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It was a part of the common wisdom of mainstream economics that, for devel-
oping countries, in the early stages of development, inequality would rise but, as 
growth persisted, inequality would, eventually, decline. Evidence gathered over
the first three decades after World War II, seemed to suggest that this pattern
would be borne out. But, as more time passed and growth persisted, inequality, 
as measured on several dimensions, has continued to grow. What this illus-
trates is the folly of trying to determine long-run future trends by extrapolating 
from a couple of decades of data. Looking at the past is an uncertain guide for 
the future: the innovations created at each stage of history may or may not
make the next fundamentally different from those of the past. To peer into the 
future, we will not only need data but also analysis and theory. Our aim in 
this volume is more modest than peering into the distant future; but rather, to
analyze the current state of global and regional inequality, to dissect the phe-
nomenal increase in inequality that we have seen occur in recent times, and
to better understand the relationship between inequality and development.
But taking a cue from what was argued above, we have been mindful to bring
analysis and economic theory to bear on data and statistics. This was one of 
the driving forces behind the conceptualization of this monograph, which
eventually grew to being a two-volume set. But there were other driving forces.

As the world has continued to grow, the persistence of extreme poverty and
the growing gap in the incomes and wellbeing between the world’s poorest 
and the richest people have become unconscionably high. As is argued in one 
of the chapters, there is growing evidence that there is not just a glass ceiling
for the very poor but a glass floor for those who are born very rich. That is,
it is difficult for them to become poor. We should care not only about the 
average growth rates within the economy, but also about how those num-
bers translate into opportunities for individuals – all individuals, both those 
born to the rich and to the poor. The long-run relationship between growth 
and inequality is important to study but we also have to try to understand
the contemporary patterns and regularities, including those relating income
inequalities and inequalities of opportunity. And as we acquire better knowl-
edge of these, we have to ask ourselves what are the accompanying policy
challenges for growth that is not just rapid but also inclusive and sustainable,
which is nothing but inclusive over time. Growth that benefits the current

Preface
Inequality and Growth: A Preamble1

Kaushik Basu, Joseph E. Stiglitz and Vivian Hon



Preface  xxi

generation at the expense of future generations is not, in a fundamental 
sense, inclusive.

It is possible that the growing income and welfare gaps are contributing to
the growing political turmoil we see around the world, from the Arab Spring
and growing refugee crisis to the Occupy movement. Each one of these devel-
opments has distinct proximate causes, but it is arguable that underlying them
there is a deeper cause rooted in the sense of despair and deep feelings of injus-
tice and inequity and the inability to exercise voice through normal political
processes for a mass of people who have felt their relative positions deteriorate. 
Extreme inequality not only deprives masses from sharing the benefits of eco-
nomic development but by robbing the disadvantaged of voice, it also has a 
propensity to erode democracy.

Fortunately, as the challenge of inequality and marginalization has grown,
several new books and writings have appeared, from Stiglitz (2012), Galbraith
(2012), Piketty (2014), through Milanovic (2014) and Bourguignon (2015), to most
recently, Atkinson (2015). Of late, this is a topic in which there has also been
welcome engagement both from unlikely institutions such as the International
Monetary Fund (Berg and Ostry, 2011) and the OECD (2014) and from 
less-surprising ones, such as Oxfam (2015).

In 2013, the World Bank Group officially declared two mission goals for itself – 
the end of chronic, extreme poverty by 2030 and the promotion of shared
prosperity in every society, the latter being defined (for the purpose of statisti-
cal computation) as the promotion of growth of the per capita real income of 
the poorest 40 percent of each society.2 Implicit in this was the mission to help 
the poorest segment of society to grow faster than the rest, thereby mitigating
inequality. This was the first time that the Bank set the curbing of inequality 
as a mission goal.3

The importance of a focus on inequality stems from the fact that the bulk of 
inequality is not a matter of individual choice – some people preferring leisure 
to work and so choosing to be poor. Indeed, the bulk of human inequality is 
determined by birth--by what a child inherits and the kind of schooling, educa-
tion, and health care the child receives. Since there are no hardworking babies,
this inequality cannot be driven by individual preferences over leisure and work.

