Although the path of household income inequality in Latin America and the
Caribbean was not independent of (redistributive) social policy, this chapter argues
that in the 2000s the behavior of the region’s labor markets had the dominant role.
In particular, pro-poor labor market dynamics led to a downward trajectory in labor
income inequality that closely mirrored that of household income inequality. This is
not to say that transfers to the poor and other social programs introduced or expanded
during the first years of the millennium did not contribute to the trends. About
one-third of the changes in household income inequality can be attributed to redis-
tributive policies (Cord et al. 2014). This chapter is about the remaining two-thirds
that correspond to the workings of the labor market. It examines the trends and
discusses possible driving factors behind the historical facts.
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An important stylized fact in Latin America and the Caribbean is that the reduction
in labor income inequality was, in turn, largely driven by changes in the skill
premium (as measured by the wage returns to tertiary versus primary education),
which again followed a path that broadly mirrored, over the entire period, that of
labor income inequality (De la Torre et al. 2014; 2015a, b). Previous empirical
research on the region has linked this decreasing skill premium to several intuitive
supply and demand mechanisms:

* Expanded access to education across the region’s countries increased the skilled
labor supply. The increased supply of skilled workers exerted downward pres-
sure on wage inequality by decreasing the wage skill premium (Azevedo et al.
2013; Gasparini et al. 2011, Gasparini and Lustig 2011; Lépez-Calva and Lustig
2010; Lustig et al. 2013).

e Changes in technology and international trade decreased the wage gap between
skilled and unskilled workers by expanding the demand for unskilled labor
relative to skilled labor (Gonzaga et al. 2006).

 Institutional factors that decreased the skill premium exerted upward pressure on
wages at the bottom by rising minimum wages in Brazil (Barros et al. 2010) or
enhancing unions’ empowerment in Argentina (Gasparini and Cruces 2010).

This chapter adds to this growing literature by discussing the contribution of
each of these factors as well as offering new hypotheses, using household survey
data,! on determinants of the evolution of the skill premium and the channels
through which such determinants were transmitted.

The remainder of the chapter is organized as follows: Sect. 2 describes in detail
the main stylized facts on labor inequality in Latin America and the Caribbean.
Section 3 discusses the supply-side determinants (presenting some new hypotheses)
and the demand-side drivers. Section 4 concludes.

2 Stylized Facts

2.1 Falling Income Inequality: A Break with Recent History

The 2000s were a period of inequality reduction in Latin America and the Caribbean.
This trend contrasted sharply with the 1990s, when inequality increased in the
region (Alvaredo and Gasparini 2015; De Ferranti et al. 2004; De la Torre et al.
2014; Gasparini and Lustig 2011; Lépez-Calva and Lustig 2010; World Bank
2011a, b). Between 2002 and 2013, the Gini coefficient of household income

"Household survey data were compiled from the Socio-Economic Database for Latin America and
the Caribbean (SEDLAC) of the Center for Distributive, Labor and Social Studies (CEDLAS) of
the Universidad de La Plata, Argentina, and the World Bank, Washington, DC, http://sedlac.econo.
unlp.edu.ar/eng/.
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Fig. 1 Household income inequality: simple averages Gini LAC 1993-2013. Source: Based on
SEDLAC (World Bank and CEDLAS). Note: LAC interpolated dataset, built using microdata for
17 countries. For more information about the interpolation see World Bank (2015). Source:
Rodriguez-Casteldn et al. 2016

inequality fell by 5.3 points, from 55.6 to 50.3 Gini points (Fig. 1).> Using other
inequality measures, the conclusions are the same: inequality fell strongly (Azevedo
et al. 2013; Cord et al. 2014).

The Gini coefficient is the most commonly used measured of income inequality,
but it is sometimes difficult to grasp its intuitive meaning. One useful way to inter-
pret changes in the Gini coefficient is proposed by Atkinson and Morelli (2014).
They note that “a Gini coefficient of G percent means that, if we take any two
households from the population at random, the expected difference is 2G percent of
the mean.” Thus, the reduction in household income inequality in Latin America
and the Caribbean implies that the expected income difference between two households
picked at random in the region has gone down by 10 % of the mean income, from
111.2 to 100.6 %.

