CUADERND(ES
ECONOMIA

ISSN 0121-4772

UNIVERSIDAD

NACIONAL

DE COLOMBIA

Facultad de Ciencias Econémicas
Escuela de Economia
Sede Bogotd




Esta obra esta bajo una Licencia Creative Commons Atribucién-NoCometcial-SinDerivadas 2.5
Colombia.

Usted es libre de:
Compartir - copiat, distribuit, ejecutar y comunicar publicamente la obra

Bajo las condiciones siguientes:
* Atribucion — Debe reconocer los créditos de la obra de la manera especificada por el autor o el
licenciante. Si utiliza parte o la totalidad de esta investigacion tiene que especificar la fuente.
* No Comercial — No puede utilizar esta obra para fines comerciales.
* Sin Obras Derivadas — No se puede alterar, transformar o generar una obra derivada a partir
de esta obra.

Los derechos derivados de usos legitimos u otras limitaciones reconocidas por la ley no se ven
afectados por lo anterior.

El contenido de los articulos y reseflas publicadas es responsabilidad de los autores y no refleja el punto
de vista u opinién de la Escuela de Economia de la Facultad de Ciencias Econémicas o de la Universidad
Nacional de Colombia.

The content of all published articles and reviews does not reflect the official opinion of the Faculty of Economic Sciences at the
School of Economics, or those of the Universidad Nacional de Colombia. Responsibility for the information and views expressed
in the articles and reviews lies entirely with the anthor(s).




ARTICULO

THE RISE OF THE MIDDLE CLASS IN
ECUADOR DURING THE OIL BOOM

Ivan Gachet
Diego F. Grijalva
Pail Ponce
Damian Rodriguez

Gachet, L., Grijalva, D., Ponce, P., & Rodriguez, D. (2017). The rise of the middle
class in Ecuador during the oil boom. Cuadernos de Economia, 36(72), 327-352.

In this paper we analyse the evolution of the middle class in Ecuador during the
commodities boom (2005-2015). Using the definition of middle class proposed by
Lépez-Calva and Ortiz-Juarez (2014), we document an impressive rise of the mid-
dle class, which doubled in this period and peaked at 37.4% of the population in
2015. We show that both economic growth and inequality reduction have played an
important role in this social change, although growth is responsible for over three-
quarters thereof. Based on an analysis of the macroeconomic and labour conditions
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associated with the evolution of the middle class, we argue that the recent slow-
down in growth and in inequality reduction following the end of the commodities
boom poses a risk for the size of the middle class, which represents a serious chal-
lenge for policy makers.

Keywords: Ecuador, middle class, inequality, commodities boom.
JEL: D31, 132, O1.

Gachet, L., Grijalva, D., Ponce, P., & Rodriguez, D. (2017). El crecimiento de
la clase media en Ecuador durante el boom petrolero. Cuadernos de Econo-
mia, 36(72), 327-352.

En este articulo analizamos la evolucién de la clase media en Ecuador durante el
boom de los commodities (2005-2015). Utilizando la definicidén de clase media
propuesta por Lépez-Calva y Ortiz-Judrez (2014) documentamos el gran creci-
miento de la clase media, la cual se ha duplicado durante este periodo llegando a un
pico de 37,4% de la poblacién en 2015. Mostramos que tanto el crecimiento eco-
némico como la reduccién de la desigualdad han cumplido un papel importante en
esta dindmica, si bien el crecimiento es responsable de mas de 3/4 del incremento
de la clase media. Basandonos en un andlisis de las condiciones macroecondémicas
y del mercado laboral, argumentamos que la ralentizacién del crecimiento y de la
reduccion de la desigualdad ocurridas luego del final del boom de los commodities
presenta un riesgo para el tamafio de la clase media, lo que constituye un serio reto
para los hacedores de politica.

Palabras clave: Ecuador, clase media, inequidad, boom de commodities.
JEL: D31, 132, O1.

Gachet, L., Grijalva, D., Ponce, P., & Rodriguez, D. (2017). La croissance de
la classe moyenne en Equateur pendant le boom pétrolier. Cuadernos de Eco-
nomia, 36(72), 327-352.

Dans cet article nous analysons 1’évolution de la clase moyenne en Equateur pen-
dant le boom des commodities (2005-2015). En utilisant la définition de classe
moyenne proposée par Lopez-Calva et Ortiz-Judrez (2014), nous décrivons la
forte croissance de la classe moyenne qui a doublé pendant cette période pour
atteindre un sommet de 37,4 % de la population en 2015. Nous montrons que tant
la croissance économique que la réduction de I’inégalité ont joué un réle important
dans cette dynamique, bien que la croissance soit responsable des 3/4 de 1’aug-
mentation de la classe moyenne. En nous basant sur une analyse des conditions
macroéconomiques et du marché du travail, nous démontrons que le ralentisse-
ment de la croissance et la réduction de I’inégalité qui se sont produits apres la
fin du boom des commodities présente un risque pour la dimension de la classe
moyenne, ce qui représente un sérieux défi pour les politiciens.