Once it is agreed that the right direction to go from where we stand today
is to strive to mitigate poverty and inequality, attention must turn to the driv-
ers of poverty and inequality. This is where the relation between growth and
inequality becomes significant. Growth is of course very important, especially 
for low-income countries and emerging economies. It is not possible for such
countries to have significant across-the-board reductions in poverty without
growth. But growth does not necessarily lead to the reduction of poverty.

More broadly, what does growth mean for the reduction in inequality, and
what does inequality do for growth? These questions have led to a contentious
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debate. There is an emerging consensus that inequality is bad for growth; and
this is an idea that the reader will encounter in this two-volume book.

Some believers in “growth alone” (the view that the World Bank and other
development agencies should focus just on growth) argue that growth will
trickle down to the poor, unmindful of the fact that the word “trickle” itself 
gives away the hand of these commentators. This has been a contentious area 
of debate with a plethora of fallacies and misstatements. Consider, for instance, 
the finding, based on the study of large data sets, that over three quarters of 
poverty mitigation in recent decades can be attributed to plain and simple
economic growth. From this, some people have deduced that growth therefore
is the best cure for poverty and that we simply need to press on the growth
accelerator and poverty will be taken care of.4

This, however, turns out to be a classic case of faulty deduction from arguably 
correct data. The fact that the bulk of the poverty eradicated in recent decades
was because of growth does not mean growth is the best cure for poverty. All 
depends on what else was tried. If hardly any other relevant policies were tried,
whatever poverty is eradicated would be because of growth, but that says little.
It is like a Soviet economist studying job creation in the USSR in the 60s, 70s 
and 80s, and concluding that the government is the best creator of jobs, since
almost all jobs were created by the state.

Indeed, even if growth by itself led to poverty reduction, given our poor
record of eradicating poverty – in 2011, 14.5 percent of the world population lived
below the poverty line of 1.25 dollars, Purchasing Power Parity (PPP)-adjusted),5

per day – there is clearly a need to do much more and to look for appropriate
policy interventions that go beyond “just” promoting growth.

This two-volume collection, Inequality and Growth: Patterns and Policy, is an
effort to assemble the best of contemporary thinking on the subject. It is based
on a roundtable convened by the International Economic Association (IEA)
and the World Bank on “Shared Prosperity and Growth,” and organized as
part of the IEA 17th World Congress held at Dead Sea, Jordan, on June 10–11,
2014. In the roundtable that we organized, we tried to assemble an  outstanding
group of scholars, many of whom have grappled with the issues for many
years, and from various perspectives.

The topics include conceptual issues and measurements, the state of global
inequality, regional experiences, inequality of opportunity, consequences of 
inequality, and also some special areas that go beyond the traditional inequal-
ity discourse. The insights generated at the roundtable are critical in policy
debates on economic development. The collection includes a total of sixteen
full-length papers, and fifteen commentaries on those papers.6

The first volume, Concepts and Analysis, is a collection of papers on the con-
ceptual and theoretical issues on inequality and its measurements. In chapter 1
of this volume entitled “New Theoretical Perspectives on the Distribution of 
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Income and Wealth Among Individuals,” Joseph Stiglitz lays out five new styl-
ized facts. First, there is growing inequality in both wages and capital income
(wealth) and growing inequality overall. Second, wealth is more unequally dis-
tributed than wages. Third, average wages have stagnated, even as productivity
has increased, and so the share of capital has increased. Fourth, there have been
significant increases in the wealth-income ratio, and last, the return to capital
has not declined, even as the wealth-income ratio has increased.

Section 1 of this chapter provides an overview of the key anomalies presented
by the new stylized facts. It explains why they are inconsistent with the standard 
neoclassical models long used by economists, and explains how a focus on rents 
(ignored in the standard neoclassical models) helps to resolve the inconsisten-
cies. It explains the central confusion between “wealth” as a measure of control
over resources and “capital” (or more broadly, an aggregate measure of produc-
tive capital), and shows that the former can be increasing while the latter is
decreasing (at least relative to income or effective labor supply). Land values can
increase, but the productive capacities of the economy decrease. An increase in
wealth as a result of exploitation (monopoly) rents can even result in a decrease 
in productive capacities as measured wealth increases. For instance, savings data
from the National Income Accounts for the United States account for only a frac-
tion of the observed increase in wealth; the rest is associated with an increased 
in the capitalized value of rents. Section 2 of the first chapter re-examines the
equilibrium wealth distribution within the context of a standard neoclassical 
model of growth without land, showing that (contrary to Piketty’s assertions)
there is not ever increasing wealth and income inequality. Equilibrium inequal-
ity is related to underlying behavioral and technology parameters. Section 3
introduces land and rents into the model, analyzes the long-run determinants
of land rents and the price of land, and explains how the credit system plays an
important role in both the increase in the wealth-income ratio and the increase 
in wealth inequality. The chapter explains that in designing policies to mitigate
inequality, one has to be sensitive to the possibility of tax shifting, but shows 
how capital taxes with revenues devoted to investment as well as land taxes can 
lead to reduced inequality and higher steady-state income levels.

