PLEASE DO NOT CIRCULATE
Project Document for the 
Regional Report UNDP- LAC 2008/2009

“Human Development and the inter-generational transmission of inequality”

Luis Felipe López Calva (RBLAC-UNDP) and Isidro Soloaga (El Colegio de México) 

This version, June 10 2008
Objectives


The Human Development Regional Report for LAC (hereafter the “Report”) has the following objectives: (a) to document current trends in inequality in LAC countries; (b) to incorporate inequality issues into HDI measures; (c) to estimate the determinants of the inter-generational transmission of inequality; (d) to identify the most important binding constraints in education, health and labor markets participation for breaking with the intergenerational transmission of inequality, and (e) to link LAC countries´ extreme inequality to main political economy outcomes. 
This Report intends to build upon previous studies and, after documenting recent developments of inequality in LAC countries, make progress toward our understanding of two main issues: 

a) the mechanisms by which inequality is inter-generationaly transmitted and equality of opportunity in enhanced,

b) the mapping between LAC countries´ extreme inequality and the region’s economic policy design and economic policy outcomes.
In particular, the report will focus on the less researched area of identifying the most important binding constraints in education, health and labor markets for breaking with the intergenerational transmission of inequality and for enhancing the equality of opportunity.
Main Research Questions

The Report will deepen our knowledge and understanding of the established fact of a high and persistent level of inequality in LAC countries. To achieve these goals, the Report will first document recent developments of inequality in LAC countries, will develop an inequality-sensitive HDI, and will address, within a Human Development Approach the following questions:
1) What are the main determinants for the inter-generational transmission of inequality?
2) Which are the main determinants for the enhancement of the equality of opportunity in LAC countries?
3) Can we identify the main binding constraints that impede the poor to accumulate human capital (e.g., education and health) and use this knowledge to derive policy implications?
4) Is there a mapping between LAC countries´ extreme inequality and the region’s economic policy design and economic policy outcomes?
Methodological Approach
1) Current trends in inequality in LAC countries. This section of the Report will document current inequality trends in education, health and income in LAC countries. It  
will include the following sections:
1.1 Income inequality since the 1990s
1.2 Labor and non labor income inequality
1.3 Regional inequality and LAC in world perspective
1.4 Inequality in education
1.5 Inequality in health
1.6 Inequality in infrastructure and services