Mots-clés : Equateur, classe moyenne, inégalité, boom de commodities.
JEL: D31, 132, O1.
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Gachet, L., Grijalva, D., Ponce, P., & Rodriguez, D. (2017). O crescimento da
classe média no Equador durante o boom petroleiro. Cuadernos de Econo-
mia, 36(72), 327-352.

Nesse artigo analisamos a evolugéo da classe média no Equador durante o boom
das commodities (2005-2015). Utilizando a defini¢do de classe média proposta por
Loépez-Calva e Ortiz-Juarez (2014) documentamos o grande crescimento da classe
média, a qual duplicou-se durante esse periodo, atingindo um patamar de 37,4%
da populacdo em 2015. Mostramos que tanto o crescimento econdmico como a
redugdo da desigualdade cumpriram uma fungio importante nessa dinamica, alids,
o crescimento econdmico foi responsavel por mais de 3/4 no incremento da classe
média. Baseando-nos em uma anélise das condi¢cdes macroecondmicas e do mer-
cado de trabalho, argumentamos que a desaceleragdo do crescimento e da redu-
¢do da desigualdade ocorridas ap6s o final do boom das commodities apresenta
um risco para o tamanho da classe média, o que constitui um sério desafio para os
criadores de politica.

Palavras chave: Equador, classe média, iniquidade, boom das commodities.
JEL: D31, 132, O1.
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INTRODUCTION

A large middle class plays a key role in economic development. Most impor-
tantly, it is associated with the absence of high inequality (Easterly, 2001), which
has been shown to have negative economic effects (Bénabou, 1996; Herzer &
Vollmer, 2012; Halter, Oechslin & Zweimiiller, 2014; Ostry, Berg & Tsangarides,
2014; Dabla-Norris, Kochhar, Suphaphiphat, Ricka & Tsounta, 2015). The spe-
cific mechanisms that explain the positive effect of a middle class have been iden-
tified in the literature. According to Doepke and Zilibotti (2005, 2008) and Chun,
Hasan, Rahman and Ulubasoglu (2017), the middle class tends to invest more in
human capital and also save more. In addition, the middle class consumer has a
preference for quality goods and is willing to pay more for them, thus encouraging
firms’ reinvestment in the country (Murphy, Shleifer & Vishny, 1989). Finally, the
middle class promotes social and political stability, and thus constitutes a key ele-
ment for good governance and democracy (Birdsall, 2010; 2015).

Throughout the previous decades, there has been an explosion in the size of the
middle class in the developing world (Ravallion, 2010; Milanovic, 2016). This has
also been the case in Latin America: Ecuador in particular (Birdsall, 2012; Carde-
nas, Kharas & Henao, 2015; Dayton-Johnson, 2015; Ferreira, Messina, Rigolini,
Loépez-Calva, Lugo & Vakis, 2013). In the period between 2005-2015, the pop-
ulation share of the middle class in Ecuador doubled from 18.58% to 37.40%.
Because of its positive effects, the rise of the middle class in Ecuador over the
last decade should provide a solid basis for a process of sustained political and
economic development (Birdsall, 2012)." We assess this premise by analysing
the dynamics of four different social groups, based on income level: disadvan-
taged, vulnerable, middle, and upper. As expected, the rise of the middle class is
closely associated with the other groups’ dynamics. Most importantly, during the
last decade, the population share classified as disadvantaged has dropped to less
than half (19.82% in 2015 compared to 46.25% in 2005).

The rise of the middle class in Ecuador can be explained by both economic growth
and inequality reduction, although growth is responsible for almost 77.5% of the
total change. These results are consistent with similar evidence for the Latin Ameri-
can region (see e.g. Ferreira et al., 2013; Azevedo, Lopez-Calva, Lustig & Ortiz-
Judrez, 2015). We also look at possible mechanisms that can help explain the rise
of the middle class, particularly the evolution of the macroeconomic and labour
market conditions associated with the recent commodities boom.