In the chapter “Reflections on the ‘Equity and Development’: World DevelopmentWW
Report Ten Years Later,” Francois Bourguignon reflects on the 2006 World 
Development Report (WDR). While the report represented a major step forwardt
in the Bank’s broadening its focus beyond poverty and growth as the main 
poverty reduction tool, it fell short in putting the issues of inequality front and
center stage. Besides political considerations, this choice was dictated by the
recognition that the analytical link between inequality and development was
more complex than a direct negative impact of income inequality on growth. 
Instead, the report focused on the inequality of opportunities as the major
direct impediment to development and the ways of reducing it by “leveling the 
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playing field”, including among other measures of income redistribution. The
increased attention to inequality of opportunity was a significant contribution
to the development policy debate.

Ravi Kanbur and Adam Wagstaff’s chapter, “How Useful is Inequality of 
Opportunity as a Policy Construct?” acknowledges that the empirical analysis 
of equality of opportunity has contributed significantly to our understanding
of the determinants of inequality of outcomes and have become an important 
part of the analysis of policy. At the same time, as the authors point out, there 
are limitations, both conceptual and empirical, of the practical usefulness of 
the concept for policymaking. Drawing on applications in the education and
health sector, they argue, as Francois Bourguignon does in the previous chap-
ter, that the focus on inequality of opportunity is often used to delegitimize
concerns over inequality of outcomes, including those arising from luck, risk 
and the distribution of talent (which is also luck, one step removed).

In “The Effects of Fiscal Redistribution,” Michele Battisti and Joseph Zeira use
cross-country, pooled, and panel regressions to examine the role of fiscal policy
in reducing income inequality. They test for the possibility of any reverse cau-
sality, namely that public spending increase is driven by pressure to redistribute 
and which type of fiscal policy is most strongly related to the redistribution
of income. They find that a one percent increase in public expenditure as a 
percent of GDP reduces income inequality in both cross-country and pooled 
regressions by 0.3–0.4 percent. Fiscal policy is also significant in reducing pov-
erty, in particular labor market subsidies. Due to data constraints, their analysis
on poverty is limited to OECD countries.

The papers by Hai-Anh Dang and Peter Lanjouw, Tony Castleman, James
Foster and Stephen Smith, and by John Ifcher and Homa Zarghamee propose
alternative ways of conceptualizing and measuring inequality, poverty and vul-
nerability. The simplicity of poverty headcount measures have made them the
most widely used measure for monitoring poverty. However, in their chapter, 
“Person Equivalent Headcount Measures of Poverty,” Tony Castleman, James
Foster and Stephen Smith argue that the headcount measures ignore the inten-
sity of poverty and this incentivizes policymakers to focus their efforts on the 
least deprived segments of the poor, since it costs the least to help this group to 
cross over the poverty line. They contend that other conceptually robust meas-
ures are often dismissed from the policy discourse as being too complex and
not intuitive. The “person equivalent headcount” measures they propose uses
a monetary, benchmark measure of the average depth of poverty to count up
the number of “person equivalent” poor. They calculate the person equivalent
headcount for eighty countries using the World Bank’s $1.25 per day poverty 
line, which shows a more rapid decline in global poverty and significant
redistribution across regions and countries.7

In “Towards a Definition of Shared Prosperity: A Dynamic Perspective from 
Three Countries,” Hai-Anh Dang and Peter Lanjouw present a complementary



Preface  xxv

measure to the shared prosperity measure employed by the World Bank which
considers not only the currently poor, but incorporates the vulnerable popu-
lation, the segment of the population that is currently non-poor but face a
heightened risk of falling back into poverty. Using illustrations from India, the 
United States and Vietnam for the mid- to late-2000s, they find that the two 
approaches are qualitatively consistent, with Vietnam enjoying the greatest
boost in shared prosperity, followed by India and lastly, the United States.