1.7 Group-based inequalities: gender

1.8 Group-based inequalities: ethnicity

1.9 Group-based inequalities: race

2) Current inequality dynamics in LAC countries. 
This section of the Report will show the importance of human capital in the transmission of inequality, including the analysis of income, occupation, and education mobility, as well as of chronic poverty and polarization.
2.1 The issues. The actual mobility observed in a society is the result of both the arrival of opportunity (stochastic technical change, alternations in policy, etc.) and the relative incentives to seize those opportunities (Genicot and Ray, 2008). This section will review different concepts of mobility and will provide research on the study its determinants. In particular, on people’s ability to seize a new opportunity when it presents itself (e.g., through migration, schooling investment, occupational change, or technology adoption) and on determining in which way individual's incentives to seize an opportunity depend on her relative position in the distribution.
2.2 Intra-generational mobility.  Fields et al. (2007). 
2.3 Inter-generational mobility. Behrman et al. (2001), IADB (2007) Solon (2004) 
2.4 Chronic poverty. 
2.5 Polarization Cruces & Gasparini (2008)
2.6 An inequality-sensitive Human Development Index (Foster, López Calva & Szekely, 2003)
3) Which are the main determinants for the enhancement of the equality of opportunity in LAC countries?
3.1 The issue. Although the level of economic development of a country is measured in general by its per capita income, several authors have expressed concerns that this is an imperfect proxy for human capacities or the standard of living. For instance, Amartya Sen´s approach for the evaluation of individual welfare and social states, assesses people’s welfare in terms of their functioning’s and capabilities, which are defined as an individual’s actual and potential activities and states of being, respectively. Other authors have challenge also the notion of income per capita from the point of view that economic development should be measure by the extent to which a society equalizes opportunities. (World Bank, 2008), (Paes de Barro and Carvalho, 2007) (Roemer—2006, World Development Report—2006, ). 
The Report will build on the findings from the above reviewed literature and extend the analysis in order to have a greater understanding of the determinants of the conditionings. Furthermore, the Report will structure those determinants in a framework that takes into account the binding restrictions for breaking with the intergenerational transmission of inequality. To the best of our understanding these issues have not yet been addressed within this conceptual framework in applied work. It will thus be part of the Report to develop such a framework to do the empirical work on these matters.
3.2 Inequality of life chances. This part of the Report will concentrate the analysis on the concept of inequality of life chances and measure it via two indices of social immobility derived from the Theil and Gini indices of inequality and via the concept of a social immobility curve. The section will also look at equality of opportunity. A distinction will be made between various kinds of equality of opportunity, the analysis being always based on the comparison of the distribution of (children's) incomes for various educational or income  levels of the fathers (various types or circumstances). The main tool of analysis will be the concepts of first and second order stochastic dominance. For the overall comparison of regions or countries, use will be made of the concept of sequential stochastic dominance.  The paper will use the Latinobarómetro survey which provides information for several LAC countries on the educational levels of both "father" and "children", on the occupation of the "child" and on the income class (on a scale from 1 to 10) to which the "child" thinks he belongs and on that to which he thinks his father belonged. This survey provides also information on the ownership of durable goods that will proxy the economic wealth of the families.

3.3 Disentangling the impact of abilities and family background on inequality. This section will develop a structural model of income inequality that explicitly considers the direct and indirect mechanisms by which parents’ human capital and individual’s abilities affect both schooling decisions and labor market outcomes. The model will be useful to analyze the relative role of inherited individual’s characteristics (circumstances) and endogenous decision (opportunities) in explaining income inequality, using rich data from Chile. The structural model of income inequality will explicitly consider the direct and indirect mechanisms by which parents’ human capital and individual’s abilities affect both schooling decisions and labor market outcomes, and consequently, income distribution. The  empirical implementation will assess to what extent the high inequality in labor market outcomes in Chile is due to (i) unequal opportunities that individual inherit from their parents (parents’ human capital and family background), (ii) early developmental conditions (abilities), and (iii) heterogeneity in schooling investments and their return.

Thus, the empirical model explicitly will consider both schooling decisions and labor market outcomes as endogenously determined, as well as unobserved heterogeneity. These elements represent a significant departure from the previous literature, since schooling decisions and labor market outcomes are likely affected by the same unobserved components. Furthermore, following recent econometric advances, this section will use a methodology that allows linking these unobserved components to cognitive and non-cognitive abilities (Heckman, et al. (2006); Urzua (2008)). The distribution of these latent abilities will be extracted by estimating educational production functions that link test scores to observable characteristics and to unobservable cognitive and non-cognitive factors.
Importantly, since identifying the main binding constraints is one of the main focus of this Report, this part will incorporate explicitly supply-side factors into the analysis to explain individuals’ schooling decisions. This will be done by incorporating proxy variables of primary and secondary schooling accessibility and college proximity into the schooling decision model. The controls will be: (i) the number of primary schools per children at the local level (municipalities) before 1999; (ii) the number of secondary schools per children at the local level before 1999; and (iii) the number of post-secondary institutions per person at the local level before 1999. This will capture different schooling costs (rural vs. urban). 
3.4 Contrasting the equality of opportunity and the human development approaches. Since the Human Development approach for the breaking of the intergenerational transmission of inequality differs from that of the Equality of Opportunity approach, this section of the Report will discuss and contrast these two approaches.