The reduction of inequality in Latin America and the Caribbean was not only
unprecedented in recent history but also distinct when compared with the rest of
the world (Lustig et al. 2013). For a global comparison of consumption inequality
statistics, Alvaredo and Gasparini (2015) compiled data for as many as 130 countries
for the period 1980-2010.° The trends confirm the sharp inequality reduction in Latin
America and the Caribbean and the contrast with developing countries in other
regions, where inequality fell from an average of 40.6 Gini points to 39.4 points.

>The Gini coefficient is a measure of statistical dispersion representing the income distribution of
a nation’s residents. A coefficient of zero expresses perfect equality (every resident has the same
income), whereas a coefficient of one (or 100 %) expresses maximal inequality (one person has all
the income, and all others have none).

3The dataset was computed mostly from household survey microdata, using the World Bank’s
PovcalNet online analysis tool (http://iresearch.worldbank.org/PovcalNet/).
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Putting numbers in a (recent) historical perspective, Latin America and the
Caribbean from the 1970s through the 1990s was nearly 10 points more unequal
than Asia, 17.5 points more unequal than the 30 countries in the Organization for
Economic Co-operation and Development, and 20.4 points more unequal than
Eastern Europe (De Ferranti et al. 2004). During the 2000s, however, the data
clearly indicate an inequality convergence, as the less unequal countries experi-
enced larger increases in inequality (Alvaredo and Gasparini 2015).

The decline in income inequality was not driven by a single country or a group
of countries. Instead, it was shared across 16 of the 17 countries in which we can
consistently measure household income inequality in Latin America and the
Caribbean. The only exception was Costa Rica, where inequality increased by 1.7
Gini points.* In spite of the common trends, the reductions are heterogeneous in
their magnitude, ranging from 1.4 annual Gini points in Nicaragua (2005-2009) to
0.09 annual Gini points in Colombia (Cord et al. 2014). In general, inequality
declined more rapidly among the commodity-exporting countries, which suggests
that the spectacular commodity boom may have played a role in the observed
inequality dynamics—a hypothesis to which we will return below (Fig. 2).

a) Poverty rate ($4 a day) b) Gini coefficient
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Fig. 2 Evolution on poverty and inequality in countries with commodity boom and countries
without commodity boom, 2003-2013. Source: Based on SEDLAC (CEDLAS and the World
Bank). Note: The inequality figures are the weighted average of country-specific Gini coefficients.
In order to analyze the same set of countries every year, interpolation was applied when country
data were not available for a given year. Commodity-boom countries are those which registered
annualized growth in terms of trade above 2 % in the 2003-2013 period (Chile, Bolivia, Colombia,
Peru, Ecuador, Brazil, and Argentina). Non-boom countries are the Dominican Republic,
Guatemala, Honduras, Mexico, Paraguay, El Salvador, and Uruguay. Due to data limitation, Costa
Rica, Panama, and Nicaragua are excluded. Source: Castaneda et al (2015)

*Despite the change since 2010 in the official methodology to measure income in Costa Rica, there
is no evidence of reduction; both the previous and current methodology show an increase.
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2.2 The Role of Labor Income Versus Redistributive Policies

The fall in labor income inequality was the most important factor that explains the
recent downward trend in income inequality in most Latin American and Caribbean
countries. There is an intimate relationship in the region between individual earn-
ings inequality and household income inequality (De la Torre et al. 2014, 2015a, b).
This is evident in Fig. 3, which shows similar trends in earnings and household
income inequality for the region as a whole.