John Ifcher and Homa Zarghamee’s chapter on “Evidence of the Compression 
of the Subjective Wellbeing Distribution with Economic Growth” looks at
inequality from the subjective wellbeing perspective. To date, the existing lit-
erature has focused mainly on the mean of subjective wellbeing. The chapter
expands the body of work to looking at inequality of subjective wellbeing, its 
changes and the relationship to growth. Using data from the World Values 
Survey and World Development Indicators, Ifcher and Zarghamee find that
per capita income is inversely related to subjective wellbeing inequality in
cross-sectional and time series (excluding the two fastest growing economies).
The latter is an interesting corollary to the “Easterlin Paradox” – that, though
as income increases, happiness increases, in the long run, increased income is
not correlated with increased happiness.

Karla Hoff broadens the inequality discourse by looking at social exclusion from
the perspective of behavioral economics. In her paper, “Behavioral Economics and
Social Exclusion: Can Interventions Overcome Prejudice?” she demonstrates that 
mental models – intuitive, socially learned sets of ideas about how things work –
can bias an individual’s perceptions of himself and the world. She argues that
government programs should attempt to look at both structural and behavioral
factors in addressing social exclusion. Group deliberation changed perceptions
and overcame biases in ways that led to the abandonment of female genital
mutilation in many villages in Senegal. In the West Bengal state in India, political 
affirmative action for women improved the way men perceived women, parents
perceived their daughters, and women perceived themselves. However, political 
affirmative action for low castes (the Scheduled Castes) appear to have had no
impact on broadly shared mental models. In the Indian state of Uttar Pradesh, 
affirmative action for Scheduled Caste did not appear to change the perceptions
that the high-castes held of the Scheduled Castes and may have led to worse
performance by high-caste teachers in public education, which Scheduled Castes
unlike high castes disproportionately depend on. In India and China, experi-
ments showed the impact of activating existing mental models, rather than of 
trying to change them. Making salient (by publicly revelation) the social identities
of students in dominant and stigmatized social groups created a gap between their
average performance, with the stigmatized groups performing significantly worse.

The second volume, Regions and Regularities, examines the state of global 
inequality and inequality in different regions; and analyzes other kinds of 
inequality and discrimination.
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In the first chapter, “The Inheritance of Employers and Nonlinearities in
Intergenerational Earnings Mobility,” Miles Corak and Patrizio Piraino exam-
ine intergenerational earnings mobility by looking at the role of parents on a
child’s interface with the labor market using a rich data set from Canada. They
show that this explains nonlinearities in the intergenerational transmission
of earnings. Getting a job in the father’s firm plays a major role in preserving
wealth and income advantages across generations.

In his chapter, “Do Nations Just Get the Inequality They Deserve?” José
Gabriel Palma analyzes the contrasting centripetal and centrifugal forces at
work within the distribution of income across countries. He argues that as 
a result of a process of convergence, the population located in the middle
and Upper-middle (i.e., within deciles 5 to 9) tends to appropriate a share of 
about 50 percent of the national income. As a result, he proposes an alter-
native inequality measure to the Gini which is often referred to as the “Palma
ratio”. The Palma ratio defined as the ratio of the income share of the top
10 percent over that of the bottom 40 percent, tries to capture inequality where
it currently exists (the top and bottom of the income distribution). The chapter
suggests that the huge diversity of distributional outcomes across the globe is
not just the result of abstract economic forces, but rather the consequence of 
differences in economic structure and political settlements.

The chapter by Nora Lustig, Luis Felipe Lopez-Calva and Eduardo Ortiz-
Juarez examines the state of inequality in the Latin America and the Caribbean
region In “Deconstructing the Decline in Inequality in Latin America” they 
show that inequality, as measured by the Gini coefficient and other indica-
tors (including all variations of the Kuznets ratio), declined in sixteen of the
eighteen countries in Latin America and the Caribbean during the period 2000 
to 2012. They attribute the decline to the decrease in hourly labor income 
inequality and progressive government transfers. This is a study that clearly 
has lessons for other parts of the world and other economies at similar stages 
of development.