4. - Identifying the binding constraints and the policy recommendations for breaking with the intergenerational transmission of inequality.
4a. The issues. A recent paper by Devarajan and Kambur
 sketched a framework for thinking about the policy challenge of scaling up small scale interventions that address poverty reduction successfully. Central in their approach is the identification of the roots of poverty: poor people are poor because markets fail them, and governments fail them. For instance, market failures in the capital markets prevent poor people from getting adequate education. Often, when governments step in to “correct” the problem it introduces its own problems, such as capture of the public resources by the non-poor, or the inability to monitor service providers, which leave the poor still poor. 
Binding constraints for breaking the intergenerational transmission of inequality have been also found in the use of public services--including health, water and sanitation, and credit markets.
This section 4 of the Report will develop a framework for the analysis of these and other issues and will also identify plausible applications that would elicit policy recommendations.
4b. A conceptual framework. In the context of the literature on economic growth, Hausmann et al., 2005 (HRV hereafter) indicated that the performance of policy reforms that are potentially growth-promoting is heavily dependent on circumstances: policies that work wonders in some places may have weak, unintended, or negative effects in others. In this context, good policy recommendations would come only after we develop a better understanding of how the binding constraints on economic activity differ from setting to setting. Crucial in turning general principles into operational policies is the knowledge of local specificities. Moreover, since there always are administrative and political limitations, policy recommendations should include a sense of priorities
. The methodology proposed by HRV is to go sequentially in locating the distortion(s) with the largest potential impact on economic growth. In this way, after a few steps, the binding constraints are identified--see figure 1 in HRV for a decision tree that conceptualizes this methodology, in a way that enables the design of remedies that are as closely targeted as possible.
In this chapter we will first translate HRV´s methodology—designed to economic growth diagnostics-- to the analysis of the determinants of poor people’s education, health and labor income outcomes. For instance, what keeps schooling at relatively low levels in poor people (compared to better-off people)? Is it because poor families demand less education? Or is it because there are no school facilities available for these families?  If it is the first case (low demand by poor families), is it because returns to schoolings are inadequate? Or rather the cause is credit constraints that make poor families unable to make the investment? And so on. Clearly, policy recommendations will be totally different for the case of a demand-side binding constraint than in one where the binding constraint is on the supply-side. For instance, very little in terms of schooling will be gained by building more schools, if low schoolings levels in poor people is due to perceived low returns to human capital or to credit constraints.
This Chapter will lay out a conceptual framework that will link the observed problem that favors the intergenerational transmission of inequality (low schooling, high child mortality rates, etc.) to plausible “binding constraints”. In turn, these “binding constraints” will be mapped to the nature of the evidence needed to make the assessments, as well as the empirical implementation of econometric models to elicit information. Candidates for the latter are the concentration index approach as well as education and health production functions
.
4c . Concentration Index approach: health and cognitive abilities
. A way to study the binding constraints that affect the accumulation of health capital is to study inequalities in health using some type of decomposition analysis (Mayer Foulkes and Larrea, 2005), Wagstaff and van Doorslaer (2000b) (WV) 

4.c.1  Binding constraints on the demand side. Our main dependent variable is an index for Health Service Use. An additional dependent variable that can be considered for its own interest and for comparison is child height for age z score.

4.c.2 Binding constraints on the supply side. Amongst the variables we can consider as determinants of supply are the means of the indices mentioned above, by geographic locations for which the survey is representative, as well as average local literacy and assistance to primary, secondary and higher schooling. 

4d..Education and health production functions approach. Another way to elicit which are the main binding constraints that affect the accumulation of health and schooling will be to estimate education and health reduce-form households’ demand and production functions.  For the case of cognitive achievement, Todd and Wolpin (2003) develop a general conceptual framework for estimating the relationship between achievement outcomes and family and schooling inputs and consider how to implement that framework under different kinds of data limitations
. Although less formally, Schultz (2004) discusses similar issues for the case of health economics. Glewwe et al. (2005), develop a common approach to estimate education and health production functions in a series of LAC countries.
4.d.1 Education production functions. Glewwe and Kramer’s (2005). This Report will identify suitable data sets in LAC countries where education production functions could be estimated. We expect to commission at least 5 country-case studies.
4.d.2 Infant health production functions. Grossman (2004) and Schultz (2004).
4.d.2.1 Health production and household behavior. The health production function (HPF) is a conceptual framework which allows us to estimate demand and supply factors affecting infant health outcomes. The basic assumption is that health and infant health in particular is produced at the level of each individual and that there is a production technology by which health inputs are combined to produce health outputs in the context of the household.
4.d.2.2 Estimating the determinants of health outcomes.  Rosenzweig and Schultz (1983) Empirical attempts to estimate the determinants of child health rely mainly in three models:

