Economic Growth and Income Inequality:
Reexamining the Links

Many economists have long
believed that income dispari-
ties increase in the early
stages of development, making
the poor relatively worse off.
Recent research suggests that
an unequal distribution of
income can hamper growth.
What does the evidence show?

CONOMISTS have long sought to

understand the links between eco-

nomic growth and income distri-

bution. The main issues, listed
below, have important policy implications
for developing countries:

e In countries with low levels of develop-
ment, does economic growth result in a
more unequal distribution of income, and is
it necessary for per capita income to reach
a certain minimum level before income
inequality begins to decrease?

Do countries with unequal income
distributions experience slower economic
growth than more egalitarian countries?
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e Should governments consider adopting
redistributive policies to improve the situa-
tion of the poor?

Why the links matter

Different assumptions about the links
between growth and inequality produce
different outcomes for the poor, as illus-
trated in Chart 1. The base scenario, repre-
sented by the top line, assumes an
egalitarian economy where the poorest
group’s share of total income does not
change over a 60-year period. In this case,
economic growth (we assume a rate of 4
percent a year) would raise the incomes of
the poor.

The second scenario (represented by the
middle line in Chart 1) is based on the
famous Kuznets hypothesis, first formu-
lated by Simon Kuznets more than 40 years
ago. This hypothesis suggests that, at low
levels of per capita income, inequality
increases with rising per capita income and
decreases only in the later stages of devel-
opment—resulting in an inverted U-shaped
relationship between per capita income and
income inequality—based on a model
where individuals migrate from a low-wage
rural sector with little inequality to an
urban sector characterized by high income
inequality and high average income. In this

scenario, the poorest group’s share of total
income would decrease as economic growth
takes off and would not be restored to ini-
tial levels for 60 years; as a result, the poor’s
per capita incomes are lower by an average
of 10 percent over two generations.

Recent research has also identified a neg-
ative relationship between initial inequality
and subsequent growth (see Deininger and
Squire, 1996). The scenario represented by
the bottom line in Chart 1 assumes a signif-
icantly higher level of initial inequality—20
points higher in terms of the Gini coeffi-
cient. (The Gini coefficient, a measure of the
extent to which actual income distribution
in a country differs from a hypothetical uni-
form distribution, goes from 0, for absolute
equality, with each individual or household
receiving an identical share of income, to
100, which indicates that one person or
household receives all the income.) In this
scenario, the rate of annual income growth
would drop to 2.7 percent, and, at the end of
our hypothetical 60-year period, the per
capita income of the poor would be less
than half of what it would be in an economy
that had started off with a more egalitarian
distribution. This would be true even if the
Kuznets hypothesis did not hold.

Such large differences in outcome have
far-reaching implications for government
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policies. However, these simulations draw
on available empirical analysis, much of
which suffers from an important shortcom-
ing—it is based on a very limited amount
of data, and these data are often of unac-
ceptably low quality.

The data

To be acceptable, data on income distri-
bution need to satisfy three criteria.

They should be based on nationally repre-
sentative surveys rather than synthetic esti-
mates built up from national accounts data
and general assumptions regarding the dis-
tribution of income across occupations or
in other countries at a similar stage of eco-
nomic development. Such synthetic esti-
mates, prevalent in early studies, are
unacceptable, since they presuppose the
existence of the relationships that are to be
tested in subsequent empirical analysis.

They should cover the entire population
rather than subsets, such as urban or rural
dwellers. Partial coverage, which is often
misleading, is particularly common in
Latin America, where many countries col-
lect information only for the urban popula-
tion. In Peru, for example, the Gini
coefficient for rural households is 32, com-
pared with 42 for urban households. In
South Africa, the Gini coefficient for the
white population is 48, compared with 62
for the whole population.

They should encompass all types
of income, including nonwage
income and income from household
production. As tax records and
labor force statistics are more com-
monly available than detailed data
from household surveys, many of
the figures used in the literature
refer to wage or taxable income. We
found that this generally overstates the
Gini coefficient by about 15 points and, to
the degree that data on wage income in the
early years are complemented with data on
total income in later years, may give the
appearance of a spurious decrease in
inequality. Own production is particularly
important for low-income groups in devel-
oping countries. Even in Greece, in 1974,
household production (e.g., of vegetables
and clothing) accounted for more than 70
percent of the income of the lowest decile of
the population. Whether or not own con-
sumption is included will, therefore, have
considerable impact on the inequality mea-
sure obtained.

Although the above criteria are easily
agreed upon in principle, applying them
consistently to the available data reduces
the number of “acceptable” observations to
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How do the poor fare
in the early stages of development?

(1980 dollars)

N
al
o

Three scenarios

Base case: Equal distribution,
no Kuznets effect

N
o
o

Case II: Equal distribution,
Kuznets effect

150

100 Case lll: Unequal distribution,

Kuznets effect

a1
o

0 5 10 15 20 25
Years

o

Per capita income of bottom 20 percent

Source: Authors' calculations.

a point where meaningful empirical analy-
sis is no longer possible. To overcome these
constraints, we adopted a two-pronged
strategy.