The Arab countries are the focus of Radwan Shaban’s chapter, “Inequality in 
Arab Countries.” He observed a similar general declining trend in the Arab coun-
tries, in the period leading up to the Arab Spring. Furthermore, the median Gini
coefficient for the Arab countries, at 36 percent, was lower compared to 38 percent
for the world and 40 percent for all emerging market economies and develop-
ing countries. He concludes by offering some plausible explanations of the dif-
ference between the measurement of inequality from household surveys and
the perceived inequality as evidenced by the increased demand for fairness and
social justice in the Arab countries.

In their chapter, James Galbraith, Beatrice Halbach, Aleksandra Malinowska, 
Amin Shams and Wenjie Zhang summarize a comprehensive revision and
update of the University of Texas Inequality Project (UTIP) work on the 
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inequality of pay and incomes around the world for the period 1963–2008.
Their new data set on industrial pay inequality (UTIP-UNIDO) based on
the Industrial Statistics of the United Nations Industrial Development
Organization covers 4,054 observations for 167 countries, and the revised
Estimated Household Income Inequality (EHII) database of gross household
income inequality covers 3,871 observations for 149 countries. Their paper
“The UTIP Global Inequality Data Sets 1963–2008: Updates, Revisions and
Quality Checks” provides a fairly comprehensive quality check of the database
against other available measures. They conclude that the EHII data set is reli-
able in estimating trends and reasonably reliable in estimating the level of gross
income inequality observed in household surveys, but provides the advantage
of dense and consistent coverage across the global economy, and is therefore
useful for comparative and historical analyses.

In “Inequality and the Fragility of Growth,” Jonathan Ostry attempts to address 
two questions. To what extent does inequality render growth more fragile? And, if 
inequality makes growth less stable, what are the possible implications as far as 
redistributive policies are concerned? Ostry examines the relationship between 
the duration of growth spells and a number of determinants, including ine-
quality. He focuses on spells rather than standard panel growth regressions
because growth, especially for developing countries, is not a smooth process,
and drawing inferences from panel growth regressions in such circumstances
may be misleading. He finds that more equal societies have more durable
growth spells. He then asks the question whether redistributive policies should
be used to bring about less fragile growth. Ostry finds that except in extreme
cases, there is no trade-off between growth and redistribution – a marked
departure from the perspective that was dominant until recently, but consist-
ent with the analysis of Stiglitz (2012) and other more recent studies.

To what extent does inequality in the control over a society’s resources 
facilitate or hinder growth? This is one of the key questions in the growth and
inequality debate. However, empirical studies to date have tended to use the 
distribution of income as a proxy for distribution of wealth. In “Does Wealth
Distribution and the Source of Wealth Matter for Economic Growth? Inherited 
v. Uninherited Billionaire Wealth and Billionaires’ Political Connections,” 
Sutirtha Bagchi and Jan Svejnar attempt to answer the question posed by the 
title of their paper, using a derived global measure of wealth inequality from 
Forbes magazine’s list of billionaire and decomposing wealth into three com-
ponents: wealth obtained through political connections (cronyism), wealth
generated from entrepreneurship, and inherited wealth. In their sample,
inherited billionaires, the largest group account for about 54–72 percent of the 
total (depending on the year under consideration) and politically connected
billionaires represent the smallest 4–13 percent of total billionaire wealth. They
find that politically connected wealth and inherited wealth have a significant 
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negative effect on growth, while the effects on growth of wealth generated
from entrepreneurship are insignificant.

Ashwini Deshpande’s chapter on “Caste Discrimination in Contemporary
India” examines the state of caste disparities and discrimination in India, and
notes how discrimination is very much a part of modern Indian society and 
also across the world with different kinds of systems, which seem to suggest
that discrimination based on social identities is compatible with freely func-
tioning markets. She finds that the persistence of caste inequalities results in
both inequality of opportunities and inequality of outcomes. To rectify inter-
group discrimination, such as those based on caste, will require purposive
multi-pronged interventions.

The chapters are followed by interesting commentaries and in some cases,
vigorous challenges by the discussants: Martin Ravallion, Bhaskar Dutta,
Aristomene Varoudakis, Sudhir Anand, Paola Giuliano, James Foster and
Murray Leibbrandt in volume 1 and Francisco Ferreira, Joseph Stiglitz, Edward
Wolff, Francois Bourguignon, Kendra Bischoff, Shantayanan Devarajan,
Celestin Monga, and William Darity, Jr. in volume 2. The work in these two 
volumes illustrates the complexity of the processes that determine the level of 
inequality in society and the importance of understanding them. The chapters
have drawn attention to the many dimensions of inequality and the difficulties
of measuring them, and the importance of both the inequality of outcomes
and inequality of opportunity. The chapters have shown that inequalities, both
in income and opportunity, can be affected by policy; and that policies that
reduce these inequalities tend to promote development and enhance growth.