Structural models. In structural specification effort is made to distinguish between direct (or immediate) and indirect (or underlying) determinants of health within the HPF. 

Reduced-form models  In these models the biological-HPF is of no interest, and health outcomes are directly linked to the vectors of underlying determinants Xh and Xc, child characteristics Xi, and the vectors of prices and incomes. 

4.d.2.3 Issues of specification and data availability. Granted this advantage, estimating health production functions is not without serious problems of i) specification (Rosenzweig and Schultz, 1983), ii) availability and quality of instrumental variables –the policy variables themselves- (Schultz, 2004), and iii) the qualitative nature of some of the health input variables (Delajara, Bertranou, and Amiune, 2007).

For the problems (i) and (iii) there are known solutions, fortunately. It is problem (ii) the most difficult to solve in the context of developing countries. Although many countries now have regular household surveys which provide information on important instruments measured at the household level - such as parental education and employment status, family income, household infrastructure, and access to health insurance,  data on instruments measured at the community level are still unavailable in many countries; sub-national statistics on relevant prices, socio-economic conditions, and health service provision are still scarce.

4.d.2.4 Infant health and intergenerational mobility in LAC. There are very few examples of studies that aim to estimate infant health production in LAC. We seek to estimate the production function of infant health outcomes that play an important role in the subsequent acquisition of human capital and thus determine the long-run educational and social achievements of children; prominent among these early child health outcomes are birth-weight and height-for-age. 

4.d.2.5 LAC data. We have identified seven Latin American countries for which we could estimate infant health production functions using comparable household data. These are last rounds of the DHS for Bolivia (2003), Colombia (2005), Dominican Republic (2002), Haiti (2000), Honduras (2005), Nicaragua (2001), and Peru (2000). Thus, comparable measures of health output, health inputs, and household level instrumental variables are available for all these countries.

Regarding aggregate level instruments, we have a limited set of comparable data for all these countries, except Haiti, from national health statistics; and an expanded set of comparable aggregate data for Bolivia, Nicaragua, and Peru from the same source.

4.d.3 Education quantity vs. education quantity. A well-known stylized fact is that while Latin America has made great progress in terms of improving educational quantity (measured for instance in terms of enrollment rates), progress in reaching adequate quality (measured for instance by standardized international tests) seems to be distinctly lacking (Vegas and Petrow, 2007). In turn,  Urquiola and Calderon (2006) rely on arguably comparable household survey data to provide comparative evidence on:  i) how effective different countries’ educational systems are at getting children into school, and ii) how successful they are in terms of turning this contact there into years of schooling. This section will complement previous research by incorporating education quality into the analysis. Using data from testing programs for countries in the region, the paper will make an assessment on how educational quality maps into quantity-related performance.

5) What political economy issues are explained by LACs’ extreme inequality levels?


A recent World Bank study inquired into the historical roots of inequality in LAC
. The main conclusion from this study is that the causes and determinants of high and persistent inequality in LAC have their origin in the early period of colonization and the subsequent evolution of interactions among economic, political and socio-cultural factors. Moreover, the study stresses that institutions in LAC countries were shaped largely by the factor endowment the Europeans found in Central and South America, rather than the nature of the colonial powers themselves. The study also considers some of the political and socio-cultural mechanisms through which states in the region were controlled by elites, failing to meet the needs of the poor or other specific groups, finding two main types of explanations. First, the macro institutional factors, which are the ways in which subordinate groups have been incorporated into local and national polities, with a predominance of vertical forms of political connection through personal, clientelistic, and corporatist structures (in contrast to the more horizontal alliances found in Europe, for instance). Second, socio-cultural processes tend to result in practices, dispositions, and attitudes on the part of both the dominant and subordinate groups that generate unequal relationships that complement inequalities in economic and political structures.