On the one hand, we expanded the data
set on income distribution by adding new
observations from primary survey data,
official statistical publications, and re-
search papers. This enabled us to increase
the number of acceptable observations. It
also yielded 58 countries for which 4 or
more consistently defined observations are
available, thus for the first time allowing at

“Unequal distribution of

assets, more than of income,

can be an impediment to
rapid growth.”

least some inferences regarding changes
over time of income distribution within
countries. However, it did not solve the
problem of limited data availability for the
1960s, which makes it difficult to assess the
impact of initial income distribution on
subsequent growth.

To deal with this shortcoming, we com-
plemented our data on income inequality
with information on the distribution of land
holdings, which provides a better measure
of initial distribution. Information on the
distribution of land in 1960 is available for
a much larger number of countries (73) than
is information on the initial distribution of
income (12). It is attractive also from a con-
ceptual point of view, because it gives us a
solid indication of asset distribution and
thus enables us to make inferences regard-
ing access to formal credit.

30 35 40 45 50 55 60

What do the data reveal?

First, income inequality is much greater
in Latin America and sub-Saharan Africa,
which have Gini coefficients in the upper
40s, than in East and South Asia, which
have Gini coefficients in the middle-to-
upper 30s. The OECD countries, in general,
have relatively egalitarian distributions of
income, with Gini coefficients around 30,
while the Eastern European countries have
historically had very low Gini coefficients.
Measures of inequality tend to be quite dif-
ferent across regions but to remain
relatively stable within regions
and individual countries, regard-
less of the considerable changes in
aggregate income that have taken
place.

Second, land distribution and
income distribution are not the
same. India, Indonesia, and Korea
are all characterized by Gini coeffi-
cients for income in the 30s, but
the coefficients for land distribution are 63,
55, and 35, respectively. Similarly, Thailand,
Tunisia, and Peru all have Gini coefficients
for income in the 40s, but the coefficients
for land distribution are 45, 64, and 93,
respectively. This suggests that tests of the
negative relationship between initial
inequality and subsequent growth may
yield different results depending on
whether initial inequality is measured in
terms of income or land.

Third, aggregate measures of distribu-
tion may hide movements in the incomes of
different groups. Thus, the observation that
overall inequality may remain relatively
stable over time can be consistent with con-
siderable change in the shares of total
income received by individual groups. And
since we are primarily interested in assess-
ing the impact of economic growth on the
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poor, it is important to complement the
analysis of overall changes in income with
a more detailed assessment of the welfare
of the bottom quintiles of the population.

Results

The new data provide a basis for more
detailed research on these issues and also
allow us to answer the three questions
posed at the beginning of this article.

Does inequality increase in the
early stages of development and
then decline, as predicted by
Kuznets? The Kuznets hypothesis has
spawned a vast empirical literature, much
of it driven by concern that development
hurts the poor. Empirical analysis of this
issue has been hampered not only by the
quality of the underlying data but also
because what is really a relationship over
time has, for lack of data, usually been
tested using cross-country evidence. Re-
searchers have used variations in per
capita incomes across countries to repre-
sent increases in per capita income over
time within a country. Using our data, we
are able to test for the Kuznets curve within
countries and find no evidence of it in
almost 90 percent of the cases. Of course,
the 30-year period covered by our data may
be too short to produce the full inverted U.
If this is the case, we should still expect to
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see inequality increasing in low-income
countries and decreasing in countries with
high per capita incomes, but the data con-
firm the presence of a linear trend in only a
few countries. Even where it exists, the
trend rarely conforms to the Kuznets
hypothesis.

We can take the analysis one step further
to make more direct inferences regarding
the relationship between growth and
poverty. Examining the relationship be-
tween overall growth and changes in the
incomes of the bottom quintile of the popu-
lation during 10-year periods, we find little
systematic relationship between overall
growth and changes in inequality. Periods
of growth are associated with an increase in
inequality almost as often (43 cases) as with
a decrease in inequality (45 cases). In con-
trast, we find a strong systematic relation-
ship between overall growth and growth in
the income of the poorest quintile; the latter
increased in more than 85 percent of 91
cases. This would suggest that even when
inequality has worsened, its negative effect
on the poor has been more than outweighed
by the positive effect of growth.

Do more egalitarian countries
grow faster? If economic growth does
benefit the poor, then a focus on factors that
increase growth would be warranted from
an equity perspective as well as from a

development perspective. Recent empirical
work indicates that there may be a nega-
tive relationship between initial inequality
and future growth. If confirmed, this would
imply that unequal economies will experi-
ence lower rates of growth and, in general,
lower rates of poverty reduction.