Some of the subjects addressed in this book have long been neglected. We
see this two-volume monograph as opening up a debate, while being aware 
that there is much more to be said about each of the questions that have been
addressed here. The aim of this volume is to put the discourse on a more sound 
scientific footing by marshalling some of the leading experts to contribute to
our understanding of the main patterns of, and interconnections between,
inequality and growth, and to nudge us towards the design of more effective
policies for creating a better and a more inclusive global economy.

Notes

1. The authors would like to thank Karla Hoff for her extensive comments.
2. The twin goals were adopted by the World Bank’s Governors at the Development

Committee meeting on April 20, 2013.
3. It is worth clarifying that prior to the newly enunciated goals, many in the World

Bank had written and spoken about the excesses of inequality; what is new is the 
formal adoption of the mitigation of inequality as a goal. Some commentators argued



Preface xxix

that the “bottom 40 percent” focus is not an inequality measure because it does not 
speak comparatively with the rest of the income distribution. While this is technically 
true, since the overall growth rate of each economy is so widely known, making the 
data available for the growth of the bottom 40 percent immediately shows whether 
the poorest 40 percent is catching up or falling behind. Making this data available 
is a prompt to policymakers to curb the growth of inequality, to make sure that the
bottom 40 percent grows faster than the top 60 percent. To say that this is not an
inequality measure because we do not say what the policymakers should do with the 
new data is like saying that providing the Gini coefficient is not an aid to curbing 
inequality unless we make it explicit each time that the aim is to minimize the Gini 
and not maximize it. 

4. Here we overlook a number of complex statistical issues. If, as reflected in the emerg-
ing consensus, countries with lower inequality grow better and are more stable, and if 
(as is surely the case), lower inequality and greater stability are associated with lower 
poverty, there are difficult problems of identification that are not addressed by most
of the statistical studies: policies that led to poverty and inequality reduction may 
have led to higher growth. 

5. For those unfamiliar with purchasing power parity (PPP) numbers, we may point out
that in most developing countries 1.25 dollars PPP-adjusted translates to 35 to 45 
cents. The fact that nearly one-seventh of the world lives below this line is a serious 
indictment of our effort at poverty mitigation thus far.

6. Stiglitz’s paper was planned as a standalone presentation for general discussion with-
out a designated discussant.

7. Or $1.90 per day, which is the updated poverty line in 2011 based on new PPP data,
but constant in real terms to $1.25 per day pove rty line based on 2015 PPP data.
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1.1 Introduction

A growing literature addressing the intergenerational transmission of earnings 
often forms the backdrop for policy discussions dealing with equality of oppor-
tunity. This literature is generally framed in the context of a linear regression
to the mean model, and motivated theoretically by models of parental invest-
ments in the human capital of their children as in Becker and Tomes (1986,
1979) and Loury (1981). The major concern of the empirical research has been
the challenge of correctly estimating the elasticity of earnings between parents
and their children in the presence of measurement errors and life cycle biases.
Atkinson, Maynard, and Trinder (1983), Solon (1992, 1989) and Zimmerman 
(1992) offer a starting point that has led to a large number of studies from a 
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number of countries, surveyed by d’Addio (2007), Björklund and Jäntti (2009),
Black and Devereux (2011), Corak (2006), and Solon (2002, 1999). Böhlmark 
and Lindquist (2006), Grawe (2006), Haider and Solon (2006) and Nybom and 
Stuhler (2016) represent some recent methodological developments.

Though this research is highly descriptive it has also led to a greater appre-
ciation of causal processes. Attention to sibling and neighbourhood effects, 
as in for example Björklund et al. (2002), Björklund, Lindahl, Plug (2006), 
Oreopoulos (2003), and the research summarized in Solon (1999), suggests that 
within family, as opposed to peer or neighbourhood, influences play the central 
role in determining the degree to which a child’s life chances are tied to socio-
economic background. As such these findings have links to the growing research
on early childhood development, the formation of values and preferences, and
their impact on readiness to learn and pro-social behaviour that are important 
antecedents to educational attainment and ultimately labour market success.

