Pover t y Brief
October
2015

Mobilizing critical research for
preventing and eradicating poverty
THE EXPLANATORY POWER OF THE
WELFARE STATE DEVELOPMENT ON
POVERTY AND INEQUALITY IN LATIN
AMERICA AND THE CARIBBEAN
Gibrán Cruz-Martínez

© Photo: Colourbox

Introduction

This brief argues that:
•

Poverty and inequality in Latin America and the
Caribbean have declined steadily and are now
at one of the lowest levels ever recorded.

•

However, there are still millions of adults
and children suffering from single or
multiple deprivations, and the region
remains the most unequal in the world.

•

The development of social welfare programs
and institutions can be an effective way
of combating poverty in the region.

•

Unfortunately, the actual scope of social
investments is not yet at a sufficient
level to promote significant reductions
in income inequality in the region.

Scholars confirmed decades ago the role that the welfare
state (WS) plays in reducing poverty and ensuring the
common well-being (Esping-Andersen, 1990; Mishra, 1989).
Barr (2012: 12) goes further by considering poverty reduction
to be one of the top 10 goals of the WS and, together with
redistribution, one of the two main goals of government.
“Welfare effort (social spending as a percentage of
GDP) has conventionally been the preferred measure for
comparisons in space and time of the level of development
[between] welfare states” (Olaskoaga et al., 2013). Poverty
is usually quantified using relative or absolute income
poverty lines. Taking this into account, Caminada et
al. (2012) and Kenworthy (1999), among other scholars,
have shown the explanatory power of social spending on
the reduction of income poverty. The question must be
asked, however, whether income poverty lines and social
spending are the ideal indicators to measure poverty and
WS development. What about non-monetary deprivations
faced by individuals in poverty?
The purpose of this brief is to examine the explanatory
power and significance of WS development on singledimension deprivation and income inequality in Latin
America and the Caribbean (LAC), before and after
controlling for demographic and cyclical factors. A
pooled time series cross-section regression analysis
of 18 countries1 at three points in time was executed.
Rather than operationalize the WS only by its social
spending dimension, this brief will take into account its
multidimensional nature by considering coverage and
outcomes as complementary dimensions.

Quantifying the variables:
welfare state development,
poverty and inequality
The term ‘WS development’ refers to the progress and
institutionalization of welfare programs that address the
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social risks of the population in order to assure a common
well-being. The WS in LAC could be best described as
an emerging WS (Huber & Stephens, 2012), meaning
that the welfare programs and institutions are not yet as
developed as their counterparts in Europe. In general, the
state guarantees a basic minimum of social protection, but
in many cases the protection is limited, targeted and not
perceived as an entitlement.
We must begin to conceptualize the WS as a
multidimensional variable. Using just social spending
indicators is subject to criticism because of the over-riding
importance given to this one dimension. A measure
that seeks to reflect the level of development among the
emerging/developmental WS in LAC can be constructed
(see Cruz-Martínez, 2014). Using principal component
analysis, eight indicators were reduced to three individual
welfare indexes. These indexes represent three of the key
dimensions of the WS: spending, coverage of welfare
programs and outcomes of the interventions of welfare
institutions. Through an arithmetic mean2 each individual
index was assigned the same weight in the construction
of the multidimensional welfare index (MWI). The
composite nature of this multidimensional welfare index
rendered comparative analysis of the WS development in
18 Latin American and Caribbean countries possible. Data
availability allowed us to calculate the MWI for the years
2000, 2005 and 2010.
Is poverty a multidimensional variable as well? There
are plenty of definitions of poverty, but the important
question is how to measure it. It is on this issue that the
differences between supporters of the monetary and
the capability approaches begin to become evident. The
same happens between those who perceive poverty
as a relative or an absolute problem. Advocates of the
monetary approach conceptualize poverty as income
or consumption below a set monetary value, usually
represented by a poverty line. International organizations
such as the World Bank and the Economic Commission for
Latin America and the Caribbean use monetary thresholds
as the main indicator to measure poverty. However,
overcoming poverty is more than exceeding an income
poverty line. Individuals in poverty suffer from multiple
deprivations, so the poverty rates based on income
poverty lines do not present the whole picture of poverty.
Income poverty is just one of the multiple deprivations a
poor individual confronts.
In contrast, the capability approach conceptualizes
poverty as the deprivation of basic capabilities (Sen,
1999; Nussbaum, 2000). Individual deprivation hampers
the process of transforming the valuable functioning
of resources/goods into capabilities. According to this
approach, an individual who is not able to do and be what
he or she values is considered to be in poverty.
In this brief we use three indicators of deprivation
experienced by individuals in poverty: income deprivation
(ratio of population with an income below the cost of
the national basic basket of goods and services; P1),
undernourishment (ratio of population with food

inadequacy3; P2) and deprivation of hydration and hygiene
facilities (ratio of population without access to improved
water sources or sanitation facilities; P3). In addition, two
indicators of income inequality are considered: the ratio
of population with an income below 50% of the median
income per capita (In1) and the Gini index4 (In2). The OECD
and the European Union have consistently used this last
indicator as a relative poverty indicator, despite the fact
that this indicator measures income distribution rather
than deprivation or lack of material goods. Because income
inequality refers to the unequal distribution of income
among different groups in a population, In2 is considered
to be an income inequality indicator.