The close relationship between individual earnings and household income inequal-
ity is both an artifact and a reality, reflecting at least two important facts. The first
regards measurement. The household surveys that we use to measure household
income inequality do a good job of tracking earnings, but most likely underestimate
the income from sources other than labor. Since nonlabor income tends to be more
concentrated in the upper part of the income distribution and labor income is more
spread throughout the income distribution (Piketty and Goldhammer 2014), our estimates
of household income inequality are likely to be downward biased. Note, however, that
in the few countries in which one can correct household income inequality measures
in the household surveys using data from top income earners, the inequality levels are
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Fig. 3 Labor and total income Gini and the tertiary to primary education wage premium 1995—
2013 (LAC Average). Source: Based on SEDLAC. Notes: The graph plots the simple average across
countries of the labor income Gini and household income Gini, and the skill premium of tertiary
education relative to primary education. Included are Argentina, Bolivia, Brazil, Chile, Colombia,
Costa Rica, the Dominican Republic, Ecuador, Mexico, Panama, Paraguay, Peru, and Uruguay
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Fig.4 Decomposition of the evolution of household income inequality in LAC (circa 2003-2012).
Source: World Bank (2014). Note: Graph plots the change in the composition of the household
income Gini between share of occupied people, labor income, and nonlabor income

altered but not the trends: it is still true that inequality in these countries fell during the
2000s (De la Torre et al. 2014). The second important fact concerns the limited capac-
ity of Latin American states to redistribute income. While these factors might lead to a
downward bias in the measurement of nonlabor income, as labor earnings account for
the lion share of total income, they are unlikely to challenge the strong association
between individual earnings and household income inequality remains.

In Fig. 4 we decompose changes in household income inequality in the evolution
of three components: labor earnings, the share of occupied household members, and
nonlabor income. A few messages stand out. In all countries considered except
Honduras, the evolution of labor earnings contributed to a reduction in inequality. In
most of the cases, this contribution was predominant: for Latin America and the
Caribbean as a whole, the reduction in annual Gini points was 0.52, with labor earn-
ings representing 54 % of the overall trend (Azevedo et al. 2014; Cord et al. 2014).
Notwithstanding the crucial role of labor incomes —the main asset of the poor—in the
reduction of household income inequality, the contribution of nonlabor income cannot
be disregarded as minor. In Brazil, in fact, the rapid growth of social programs had a
redistributive effect similar in weight to labor income in the annual fall of inequality.

Although the Gini coefficient is a useful summary measure of inequality, other
inequality measures are more informative about the potential mechanisms behind labor
market developments. A common measure of inequality used by labor economists is
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the log ratio of the 90th to the 10th percentile in the distribution of earnings. This measure
can be further decomposed into separate trends for bottom inequality (defined by the
log(p50/p10) ratio) and top inequality (approximated by log(p90/p50)). In most Latin
American and Caribbean countries during the 2000s, the reduction of inequality was as
important at the top of the earnings distribution as at the bottom (Table 1).

The reduction in inequality during the 2000s constitutes a unique phenomenon in
the recent history of Latin America. Figure 5 shows that there is a turning point in
the extent of earning inequality in most countries during the 2000s, the exact
moment of the trend reversal depending on each country. In many countries
(Argentina, Colombia, Peru) the turning point is around 2002-2003, coinciding
with a period of rapid growth and the commodity boom. Note, however, that this
rapid decline contrasts with the upward trends of the 1990s, and some signs of
stagnation and even raising earnings inequality started around 2012.

2.3 Decline in the Skill Premium: A Primary Driver of the Fall
in Earnings Inequality

Why did labor earnings contribute so greatly to the reduction of household income
inequality? This section shows that the evolution of labor earnings was intimately
related to the evolution of the wage premium associated with schooling. More gen-
erally, the fall in earnings inequality was associated with a reduction in the returns
to workers’ skill, for which educational level serves as a proxy.

The evolution of the education premium is always a prime factor behind the
evolution of labor earnings inequality. Figure 3 depicts the evolution of the labor
income Gini (dark blue line), household income per capita Gini (light blue line), and
tertiary versus primary education premium (gray line). As we can see, inequality
has shown the same trend as the skill premium—increasing in the 1990s and
decreasing throughout the 2000s.

The reduction in the skill premium and the parallel trends with wage inequality
are shared across the vast majority of Latin American and Caribbean countries
(Gasparini et al. 2011). Figure 3 shows the tertiary education premium in Argentina,
Brazil, Chile, Colombia, Mexico, and Peru. In all those countries except Colombia,
the education premium fell rapidly as earnings inequality declined.