Based on the evidence that will be discussed in the following sections, we con-
clude that the rise of the Ecuadorian middle class is likely to be ephemeral as it
was dependent on the oil boom and the specific dynamics that were in play during
the period analysed. From 2005-2014, Ecuador had an average economic growth

! Birdsall (2012) discusses this perspective based on an analysis of eight Latin American countries,
not including Ecuador.
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rate of 4.48% per year (Banco Central del Ecuador, 2016) and large reductions
in inequality (the income-based Gini coefficient dropped from 0.55 to 0.47) as
well as poverty (the income-based poverty rate fell from 42.2% to 22.5%) (SIISE,
2016). However, since 2015 these trends have come to a halt, and there are early
signs of a reversal (Gachet, Grijalva, Ponce & Rodriguez, 2016). We argue that
these changes pose a risk to the size of the middle class, which is an issue
that will need to be addressed in the coming years. After undertaking the analy-
sis, we conclude that a key social policy focus (e.g. a reduction in inequality or
the promotion of the middle class) needs to be designed centring on the long-term,
with an emphasis on sustainability. In Ecuador, the rise of the middle class may be
reversed precisely because of the lack of a long-term perspective.

This paper makes four main contributions. First, we analyse the rise of the mid-
dle class in Ecuador year-by-year over the period 2005-2015.% This is important
because to the best of our knowledge no such detailed analysis has been conducted
for a country in the region. Second, using the decomposition proposed by Datt
and Ravallion (1992), we show the relative importance that growth and inequal-
ity reduction have had on the rise of the middle class in Ecuador. Third, using the
decomposition by income source proposed by Lerman and Yitzhaki (1985) we
also show that the rise of the middle class has been accompanied by a distortion in
the shares of the sources of income. Finally, based on these analyses, we provide
initial evidence that the rise of the middle class in Ecuador is coming to an end.

IDENTIFYING THE MIDDLE
CLASS IN ECUADOR

There are several ways to identify the middle class based on, for example, edu-
cation, occupation, asset ownership, or even a system of beliefs (e.g. support for
democracy). We adopt an economic view and identify the middle class based on
household per capita income, for which the literature has developed two perspec-
tives. Some studies define the middle class based on the specific distribution of
household per capita income, i.e. in relative terms. In this case, the income thresh-
olds used to identify the middle class are determined in one of two ways: as an
income interval around the median —for instance 0.75 to 1.25 times the median— (see
e.g. Birdsall, Graham & Pettinato, 2000), or as the specific location in the distribu-
tion —for instance the second, third and fourth quintiles— (see e.g. Easterly, 2001).

The identification of the middle class based on relative income is subject to two
main limitations. First, it precludes comparability across countries and over time
regarding population shares. Second, in the case of analyses that define the middle

2 There are region-wide analyses of the evolution of the middle class in Latin America (Birdsall,
2012; Ferreira et al., 2013; Dayton-Johnson, 2015), but no separate analysis for Ecuador, which,
during this period, was one of the most successful countries in the region in terms of reducing
inequality and poverty and increasing the size of the middle class.
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class in terms of specific quintiles, the size of the middle class is fixed ex-ante, i.e.
it does not vary by definition. Thus, the relative approach is appropriate to analyse
the share of income accruing to the middle class; but it is not helpful when we are
interested in analysing the share of the population belonging to the middle class.

In response to these issues, the second alternative to identify the middle class
is based on specific income thresholds, i.e. in absolute terms. This is the same
approach used to calculate income or consumption-based poverty using poverty
lines. The income thresholds are specified in terms of standardized international
dollars (PPP), which makes them comparable across countries and over time. Tra-
ditionally, however, these thresholds have been largely arbitrary.’ To deal with this
limitation, Lépez-Calva and Ortiz-Juarez (2014) propose a definition of the mid-
dle class based on the likelihood of households falling into poverty. The idea is that
a key characteristic of the middle class is economic security, which these authors
interpret as a low likelihood of falling into poverty. More precisely, they identify
the lower bound of the middle class as the level of income (in PPP) that is associ-
ated with at most a 10% probability of falling into poverty within a period of five
years.* According to their definition, the middle class is composed by households
with a per capita income of $10-$50 PPP (2005 international $) per day.’

The definition proposed by Lopez-Calva and Ortiz-Juarez (2014) is appropriate
for Ecuador for four reasons:

1) It explicitly distinguishes between the middle class and the vulnerable seg-
ment of the population. Vulnerability is understood as a larger-than-10%
probability of falling into poverty. As previously mentioned, Lépez-Calva
and Ortiz-Juarez (2014) found that the per capita income threshold corre-
sponding to this level of risk is around $10. This is important because a
household does not automatically become part of the middle class by not
being poor as the original papers in this literature assumed (see e.g. Baner-
jee & Duflo, 2008; Ravallion, 2010). On the contrary, a key aspect of the
middle class —the ability to not indulge in gratification but instead invest
in human capital and save— is inherently dependent on its ability to remain
non-poor. Lopez-Calva and Ortiz-Juarez (2014), thus, define this thresh-
old as the lower boundary for the middle class on the grounds that a higher-
than-10% probability of falling into poverty is not compatible with this
notion of middle class.