The Report will seek to review these issues from a political science and a sociological point of view. We see that causality goes both ways between inequality levels and a given policy outcome: inequality determines the political economy, the political economy determines inequality. Aiming at improving our understanding on how important are political economy issues and in the way they operate to foster inequality in LAC, we plan to address this question mostly in one direction: given current inequality levels in LAC, What economic policy and economic outcome shall we expect?. 
Outline
Human Development and the inter-generational transmission of inequality

1.-Introduction Luis Felipe López Calva & Isidro Soloaga
This section will address general issues on inequality, including:

a) Different approaches to the topic (UNDP, WB, IADB, Political Economy, etc.).

b) The need to focus new research on the inter-generational transmission of inequality.

c) The need to link inequality issues to the functioning of the government, markets, and civil society.

d) The usefulness of identifying main binding constraints for breaking the intergenerational transmission of inequality to derive policy implications.

2.-Dimensions of Inequality James Foster, Luis Felipe López Calva & Isidro Soloaga 

This section will address with some detail the different approaches for the study of inequality.
2.1 Non Human-Development Approach Isidro Soloaga


2.1.1 Income & Consumption Inequality



2.1.2 Income dynamics

2.1.2 Inequality of Opportunities



2.1.3 Inequality in the political arena


2.1.4 _____


2.2 Human-Development Approach Luis Felipe López Calva

2.3 Inequality-Sensitive Human Development Index James Foster
3.-Recent developments on Inequality in LAC countries Guillermo Cruces(GC), James Foster (JF), and Leonardo Gasparini (LG)

This Chapter will summarize information for Latin America on many dimensions of inequality. It will be highlighted here some of the main features of inequality in the region in order to help readers understand the level, structure, and trends related to this phenomenon.
3.1 Income inequality since the 1990s GC & LG
3.2 Labor and non labor income inequality GC & LG
3.3 Regional inequality and LAC in world perspective GC & LG
3.4 Inequality in education GC & LG
3.5 Inequality in health GC & LG
3.6 Inequality in infrastructure and services GC & LG
3.7 Group-based inequalities: gender GC & LG
3.8 Group-based inequalities: ethnicity GC & LG
3.9 Group-based inequalities: race GC & LG
3.10 Inequality Sensitive HDI. JF

4.3 Chronic poverty
This sub-chapter will review current concepts of chronic poverty and will review the evidence of the importance of chronic poverty in LAC countries.
 Chronic poverty—or persistent impoverishment-- is not only a symptom of past deprivation, it is also the cause of future destitution of persistency of inequality.

For this Report, the distinguishing feature of chronic poverty is extended duration in absolute poverty. Therefore, chronically poor people always, or usually, live below a  poverty line, which is normally defined in terms of a money indicator (e.g. consumption, income, etc.), but could also be defined in terms  of wider or subjective aspects of deprivation. This is different   from the transitorily poor, who move in and out of poverty, or only occasionally fall below. Chronic poverty can be also defined as that poverty experienced by individuals and households for extended periods of time or throughout their entire lives
.  Sections of this sub-chapter include:

4.3.1 The concept of chronic poverty and its relationship with inequality issues.
4.3.2 Available estimates for LAC and non-LAC developing countries.
5.-Income, education and occupational dynamics Dante Contreras, Gary Fields, Garance Genicot, Hugo Ñopo, Debraj Ray, Florencia Torche,.
An important concept related to inequality is that of mobility (e.g., income, education, or occupation mobility). This Chapter will firstly summarize definitions and measures of income dynamics, and will review the available evidence for LAC countries on intra-generational income mobility. Secondly, following a strand of the sociologic literature that studies education and occupational intergenerational dynamics, the Chapter will include explicitly the sociological view of intergenerational mobility, in particular that referred to education levels and occupations, and will relate this approach to that of economics. Finally, this Chapter will also consider that aspect of mobility determined by individuals´ ability to seize new opportunities when they present themselves (e.g., through migration, schooling investment, occupational change, or technology adoption) and the determinants of this ability (e.g., relative position in the income distribution).