The reduction in the returns to education was paralleled by a reduction in the
returns to other observable skills. Figure 6 shows the evolution of earnings inequal-
ity (as measured by the log ratio p90/p10) and the evolution of earnings inequality
net of changes in the composition and returns to labor market observable skills (that
is, labor market experience, approximated by the age of workers and education).’
Figure 6 plots the log ratio p90/p10 and the residual log p90/p10 from a Mincerian
type of equation for four countries: Argentina, Brazil, Chile, and Mexico. It is

SResidual wage inequality is obtained by calculating the percentile ratios from the distribution of
the residuals from a flexible Mincer equation with a quadratic term in age, a set of education dum-
mies, and a full set of interaction terms that is estimated year by year.
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Fig.5 Evolution of earnings inequality by country 1995-2013. Source: Based on SEDLAC. Note:
Male and female full-time workers (worked at least 35 hours a week), ages 16-65, employed and
self-employed. First and 99th percentile trimmed at the year-country level
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remarkable how similar the trends are between the two curves in all countries. Thus,
in the 2000s, Latin America experienced a reduction not only in the returns to
education but also in the returns to labor market skills in general.

3 Why Did the Skill Premium Decrease?

3.1 Supply-Side Factors: Rising Numbers of More Educated
Workers

Labor supply developments are a primary determinant of the school premium. In a
competitive labor market, if labor demand remains constant, changes in the supply
of a particular type of labor (for example, college-educated workers) translate into
changes in the education premium. The supply—demand framework has indeed done
a remarkably good job of explaining the education premium in the USA (Autor
et al. 1998; Katz and Murphy 1992).

At least since the 1990s, all Latin America and Caribbean countries greatly
expanded educational attainment. The proportion of the labor force with above-
primary education increased noticeably (Table 2). The unweighted average share of

Table 2 Evolution of the share of workers with completed primary, secondary, and tertiary

Complete | Diff Complete Complete
Year primary primary | secondary | Diff secondary | tertiary Diff tertiary
Weighted average
1990 0.09 0.11 0.06
1995 0.14 0.044 0.12 0.01 0.07 0.01
2000 0.14 0.003 0.15 0.03 0.09 0.02
2005 0.13 —0.005 0.19 0.04 0.10 0.02
2010 0.12 —-0.008 0.21 0.02 0.12 0.02
2013 0.13 0.005 0.23 0.01 0.14 0.01
Total diff. 0.038 0.11 0.08
Unweighted average
1990 0.20 0.14 0.07
1995 0.22 0.01 0.13 -0.01 0.08 0.01
2000 0.18 —0.04 0.15 0.02 0.09 0.01
2005 0.17 -0.01 0.17 0.02 0.11 0.02
2010 0.16 -0.01 0.19 0.02 0.12 0.01
2013 0.16 0.00 0.20 0.01 0.14 0.02
Total diff. —0.04 0.06 0.07

Source: Based on SEDLAC
Note: Estimations used 15 Latin American and Caribbean countries. All female and male workers
(salaried, self-employed, and employers)
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the working-age population that completed secondary education in the 15 countries
for which data are available rose from 14 to 20 % between 1990 and 2013. This rise
is all the more remarkable if we consider the weighted (by population) average,
which rose from 11 to 23 % in the same period.®

The expansion of tertiary education was equally important. The weighted
average share of workers who had completed college almost doubled, rising from
6% in 1990 to 14 % in 2010 (from 7 to 14 % if we consider the unweighted average).
In Brazil and El Salvador, the ranks of working-age individuals with completed
secondary and tertiary education more than doubled. In Argentina, Chile, Honduras,
and Panama, the share of college graduates doubled. In a third group of countries
(Bolivia, Colombia, Costa Rica, the Dominican Republic, Paraguay, and Peru),
the registered improvements in educational attainment were significant but more
modest (Table 3).