2) It is designed specifically for the Latin American region where incomes are
significantly higher than in the rest of the developing world, with the excep-
tion of Central Europe. Banerjee and Duflo (2008) and Ravallion (2010) set
the lower bound for the global middle class at $2, and the upper bound at $10

3 See the detailed discussions in Ferreira ef al. (2013) and Dayton-Johnson (2015).

4 Ferreira et al. (2013) also show that this classification is broadly consistent with individuals’
subjective self-identification within social classes.

> All $ figures presented in the text are expressed in PPP (2005 international $) unless otherwise noted.
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3)

4)

and $13, respectively. If we apply these definitions to Ecuador over the 2005-
2015 period, it turns out that the size of the middle class actually decreased
(using the $10 upper bound) or increased only marginally (using the $13
upper bound). These results are counterintuitive given the high growth and
inequality reduction rates throughout these years.® On to this point, it is
important to note that Lépez-Calva and Ortiz-Judrez (2014) use a $4 poverty
line, which is a more meaningful standard for Latin America.

Ecuador’s PPP income levels and evolution are similar to those of Peru (see
Figure 1). This is important because Lépez-Calva and Ortiz-Juérez (2014)’s
definition is based on panel datasets from Chile, México, and Perud, which
are not necessarily similar to Ecuador. Because Ecuador does not have panel
datasets that allow these thresholds to be directly calculated, our use of the
thresholds proposed by Lépez-Calva and Ortiz-Judrez (2014) need to be
justified. Indeed, because the income distributions in Chile, México, and
Peru are different from each other, and mobility is also different, the income
threshold corresponding to a 10% probability of falling into poverty is $8.4
in Chile, $9.8 in México, and $9.6 in Pert.” While these differences are not
large, it makes sense to compare Ecuador’s income levels and trends with
these countries. In Figure 1 we show that Mexico and Chile have higher
GDP per capita levels in PPP than Ecuador; however, Peru’s income is more
similar. Furthermore, for the period analysed by Lépez-Calva and Ortiz-
Juarez (2001-2006), Ecuador actually had a higher GDP per capita in PPP
than Perd. Additionally, the trends for all four countries appear similar over
the 1990-2015 period.

Finally, adopting these thresholds allows for a direct comparison of the
recent research regarding the middle class in Latin America. Several stud-
ies, including Ferreira, Messina, Rigolini, Lopez-Calva, Lugo & Vakis,
(2013) and Dayton-Johnson (2015) use the same definition in their analyses.

We classify Ecuador’s population into four groups: disadvantaged, vulnerable,
middle class, and upper class. Households belong to the disadvantaged if they
have an income per capita of less than $4 (PPP — 2005 international $) per day, the
vulnerable if their income per capita is at least $4 and less than $10, the middle
class if it is at least $10 and less than $50, and to the upper class if it is $50 or more.

THE RISE OF THE MIDDLE CLASS IN ECUADOR

Based on our definition of the middle class in Ecuador, in this section we dis-
cuss its evolution during the period 2005-2015. We contrast the middle class
with the evolution of the disadvantaged and vulnerable groups —and to a lesser

¢ Lépez-Calva and Ortiz-Judrez (2014) found a similar result for their analysis of Chile, México,
and Peru.

7 See Table 3 in Lopez-Calva and Ortiz-Juarez (2014).
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Figure 1.
GDP per capita PPP, various countries, 1990-2015
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Source: World Bank, International Comparison Program database

extent the rich— as its rise is intimately associated with the dynamics of these other
groups. Our analysis is based on the December Ecuadorian employment surveys
(ESs). These are national surveys carried out by the Ecuador’s National Institute
of Statistic and Censuses (INEC).?

Table 1 provides information on the disadvantaged, vulnerable, middle, and upper
classes, including population and total income shares as well as other measures of
income and relative income. Panels A and B provide evidence of the large changes
that have taken place during the period analysed. Panel A shows that between 2005-
2015 the population share of the lower class dropped more than 26 percentage
points. Consistent with this decline, the share of the vulnerable class increased by
almost seven percentage points and, most importantly, the middle class expanded
by almost 19 percentage points — doubling its share. The upper class also increased,
but only marginally, with an average of 1.61% population share over the period.
Indeed, in 2015 the middle and upper classes comprised close to 40% of the Ecua-
dorian population, which is high by regional standards. Consistent with these
changes, panel B shows that the share of income accruing to the middle class has
also increased substantially from 45% in 2005 to almost 59% in 2015.

8 As discussed in Gachet et al. (2016), before 2007 the ESs present some methodological varia-
tions. For the purpose of our analysis, these differences between 2005-2007 are irrelevant.
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To see how the income structure has changed over this period, refer to panels C and
D. These provide evidence of the large increase in income (average and median) that
has taken place. The group that benefited the most is the lower class, for which the
average income in nominal terms rose by 47% over the period. Average income for
the vulnerable and the rich increased by around 32%, and the group that benefited
the least is the middle class, whose average income only increased by 26%.