5.1.- Intra-generational Mobility 


5.1.1.- Mobility (in general) Gary Fields


5.1.2.- Group Mobility



5.1.2.1.- Exogenous (gender, ethnicity)

5.1.2.2.- Endogenous (location, sector of occupation)


5.2 Pseudo panel Hugo Ñopo

5.3 Intergeneracional Florencia Torche & Dante Contreras


5.3.1 Review of sociological approaches


5.3.2 Occupational 


5.3.3 Socioeconomic status
5.3.3 Sociology’s and Economics point of view on the transmission of inequality: a comparative analysis.
5.3.4 Empirical evidence for LAC countries.
5.3.5 An application to the case of Chile Dante Contreras

5.4 New opportunities  Debraj Ray and Garance Genicot

5.4.1 Accessibility to new opportunities and its determinants
6.-Inequality of opportunities approach Jeremie Gignoux Joseph Gaush, Julio Guzman, Jacques Silber & Sergio Urzúa
6.1 1 Educational expansion and equality of earnings opportunities. Jeremie Gignoux
6.1.2 Application to the case of Brazil, 
6.1.3 Application to the case of Colombia
6.1.4 Application to the case of Ecuador. 

6.1.5 Application to the case of Panamá, 
6.2 Inequality of life chances. Applications to several LAC countries Jacques Silber-Joseph Gaush
6.3 Inequality of opportunity controlling for ability. An application to the case of Chile Julio Guzman & Sergio Urzúa 

7.-Concentration Index approach: health and cognitives abilities David Mayer Foulkes

7.1 1 Health Concentration Index 

7.1.2 Application to the case of Bolivia

7.1.3 Application to the case of Brazil


7.1.4 Application to the case of Guatemala


7.1.5 Application to the case of Peru


7.2.1 Cognitives abilities Concentration Index

7.2.1 Application to the case of Mexico 
8.-Identifying the most important binding constraints in poor households´ health, education and labor markets participation for breaking with the intergenerational transmission of inequality: 

8.1 A framework for the analysis of binding constraints Ravi Kanbur

8.1 Education production functions (review articles by Miguel Urquiola and by Isidro Soloaga)
Note: These ongoing review articles are taking stock of the wealth of work done on education production functions aiming at proposing a common approach to be applied in several LAC countries. It is expected that at least five papers are going to be commissioned to elicit policy implications using this approach.

8.2 Health (review article by Marcelo Delajara)
Note: This ongoing review article is taking stock of the wealth of work done on health production functions and aims at proposing a common approach to be applied in several LAC countries. A pilot study for child health for the case of Bolivia is currently ongoing. This pilot study seeks to assess the feasibility of applying this health production function approach to data available in LAC countries. If deemed useful for the purpose of this Report, it is expected that at leas five papers are going to be commissioned to elicit policy implications using this approach.
8.3 Labor Market participation

9. Political economy issues derived from the relatively high inequality levels of LAC countries.

9.1 Review of what is already known


9.2 Is there a particular type of economic policies that could be attributable to high inequality levels?.
10. Review of findings  Marcelo Delajara, Luis Felipe López Calva, David Mayer Foulkes & Isidro Soloaga
 
10.1-Findings: binding constraints in education 

10.2-Findings: binding constraints in health 

 
10.3-Findings: binding constraints in labor market participation policies.


10.4-Findings: the importance of sex and ethnicity as cross-cutting issues.

10.5-Findings: binding constraints in the political economy


11.- Discussion and policy recommendations. Luis Felipe López Calva & Isidro Soloaga 
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