These broad patterns hide substantial country-specific differences in the temporal
evolution of educational attainment of the labor force during the 1990s and the 2000s
(Table 3). Some countries (Colombia, Costa Rica, and Paraguay) only achieved
gains in years of schooling during the 2000s, after a decade of stagnation or (in the
case of Paraguay) after a severe deterioration of educational attainment. Others
(Brazil and Ecuador) rapidly expanded secondary education in the 1990s, followed
by a more intense expansion of tertiary education in the 2000s. But in contrast with
the reductions in inequality, which were mostly concentrated during the 2000s,
several Latin American and Caribbean countries (notably El Salvador and Uruguay)
expanded education more rapidly in the 1990s than in the past decade.

Education is not the only dimension of human capital that can potentially explain
wage dynamics. The traditional Mincerian framework highlighted the importance
of labor market experience, together with education, in determining wages. The role
of experience is largely neglected in the Katz and Murphy (1992) framework, which
implicitly assumes that all workers within an educational group are perfect substi-
tutes. This need not be the case, as shown by Card and Lemieux (2001) for the USA
and by Manacorda et al. (2010) for Latin America during the 1990s.

Changes in the composition of the labor supply may differ across educational
groups. In a rapidly expanding educational system, younger cohorts are likely to be
more educated than older cohorts, putting downward pressure on the education
premium of workers with little experience in the labor market. These trends may be
exacerbated if the rapidly increasing demand for education exerts such pressure on
the educational system that a degradation of educational diplomas results (Campos
et al. 2014).

Fueled by younger cohorts’ increasing demand for education, the rapid expan-
sion of low-quality higher education institutions in Latin America and the Caribbean
has sparked concern. One hypothesis put forward, known as the “degraded tertiary”

°The large difference between the weighted and unweighted measure is mainly due to the spec-
tacular performance of Brazil, where the share of the working-age population with complete sec-
ondary education more than doubled during the period, from 13 % in 1990 to 31 % in 2009 (De la
Torre et al. 2014).
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hypothesis (Campos et al. 2014), posits that expansion was accompanied by an
increasing dispersion in the quality of education centers, pushing downward the
average quality of tertiary education. The so-called garage universities may be erod-
ing the value of educational diplomas, critics note, contributing to a decline in the
quality of higher education among labor market entrants and thus to a decline in the
returns to education. This hypothesis appears at odds with the empirical evidence,
though. First, in several Latin American countries, the education premium has
declined more among older cohorts than among younger cohorts. This is explored
at length in the cases of Mexico (Campos et al. 2014) and Brazil (Wang 2015). The
available evidence is thus more in line with a skill obsolescence hypothesis than
with an eroded value of higher education (Campos et al. 2014). Direct evidence for
Colombia also argues against this channel of decline in the education premium. In
particular, Camacho et al. (2015) show that the value added of new higher education
institutions and programs created in the 2000s is very similar to that of the tradi-
tional programs. Hence, there is little evidence that the supply of higher education
has been degraded.

Another supply-side hypothesis relates to the composition of the supply of edu-
cated workers. According to this hypothesis, demographic changes have resulted in
an increase in the share of older workers whose skills become obsolete at a more
rapid pace due to the adoption of new technologies, and this effect outweighs the
value of work experience. As a result, the wage premium for tertiary education
(considering all tertiary educated workers) has fallen on average. Campos et al.
(2014) provide some preliminary evidence for Mexico where the real wages of older
workers have actually declined in absolute terms. Replicating their analysis for
other countries De la Torre et al. (2015a, b) find mixed evidence—the relative
decline of the wages of older workers doesn’t appear to be a widespread phenome-
non in LAC. Certainly more research is warranted in this area, however.

Ferndndez-Sierra and Messina (2015) disentangle the roles of labor market expe-
rience and education in explaining the observed skill premium trends. They show
that different education premium trends are present across workers with different
levels of labor market experience, and such trends are partially explained by relative
labor supply dynamics. However, an explanation of a reverse trend—the shift from
increasing demand for highly skilled workers in the 1990s to declining demand after
2003 —1is needed to fully account for the observed dynamics in the skill premium.