Results and Discussion

In order to examine the explanatory power of WS
development on the levels of poverty and inequality in
the region, a pooled time series cross-section regression
analysis was carried out between the MWI and five
indicators of individual deprivations and income
inequality5. Focusing only on the bivariate relationship
between the MWI and each of the five explanatory
variables, without controlling for other relevant variables,
may produce biased results and conclusions. Three
indicators were therefore included in the model in order
to control for demographic and cyclical effects: the
percentage of elderly population, the unemployment
rate and the gross domestic product per capita (GDPpc).
According to the OECD (2008), Cantillon et al. (2003) and
many other scholars, these three indicators appear to be
the most relevant control variables in a cross-country
analysis. The period considered in this analysis is the first
decade of the 21st century. There is no sufficient data to
calculate the MWI on a yearly basis, but the composite
indicator was constructed for three years during this
period: 2000, 2005 and 2010. The dependent and control
variables also refer to these three years.
The pooled data results of MWI and five deprivation/
inequality indicators for the 18 cases in 2000, 2005 and 2010
appear at first glance to confirm the negative relationship
between poverty and the MWI, as well as the null
relationship between income inequality and the MWI.
In other words, countries with higher combinations of
social spending, coverage of welfare programs, and better
outcomes of welfare institutions appear to have lower
levels of deprivation, but not necessarily lower levels of
income inequality.
After taking a closer look at the results of the regression
analysis, it was possible to confirm that the MWI indeed
appears to have some explanatory power on poverty
(P1, P2 and P3) as well as on one of the two indicators of
income inequality (In1). Now, what if we controlled for
demographic and cyclical factors that may independently
affect the levels of poverty and income inequality? After
including controls in the model, the MWI continued to
exhibit explanatory powers for poverty, but not for income
inequality (In1 or In2). However, it is important to note
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that the explanatory power of the MWI declined after
including demographic and cyclical controls.
What is the importance of knowing the explanatory
powers of the MWI on poverty and income inequality?
Thanks to the analysis of the regression model and the
respective regression coefficients it is possible to estimate
the effect that increasing the MWI by one unit would have
on poverty and income inequality6. For approximately
each 0.1 unit increase in the MWI we can expect a 3.4%
reduction of income deprivations, a 3% reduction of
undernourishment and a 1.4% reduction of hydration and
hygiene facilities deprivation, while holding the three
control factors constant.
Gross Domestic Product per capita (GDPpc) is the other
variable showing a statistically significant relationship
with the 3 indicators of individual deprivation and the
ratio of population below 50% of the median income per
capita. However, after analysing the regression coefficients
we can confirm that the significance of the GDPpc in the
model is not accompanied by a substantial explanatory
power on poverty and income inequality. For example,
after holding the MWI and the other two controls constant,
an increase of one dollar in the GDPpc of the region would
reduce income deprivation (P1) by approximately 0.002%,
the level of undernourishment (P2) by approximately
0.0009%, the deprivation of hydration and hygiene facilities
(P3) by approximately 0.001%, and the ratio of population
with an income below 50% of the median income per
capita (In1) by approximately 0.0004%.
Although the explanatory power of GDPpc on poverty
and income inequality is statistically significant, the
change/estimated effect it would have on the dependent
variables is not very relevant. It would be necessary to
increase the GDPpc by about $ 1000 dollars in order to
expect a 0.4% reduction in In1 and a 0.9% reduction in P2,
and it would be necessary to increase the GDPpc by $ 100
dollars in order to expect a 20 basis points change in P1
(-0.2%) and a 10 basis points change in P3 (-0.1).

Conclusion

Poverty and inequality levels in LAC have declined
steadily for almost a decade and a half, and are at one of
the lowest levels ever recorded. Nevertheless, there are
still millions of adults and children in the region suffering
from single or multiple deprivations (ECLAC & UNICEF,

2010) and the region continues to be the most unequal
region of the world (Tsounta & Osueke, 2014). Thus,
reducing poverty and inequality remains an imperative in
the Latin American and Caribbean region.
Poverty and inequality have many dimensions and
determinants, but the results shown in this brief suggest
that the development of social welfare programs and
institutions seems to be an effective way of tackling
poverty in LAC. On the other hand, the WS development
did not appear to be effective in reducing income
inequality. The WS as an institution tends to promote
equality of opportunities, but this was not the case for
LAC in the first decade of the XXI century. This does not
mean that the institutionalization and development of the
WS is not a solution for income inequality, but it shows
that the actual scope, programs, infrastructures, coverage
and social investments are not yet enough to promote
significant income inequality reductions.
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