Panel E presents the levels of nominal monthly per capita income corresponding to
the $4, $10, and $50 (PPP 2005 international $) thresholds that define each social
group.’ Panel F presents aggregate average income and minimum wage over the
period. Panel G uses this information to calculate measures of the relative income
of each social group and of society in general. In the first part, we calculate the
ratio of the middle class' median monthly per capita income (panel D) in com-
parison to the monthly per capita income that is required to be part of the mid-
dle class (i.e. the monthly per capita income corresponding to 2005 PPP $ 10,
panel E). The ratio has increased over the period, thus providing further evidence
of the improvement that has taken place throughout the last decade. In the sec-
ond part, we calculate the ratios of the average per capita income and the mini-
mum salary compared to the household per capita income required to be part of
the middle class. These ratios show that the average income and the minimum
salary have significantly increased relative to the income required to be part of
the middle class. While in 2005 the average monthly income represented 0.77 of the
middle class threshold and the minimum wage covered 0.98, by 2015 they covered
1.21 and 1.87, respectively. Thus, becoming part of the middle class has become
significantly easier over the last decade.

IS THE RISE OF THE MIDDLE
CLASS SUSTAINABLE?

The growth of Ecuador’s middle class over the last decade has been impressive
and it has been associated with a widespread transformation in the economic struc-
ture of the country — as was discussed in the previous section. A logical question
to ask is whether the rise of the middle class can be sustained once the economic
conditions in Ecuador have changed following the end of the commodities boom.
To shed light on this question, in this section we discuss three aspects associated
with the dynamics of the middle class during the last decade. These highlight the
challenge that Ecuador faces over the coming years. First, we briefly discuss eco-
nomic and social trends: Ecuador has benefited from the commodities boom and,
in particular, the rise in the price of oil. Second, and related to the previous point,

° To determine these thresholds, we use the purchasing power parity conversion factor, which is the
number of units of a country’s currency required to buy the same amount of goods and services in
the domestic market as a U.S. dollar would buy in the United States (World Bank, 2016).
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Ecuador has enjoyed strong economic growth, which has been accompanied by
large reductions in inequality and poverty as well as improvements in social indi-
cators. Finally, these dynamics have been reflected in changes in the labour mar-
ket, which we also analyse.

Consider first the context in which the rise of the middle class in Ecuador took
place. Table 2 provides a brief summary of the main economic and social indi-
cators in Ecuador during the last decade. Ecuador has experienced high rates of
growth and strong declines in inequality. We can see, however, that growth has
been associated with the rise of the price of oil (and other commodities). Between
2005 and 2013, the terms of trade grew by 31%, and between 2005 and 2011 the
real price of oil more than doubled. But, in the same way that a rising oil price
fuelled growth during most of the period, large declines in 2009 and 2015 —which
are also reflected as large falls in the terms of trade— had negative effects on growth.
The rebound between 2010 and 2014 temporarily helped restore growth, but Ecua-
dor’s macroeconomic and fiscal balances had already changed in 2009. Since
that year, the trade balance has been negative and the non-financial public sector
(NFPS) has experienced primary deficits. To some extent, these macroeconomic
conditions have been compensated for by increasing internal and external debt as
well as higher taxes. Despite this, prospects in the short-run are not encouraging.

The changing macroeconomic conditions do not seem to have had a large impact
on social indicators up to 2013-2014. The only exception is inequality reduction,
which was already stagnated after 2011. Post 2009, poverty and extreme poverty
continued to fall following the trend from previous years, and social spending con-
tinued to increase. However, social spending and cash transfers reached a peak as a
percentage of GDP in 2013; they have significantly declined ever since. Likewise,
the falling trend in poverty and extreme poverty seems to have stopped in 2014.

The relevance of growth and inequality

The previous overview highlights some of the challenges that policy-makers in
Ecuador will face over the next few years. To further understand the dynamics
underlying the rise of the middle class and the limits of its sustainability, we will
now look at the role of growth and inequality.

Table 3 shows the results from a decomposition of the effects that growth and
inequality reduction have had on the changes in the disadvantaged, vulnerable,
middle class, and upper class population shares during the period 2005-2015. The
analysis is based on the methodology proposed by Datt and Ravallion (1992),
which originally quantifies the relative contribution of growth and redistribution
to changes in poverty (e.g. the headcount index). The decomposition separates the
total variation in poverty into two components: growth and redistribution. The
growth component is defined as the variation in poverty due to a change in mean
income while the distribution of income is held constant at the initial level. The
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redistribution component is defined as the variation in poverty due to a change in
the distribution while the mean income is kept constant at the initial level.!