3.2 Demand-Side Factors: Labor Demand Shifts

As this chapter has broadly concluded thus far, changes in educational attainment
and other human capital dimensions must have played a role in the falling inequality
of labor earnings during the 2000s in Latin America and the Caribbean. However,
the region’s downward inequality trend cannot be explained solely by the increasing
number of skilled workers. At the macroeconomic level, the shift in labor income
inequality trends between the 1990s and the 2000s is not consistent with the
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constant improvement in the supply of education throughout the period. In other
words, the acceleration in the educational attainment of the workforce during the
2000s was not sufficient to explain the rapid decline in the education premium.
Rather, the shift in labor earnings inequality coincided more clearly with substantial
increases in labor demand during this period.

The 1990s and 2000s were periods of pronounced business-cycle and labor-
demand trends. After a decade of disappointing growth, the region underwent rapid
growth in the 2000s in the wake of rising commodity prices and high growth globally,
particularly in China and the Group of 7 (G7) major advanced economies.” The com-
modity-exporting countries (mostly in South America)® grew substantially faster
during the boom years (roughly 2003—2011) than the commodity-importing countries
(mostly in Central America and the Caribbean),” which experienced only small trade
gains or even losses.

The argument that a reversal in demand trends is needed to account for the shift
in wage inequality that occurred in the early 2000s is explored formally by Gasparini
et al. (2011), applying Katz and Murphy (1992) to the Latin American data. Their
conclusion is that while supply-side forces mattered for inequality dynamics,
demand-side determinants—the focus of this section—are key.

Several demand factors have been highlighted in the literature as important driv-
ers of wage inequality, including changes in the industrial structure; technological
change (and, more recently, outsourcing); and international trade. These factors
(for given (skilled and unskilled) labor supplies) could decrease the wage gap
between skilled and unskilled workers, and therefore earnings inequality, by
expanding the demand for unskilled labor relative to skilled labor.

Together with underlying supply-side factors discussed in the previous section
did labor earnings inequality fall in the 2000s because of

(a) A specialization pattern (of industrial production) that led to a slower rise in
skilled labor demand than supply

(b) Technological change, particularly automation, that was particularly deleteri-
ous to skilled as opposed to unskilled occupations, leading firms in the region
to become less skill intensive or to move some of the more skill-intensive
production and service tasks offshore

(c) Fluctuations in aggregate demand/business cycle that favored unskilled workers
relative to skilled ones

This section briefly discusses why neither (a) nor (b) provides a sufficient expla-
nation for the inequality patterns in the 2000s and ultimately focuses on (c).

The specialization story refers to that hypothesis that deindustrialization in the
region by eliminating high-skilled manufacturing job sector in favor of low-skilled

"The G7 countries include Canada, France, Germany, Italy, Japan, the UK, and the USA.

$Net commodity-exporting countries in Latin America and the Caribbean include Argentina,
Bolivia, Brazil, Chile, Colombia, Ecuador, and Peru.

?Net commodity-importing countries in Latin America and the Caribbean include Costa Rica, the
Dominican Republic, El Salvador, Guatemala, Honduras, Mexico, Paraguay, and Uruguay.
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positions in the construction and service sectors would decrease the skill premium
(Gasparini et al. 2011). Under this hypothesis, we should see a decline in the share
of the labor force (and a deeper wage compression) in skill-intensive sectors rela-
tive to the rest. This fact, however, is not fully consistent with the fact that sectors
that in average demand more education grew comparatively more over this period,
in contradiction to the premise of a demand shift towards low-skill sectors (De la
Torre et al. 2014). Moreover, the implicit assumption that services in LAC are less
skill intensive than manufactures is not validated by the data (De la Torre et al.
2015a, b).