To investigate the effect of initial in-
equality on long-term growth, we look at
determinants of growth rates for 1960-92.
Because acceptable data on income in-
equality prior to 1960 are scarce, we use
country averages of observations for the
entire period. We also use the distribution
of land, for which more observations of
acceptable quality are available before
1960. While the results confirm a negative
link between initial izcome inequality and
subsequent growth, they suggest that this
relationship is not very strong. By contrast,
initial inequality of assets, as measured by
the distribution of land, exerts a significant
negative effect on subsequent growth
(Chart 2). Only 2 of the 15 developing coun-
tries with a Gini coefficient for land distri-
bution in excess of 70 grew more than 2.5
percent annually during 1960-92.

What are the mechanisms through
which an unequal initial distribution of
assets or income might affect subsequent
growth? One possible mechanism is politi-
cal—that is, poor people may vote in favor
of redistributive taxes that reduce invest-
ment incentives. If this were the case, one
would expect higher taxes and lower
investment in democratic—but not in
undemocratic—countries with a more
unequal distribution of income. The evi-
dence does not support this theory, how-
ever. Clearly, other forces are at work.

A second possible mechanism is that the
effects of inequality—primarily of assets—
are transmitted through financial markets.
Access to credit is conditional on owner-
ship of assets—for example, land—that
can be used as collateral. If certain invest-
ments in physical or human capital (for
example, in basic education) are affected by
individuals’ access to credit markets, then
the distribution of assets in an economy, in
addition to the mean income, will deter-
mine how many individuals are able to
undertake such investments. In more un-
equal economies, fewer individuals would
be able to make such investments, resulting
in lower stocks of human and physical capi-
tal and, as a consequence, lower growth.

Two pieces of evidence provide support
for this line of argument. First, although
initial (land) inequality is an important
factor reducing future growth in develop-
ing countries, it does not have a significant



effect in OECD countries. In the latter,
poverty is rarely a reason for non-
attendance of primary schools; per capita
incomes are higher, so that even relatively
poor households can finance a broader
range of investment without recourse to
credit; and land is less important as a form
of collateral. Second, we find that initial
(land) inequality is significantly and nega-
tively related to the average educational
attainment in the population. Thus, the evi-
dence suggests that credit markets, not the
political system, should be seriously con-
sidered as a mechanism through which
inequality slows economic growth.

Should policymakers seeking to
reduce poverty redistribute existing
assets or create new ones? Our analy-
sis shows that the poor generally benefit
from growth-enhancing policies, specifi-
cally investment. It also suggests that,
given the growth-reducing effect of initial
inequality, the poorest groups in a country
may benefit from redistribution. What is
the relative importance of accumulation
compared with redistribution?

Initial land inequality has a significant
impact on income growth for all population
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groups except the top quintile. But invest-
ment, which is associated with significantly
higher income growth for all groups,
appears to have an even greater impact on
the income of the poor. Although increased
investment coupled with a redistribution of
assets would appear to provide the greatest
benefits to the poor, pursuing a redistribu-
tive strategy at the expense of investment
could actually decrease the income of the
poor. Therefore, in situations where redis-
tribution of assets is either not feasible for
political reasons or too costly, creation of
new assets would be a more promising
avenue for improving the welfare of the
poor.

Conclusion

Using a new and improved cross-country
data set on inequality to examine the
dynamics of growth and poverty reduction,
we reached three main conclusions. First,
while policymakers should certainly pay
attention to the distribution consequences
of different policy options, the fear that eco-
nomic growth on its own will have a sys-
tematic negative effect on the distribution
of income is unfounded. Second, unequal

asked questions.

MAcRoLINKS: A PROGRAM ABOUT THE INTERRELATIONS
| AmoNG MAcRroecoNOMIC ACCOUNTS

This interactive computer-based training program provides a
. comprehensive treatment of the interrelations among
k. macroeconomic accounts and the flow of funds. It is the first
CD-ROM produced by the IMF Institute on a core subject.
The subject is presented in a variety of ways, using video,
audio, and text, and the main points are illustrated with
graphics and numerical examples. The program
demonstrates how to construct a flow of funds table from
available macroeconomic accounts and how to resolve
inconsistencies in the data. Then it lets the user exercise
these skills on a flow of funds table for an actual case and
provides feedback as the task is being completed. The CD-
ROM includes a glossary and answers to 40 frequently

distribution of assets, more than of income,
can be an impediment to rapid growth,
implying that redistributive policies that
enhance people’s access to credit markets
and, thus, their ability to invest could con-
tribute to growth. Third, although redis-
tributive policies have the potential to
benefit the poor both directly and indi-
rectly, they will do so only if redistribution
does not jeopardize investment—this may
be one explanation for the observation that,
in the past, redistributive policies such as
land reform have often failed to help the
poor. If countries want to implement redis-
tributive policies, their ability to devise
mechanisms that would at the same time
maintain or increase investment incentives
may well determine whether such policies
help with poverty reduction.
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