We adapt Datt and Ravallion’s methodology to be used for the four groups an-
alysed in this paper. The decomposition shows how growth and redistribution con-
tribute to the changes in the shares of each one of these groups both year-by-year
and over the whole period. Table 3 conveniently repeats the growth rates over
the period, and it also includes the changes in the income-based Gini coefficient.
Growth and inequality have both contributed to the rise of the middle and vulner-
able classes and to the drop in the number of disadvantaged people. Throughout
the whole period, growth has contributed 77% to the expansion of the middle class
and 68% to the fall in the number of disadvantaged. The increase of the vulnera-
ble segment is much smaller and is explained mostly by the reduction in inequal-
ity (75%). Finally —consistent with intuition— growth contributes positively to the
increase in the upper class while the reduction in inequality contributes negatively.

As mentioned above, the rise of the middle class is mirrored by the fall in the share
of the disadvantaged. The annual contributions of growth and inequality reduc-
tions presented in Table 3 provide evidence consistent with this idea. In general,
higher growth and larger reductions in inequality are associated with increases
in the middle class and reductions in the share of the disadvantaged. This is par-
ticularly clear in the case of inequality. Its largest contributions to the rise of the
middle class and the fall in the number of disadvantaged occurred in the three years
in which inequality dropped the most (2008, 2011, and 2014). For most years, this
is also the case with growth. The only exception is 2008, when a 6.36% growth
rate was associated with a small decline in the share of the middle class and a small
increase in the share of the disadvantaged.

What can be expected in the following years? As shown in Table 3, growth and
inequality both played an important role in the rise of the middle class (and the fall
in the share of the disadvantaged), which was observed in Ecuador over the pre-
vious decade. However, these changes seem to be coming to an end. On the one
hand, since 2011 inequality has had a negative (-0.23 percentage points) contribu-
tion to the share of the middle class, and its contribution to the share of the disad-
vantaged has been exactly 0. On the other hand, since 2011 growth has contributed
6.59 percentage points to the increase in the share of the middle class and 6.60 per-
centage points to the reduction of the share of the disadvantaged. These changes
correspond to 51% and 37% of the change for the whole period (2005-2015). This
means that more than half of the rise of the middle class in Ecuador was due to
growth in the last four years and that inequality ceased to contribute in 2011. There
is no reason to expect inequality to decline in the short-term, and Ecuador grew by
-1.5% in 2016 (Banco Central del Ecuador, 2017). As a consequence, we believe

10 The decomposition includes a residual that corresponds to the variation in poverty that cannot be
exclusively attributed to growth or redistribution.
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that in the next couple of years the shares of the middle class and the disadvanta-
ged will remain constant or even show a reversal. The beginning of 2015 already
showed a small increase in the share of the disadvantaged (see Table 1).

Labour market dynamics

To further understand the dynamics portrayed in the previous sections, we now
turn to an analysis of the labour market. There are several mechanisms that may
have contributed to the rise of the middle class. First, a common argument that
explains the reduction in inequality —and also the expansion of the middle class—in
Latin America over the last decade is that a previous education drive should have
reduced the earnings gap between skilled and unskilled workers (Lustig & Lépez-
Calva, 2010; Lustig, Lépez-Calva & Ortiz-Judrez, 2013; Ponce & Vos, 2014). For
the case of Ecuador, Gachet et al. (2016) find that, while the share of skilled and
unskilled workers remained constant during the period, the income of skilled rel-
ative to unskilled workers did indeed fall. The ratio of skilled to unskilled average
income fell from 2.84 in 2005 to a minimum of 2.22 in 2011; in 2015 it was 2.42.
Likewise, the ratio of median income fell from 2.90 in 2005 to a minimum of 2.17
in 2014; in 2015 it was 2.31 (see Table 7 in Gachet et al., 2016).

Second, an additional mechanism that may have also contributed to the rise of the
middle class is the expansion of public employment and the rise of the minimum
wage. Gachet et al. (2016) find that between 2005 and 2015 public employment in
Ecuador increased by 29%, corresponding to 2.34 percentage points. The ratio of
average public to private income remained relatively constant at around 2.08 (see
Table 7 in Gachet et al., 2016). Additionally, as shown in Table 1, in this period the
minimum wage increased 1.36 times in nominal terms.

Finally, a key element that may have contributed to the rise of the middle class
is government transfers in the form of either cash transfers or social security and
retirement pensions. There has been a cash transfer programme in Ecuador since
1998, which is currently called the “Bono de Desarrollo Humano (BDH)”. Until
2005, the monthly grant was US$ 15, but it was raised to US$ 30 in 2007, US$ 35
in 2009 and finally to US$ 50 in 2013. In addition, in 2007 the grant was unified
for all beneficiaries, and the number of beneficiaries increased significantly until
2013, since when the number of beneficiaries has been reduced. Regarding social
security and pensions, the government has also increased the amount paid as well
as the number of beneficiaries.