Another hypothesis includes skill-biased technological change (Acemoglu
1998; Esquivel and Rodriguez-Lopez 2003). This literature emphasizes that, in
developed countries, technological change (particularly automation) is comple-
mentary to high-education occupations, a substitute for middle-education occupa-
tions, and neither complementary nor a substitute for low-skilled occupations,
consistent with a U-shaped change in employment shares across skill levels in the
recent decades in the USA. However, in Latin American and Caribbean countries,
evidence suggests that employment shares remained fairly constant across skill
levels (Messina et al. in press; Silva et al. 2015). In a related strand of the literature,
Acemoglu (2003) and Feenstra and Hanson (1997) emphasize the role of outsourc-
ing in the USA, an issue that deserves further research in Latin America and the
Caribbean. However, there is some evidence that skill-biased technical change
may have actually reduced labor income distribution in LAC through a different
channel, i.e., by accelerating skill obsolescence in a way that more than offsets the
effects of work experience. The fact that in some LAC countries (e.g., Mexico and
Argentina) the wages of older workers fell relative to those of younger workers is
consistent with this hypothesis, although the relative impact of this effect on over-
all labor income distribution is yet to be ascertained (Campos et al. 2014; De La
Torre et al. 2015b).

Importantly, in high-income countries, labor demand shifts for skilled versus
unskilled workers are typically interpreted as emanating from firm-level changes,
that is, as evidence of skill-biased technological change associated with changes in
the organization of production (Autor 2007; Autor et al. 1998; Goldin and Katz
2007). However, in Latin America and the Caribbean—where business cycles are
much more pronounced and external shocks play a major role in explaining aggre-
gate demand behavior —demand-driven inequality may have a different, more mac-
roeconomic nature. External shocks in the region during the 2000s such as the
commodity boom had different effects on commodity-exporting countries (winners
from growing demand for commodities) than on commodity-importing countries
(losers from higher prices of commodities and import competition) (De la Torre
et al. 2015a). This divide between these two types of country groups is also reflected
in wage trends, with commodity-exporting countries experiencing faster growth in
average wages than commodity-importing countries (Fig. 7). Perhaps even more
importantly, labor income inequality fell in both sets of countries but for very differ-
ent reasons: In commodity exporters, this happened because both skilled and
unskilled earnings were rising, but the unskilled component was rising faster in
commodity importers, low-skilled workers’ earnings were rising, and the skilled
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Fig. 7 Wage growth by sector in commodity-boom and no-boom countries in Latin America and
the Caribbean, circa 2003-2013. Source: Based on SEDLAC. Notes: The graph plots the change in
the simple average wage across countries for each sector and skill level between 2002 and 2011.
Countries with commodity boom are Argentina, Brazil, Chile, Colombia, Ecuador, and Peru;
countries without commodity boom are Mexico, Peru, and Uruguay. Tradables sector includes
primary and manufacturing; non-tradable low-wage sector includes construction, hotels and res-
taurants, public administration, wholesale retail, and private households; non-tradable high-wage
sector includes all other services. Low skilled is up to incomplete secondary education and high
skilled completes secondary or more

workers’ earnings were falling (Fig. 7). This difference and its role behind the
unexpected decline in the labor income Gini throughout the region is a topic that
deserves further research.!”

Moreover, beyond the commodity boom and China’s economic rise in the 2000s,
other external shocks shifted demand in the 1990s in Latin America and the
Caribbean, including the important change in trade patterns due to trade liberaliza-
tion.!! Most trade models suggest that changes in output prices drive changes in
wage inequality. In fact, the links between product prices and factor returns are a
key element of general equilibrium trade models. Interest in these links was

"For a comprehensive discussion, see De la Torre et al. (2015a, b).

"'Tmportantly, other factors linked with globalization have been shown to contribute to inequality
trends. These include outsourcing (Acemoglu et al. 2015; Feenstra and Hanson 1997); exchange
rate movements (Verhoogen 2008); and the rise of China (Chiquiar and Ramos-Francia 2008;
Dussel Peters and Gallagher 2013).
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heightened by the “trade and wages” debate, where lower prices of unskilled
labor-intensive products were advanced as one explanation for the decline in the
relative wage of unskilled workers in advanced, skill-abundant countries (Silva and
Bastos 2008). The underlying argument was based on the Stolper-Samuelson
theorem, which implies that trade liberalization in countries where unskilled labor
is relatively scarce will lead to a fall in both the relative price of unskilled labor-
intensive imports and the relative return to unskilled labor, and therefore to an
increase in wage inequality as well (Falvey et al. 2010). In contrast, in countries
where unskilled labor is abundant, the theory would predict that liberalization
would lead to a fall in wage inequality.

Hence, these models are less fit to explain why while most trade liberalization
occurred in the 1990s,'? wage inequality was stagnant or rising in Latin America
and the Caribbean during that period (Goldberg and Pavcnik 2007). Moreover, in
this strand of the literature, the mechanism by which trade affects labor markets
(and thus wage inequality) is through reallocation between sectors, and shifts of
employment between sectors in Latin America and the Caribbean were limited in
the 2000s when inequality fell.'

Recent papers provide several intuitive theoretical mechanisms for such a relation-
ship. Specifically, Acemoglu (2003) presents a model whereby increased international
trade induces skill-biased technological change, and therefore trade opening can cause
arise in inequality. Moreover, Halliday et al. (2015) focus on a different factor—firm
heterogeneity —and present a trade model whereby variations in the relative price of
tradable goods can explain the decline in wage inequality."* Fully uncovering the
channels through which aggregate demand has affected income distribution in Latin
America and the Caribbean is an important topic for follow-up research.

4 Conclusion

This chapter has examined the main trends in labor income inequality in Latin
America and the Caribbean and discussed possible driving factors behind the
historical facts. It documented three main stylized facts:

2For example, (a) Mexico’s accession to the General Agreement on Tariffs and Trade (GATT)
(later the World Trade Organization [WTO]) in 1986 (Revenga 1997); and (b) Brazil’s trade liber-
alization from 1988 to 1995 (Gonzaga et al. 2006).

130n labor mobility costs across sectors, see Artuc et al. (2015), Hollweg et al. (2014), and the
references therein.

'4In addition to market forces that affect supply and demand of skilled and unskilled workers, insti-
tutional factors such as the minimum wage and unionization can also come into play. Barros et al.
(2010) argue that, in Brazil, minimum-wage policy played an important role in inequality reduction.
In a linked paper, Ferreira et al. (2014) find that although the minimum wage contributed significantly
to inequality reduction, factors such as the decrease in wage gaps between urban and rural residents,
formal and informal workers, and men and women (which could have also been influenced by the
minimum-wage policy indirectly) were also key. Papers on the role of unionization in Latin America
and the Caribbean are rarer. An important exception is Gasparini and Cruces (2010), which argues
that, in Argentina, empowerment of unions contributed to wage compression within firms.
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e After decades of growing or stagnant inequality, household income inequality
throughout the region fell substantially during the 2000s, a remarkable break
from the upward trajectory of household income inequality during the 1980s
and 1990s.

e Such trends in household income inequality were driven predominantly by the
behavior of Latin American labor markets.

e The reduction in labor income inequality was, in turn, largely driven by changes
in the skill premium (as measured by the wage returns to tertiary versus primary
education), which again followed a path that broadly mirrored—over the entire
period —that of labor income inequality.

The chapter also presented evidence that the region’s rising inequality of labor
market earnings in the 1990s and falling inequality in the 2000s cannot be explained
solely by supply-side factors such as the increasing number of more educated work-
ers. Providing evidence in this direction is the region’s experience during the 1990s
and early 2000s, when household and labor income distribution worsened but the
rates of increase in the supply of education were very similar (and even higher) than
during the boom years (2003-2011), when income inequality declined. The decline
in the quality of supply (lower quality of tertiary education among new entrants to
the labor force) and faster skill obsolescence due to changes in demand provide
complementary explanations, but there is relatively little evidence on these factors.

In search of an explanation for the reversal in inequality trends, this chapter
suggests that more research is needed but that we are not completely in the dark.
It argues that supply-only stories are not sufficient to explain the skill premium
trajectory and that demand seems to have played a significant role (not least
because it can be one of the common factors behind the unexpected decline in the
labor income Gini throughout the region). Fully uncovering the channels through
which demand operated is, however, a difficult task and an important topic for
follow-up research.
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