To analyse how these changes have affected households’ income, in Table 4 we
present the results of a decomposition of income inequality by source for the disad-
vantaged, vulnerable and middle class groups. We separate sources of income into
labour, capital, remittances, cash transfers, and other sources. The last category
includes social security benefits, retirement pensions, and donations and gifts.
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Social security benefits and retirement pensions constitute the majority of this
category.

The decomposition is taken from Lerman and Yitzhaki (1985), which allows the
sources of income to be separated based on their shares, and then each source’s
marginal effect on inequality can be estimated." For this paper, because of the sep-
aration of social groups, the marginal effect refers to inequality within each group.

We first consider the shares of each source of income; in all cases the most impor-
tant source is labour. This represents 84.8% or more for the vulnerable and the
middle class throughout the period. However, it tends to be lower for the dis-
advantaged, reaching a minimum of 73.8% in 2015. For all cases, the share of
labour income fell between 2005-2015. But, while this reduction is 1.3 percentage
points for the middle class and just under six percentage points for the vulnerable,
in the case of the disadvantaged it is almost 16 percentage points. A large part of
this change is associated with the dynamic that other sources of income play, par-
ticularly cash transfers and others. Let us first consider cash transfers: this is the
second largest source of income for the disadvantaged and it has increased signif-
icantly over the period. At its peak in 2013, it represented 17.3% of their income.
Since then, it has fallen almost six percentage points, but it still represented 11.4%
of the disadvantaged’s total income in 2015. The third main source of income
for the disadvantaged is others, which include mainly social security benefits and
retirement pensions. These benefits did not vary significantly up to 2013, repre-
senting between 3 and 4% of total income. However, by 2015 they constituted
10% of total income. These changes, while expected given the large movement out
of the disadvantaged group, highlight the potential financial pressures on the pub-
lic sector if households from other social classes fall back into that group.

For the vulnerable and the middle class, other sources represent the second larg-
est share of income. As in the case of the disadvantaged, this share has expanded
over the period, representing around 8% in 2015 for both groups. This figure has
increased from 3% in 2005 for the former group and 5% for the latter. Cash trans-
fers are the third largest source of income for the vulnerable, and they reached a
peak of 6.21% in 2013, falling back to 3.14% in 2015. For the middle class, cash
transfers play a minor role, representing less than 1% of total income throughout
the period.

Remittances are also an important source of income; they are the third largest for
the vulnerable (1-3%) and the middle class (1-3.5%). Yet, their share has fallen
for all groups following the 2008 financial crisis, and it currently represents
around 1% for the vulnerable and less than that for the middle class and the disad-
vantaged. Finally, regarding capital income, as expected, the middle class has the
largest share (2-3%) although it has decreased somewhat over the period. For
the vulnerable the share is around 1% and it is 0.5% for the disadvantaged.

"'We use the stata code developed by Lopez-Feldman (2006).
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We now consider the effects of inequality from each source. First, regarding labour
income, it is notable that this contributes to reducing inequality among the middle
class; however, for the vulnerable (since 2008) and the disadvantaged it actually
contributes to increasing inequality. Furthermore, the magnitude of these effects
among the latter groups is much larger, and it has increased over time. For instance,
in 2015 among the disadvantaged a 1% increase in labour income was associated
with a 10% increase in the Gini coefficient within the group.

Capital income promotes inequality in almost every case, but it does not have a
great effect. Remittances have an equalizing effect on the middle class, but they
tend to increase inequality among the vulnerable and the disadvantaged. Cash
transfers have an equalizing effect for all groups, but the magnitude of the effect
is particularly large for the disadvantaged and the vulnerable. However, this
effect has declined since 2014 following the changes to the “human development
bond” programme in 2013. Finally, other sources of income have contributed to
increasing inequality in most cases, but the effect is small.

There are two conclusions following this brief analysis. First, income has become
more dependent on governmental sources (cash transfers and others) for all groups
analysed in this section (disadvantaged, vulnerable and middle class). We have
already mentioned the case of the disadvantaged for whom these sources repre-
sented more than 21% of total income in 2015 — up from 7% in 2005. To reiterate,
this is in part due to relatively richer households moving out of this group. How-
ever, the shift away from labour income also occurs among the vulnerable and the
middle class. For the former, income from these two sources rose from 4% in 2005
to 11.39% in 2015 while for the latter it went from 5% to 8.27%.

The second conclusion is that the shift away from labour income towards cash trans-
fers and other sources of income (mostly social security benefits and retirement
pensions) has contributed to the reduction in inequality. Recall that the marginal
effect of labour income among the disadvantaged and the vulnerable is positive and
large, and therefore promotes inequality. Thus, a reduction in its share in favour of
other sources of income contributes to a reduction in inequality. This is very clear
in the case of cash transfers as their marginal effect is negative. But, even in the
case of other sources of income, this is also true. This follows because their effect
on inequality, which, positive, is much smaller than the effect of labour income.

The main problem with these changes is that, considering the current fiscal chal-
lenges faced by the Ecuadorian Government (see Table 2), it is unlikely that it will
be able to provide such high levels of resources in the future.

To conclude, there is evidence that the skilled premium has fallen over recent
years, which is consistent with the literature on the Latin American region. This
is a welcome fact for inequality reduction as it represents a structural change that
may continue in the following years given the large investment in public educa-
tion. However, there are important mechanisms that have contributed to the rise
of the middle class that are unlikely to continue in the future. Increased public
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employment is one such factor. The other important element has been the shift
from labour income to cash transfers and other sources of income. While these
help reduce inequality, they consume public resources that have become much
more scarce since the end of the commodities boom. On the aggregate level,
growth and inequality have contributed to the rise of the middle class. However,
inequality has stopped contributing since 2011 and it seems unlikely that it will
start to do so once again. Likewise, the slowdown of the Ecuadorian economy
means that growth will fail to continue fuelling the rise of the middle class in the
short-term. Thus, we believe that the next few years will pose serious challenges
to the middle class’ sustainability.

CONCLUSION

In this paper we provide evidence of the rise of the middle class in Ecuador
throughout the past decade. Since 2005, its population share doubled, reaching
37.40% in 2015. We showed that this increment is associated with the fall in the
population share of the disadvantaged, which decreased by more than 26 percent-
age points, and was, more generally, due to a broader change in the structure of the
social classes in Ecuador.

During this period, Ecuador enjoyed a high rate of economic growth as well as a
significant reduction in inequality and poverty. This has been a consequence of both
the commodities boom and the government’s policies. Both growth and redistribu-
tion have contributed to the rise of the middle class, but growth contributed over
three quarters of the total. In our view, the main challenge with the rise of the mid-
dle class is that it was the result of a growth process that was destined to end. Sim-
ilarly, the redistribution policies that contributed to a reduction in inequality —and
thus to the rise of the middle class— were dependent on the abundance of resources.
During this period, the different social groups’ income has shifted from labour
income to other sources of income: mainly cash transfers and social security ben-
efits and retirement pensions. However, while these mechanisms helped reduce
inequality, they also imposed additional pressure on public finances, which, fol-
lowing the 2008 financial crises, have shown signs of deterioration as there are
large financing needs and an increasing internal and external debt. The extreme
dependency that governmental policies have on growth means that its slowdown
will also have negative consequences for the reduction of inequality, and thus for
the middle class.

As growth turns into contraction following the end of the commodities boom and
inequality starts to increase, Ecuador’s middle class will likely shrink over the
next few years. We do not foresee a return to 2005 levels, but even a small reduc-
tion in the share of the middle class will pose serious challenges to politicians and
economic policy makers. As Fukuyama (2012) and Birdsall (2015) argue, the rise
of middle classes around the world provides a strong foundation for democracy.
Conversely, based on recent experience in developed countries, Fukuyama (2012)
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argues that the decline in the middle class poses a threat to liberal democracy.
From this perspective, a decline in the middle class, along with Ecuador’s weak
institutions, provides a fertile ground for the emergence of populist and/or illiberal
leaders. Indeed, Ecuador’s case is particularly problematic because the rise of the
middle class in the last decade was not associated with a consolidation of liberal
democracy but with a weakening thereof (Andrango, Grijalva & Romero, 2016;
Gachet, Grijalva, Ponce & Rodriguez, 2016; Conaghan, 2016).

Despite the challenges ahead, it is important to note that the reduction in inequal-
ity and the rise of the middle class that took place in Ecuador are remarkable. As
argued by Ross (2007) and Ross, Lujala and Rustad (2012), within the context of
a natural resource boom, politicians have an incentive to direct the revenues for the
purpose of their own benefit. The reduction in inequality is an encouraging sign
showing that politicians have, at least in part, resisted the temptation of concentrat-
ing the windfalls from oil. Maybe, at least in the short-term, the still fresh expe-
rience of the 1999 crisis and the significant political instability of the 1997-2006
period imposed an implicit check on politicians, who became more conscious of
the need to respond to the electorate. But, as we have shown in this paper, this does
not seem enough to sustain the rise of the middle class.

The question then becomes how to deal with the economic slowdown and the
associated fall in the middle class within a context of limited democracy. The only
sensible way to address this question seems to be to restore Ecuador’s weakened
institutions so that the next boom may give rise to policies that are more sustain-
able and more likely to provide a strong foundation for a stable middle class.
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