While this certainly relates to discussions of equality of opportunity, there
at the same time seems to be less emphasis on the structure of labour markets;
the constraints or barriers embedded in them, and access to particular occupa-
tions or jobs, issues that traditionally also spoke to this policy concern. In
fact, studies of the demand side of the labour market describe persistent differ-
ences in wages across firms and industries, as for example in Abowd, Kramarz,
Margolis (1999) who examine wage differences between small and large firms
or in Krueger and Summers (1988) who discuss inter-industry wage differences.
These studies and an associated literature documenting within-industry firm
differences, as for example in Baldwin  (1998), suggest that more productive
and more highly-paid workers are concentrated in particular firms.

It is also well known that on the supply side families and friends play impor-
tant roles in the job search process. Datcher Loury (2006) suggests that up to
50 percent of jobs are found through family, friends or acquaintances, and also
shows that the highest wages are paid to those who find jobs through “prior
generation male” relatives who actually knew the potential employer or served 
as a reference. In this US study roughly 10 percent of men found jobs in this way.

If the demand side of the market is structured into high- and low-paying
firms and if close family relatives play an important role in passing on jobs,
then is it possible that the degree of intergenerational earnings mobility has
something to do with not only human capital investment when children are
young, but also with the firms with which they are employed as adults and the 
possibility that these firms are in some sense transmitted across generations?
This is the question that motivates our research.

Our analysis of intergenerational earnings mobility focuses on the role that
parents may play in structuring the child’s interface with the labour market, in
the extreme influencing the degree to which employers are passed on across
the generations. We examine this issue with a large administrative data set on
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a cohort of Canadian men containing information for both fathers and sons
on up to four employers per year, starting in the year the child was 15 years 
old and continuing to early adulthood. The sample sizes available to us and
the quality of the earnings data allow us to focus attention on specific points
in the earnings distribution, particularly the upper tail. As such our analysis
speaks to the potential long-run dynamics associated with the significant
increases in income shares accruing to top earners that has been documented
by Atkinson and Piketty (2007) and a host of associated research papers, with
the  Canada-United States comparison by Saez and Veall (2007, 2005) being 
most pertinent.

To the best of our knowledge, the implications of changes in cross-sectional 
inequality at the top of the distribution for the transmission of inequality across
the generations have not been adequately addressed. The work by Björklund,
Roine, and Weldenström (2012) is the only study focusing explicitly on inter-
generational mobility at the top of the income and earnings distributions.
They document a very high degree of transmission from fathers to sons in the
very top of the distribution and explore the potential mechanisms explaining
this persistence. They find that IQ, non-cognitive skills, and education of the
sons are not the most likely transmission channels, while the inheritance of 
wealth might play a major role.

We show that the intergenerational transmission of employers can help 
explain the observed nonlinearities in the intergenerational transmission of 
earnings. In the first part of the paper, section 1.2, we r draw on Mulligan (1999,
1997) to derive a number of insights from a reformulation of Becker and TomesTT
(1986). This analysis motivates our empirical model, and argues that parent–child
earnings will be causally linked even in the context of perfect capital markets if 
employers are transmitted across the generations. The possibility of inheriting
an employer raises the intergenerational earnings elasticity, and introduces 
a nonlinearity that varies positively with paternal earnings. This framework 
motivates the use of a particular version of a switching regression model in our
empirical analysis, which is pursued along with a description of the data in 
sections 3 to 5 of the paper. We find that the intergenerational transmission of 
employers tends to increase the intergenerational elasticity of earnings, a result 
that is clearest in the absence of credit market constraints and heterogeneity in 
other endowments. We find that it is strongly associated with the preservation
of top earning status across generations. These findings are discussed in the 
final concluding section.

1.2 Theoretical framework

The general structure of models dealing with the intergenerational transmis-
sion of inequality involves a two-period horizon in which parents use their
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income both for consumption and for investment in their children during the
first period, while children work and consume as adults in the second period.
The maximization problem involves parents allocating their endowment
between current consumption and expenditures that will increase the earnings
capacity, and hence future wellbeing, of their children. A simplified version
of the earnings-generating function for the child in adulthood, as presented
in Becker and Tomes (1986), is offered as equation (1), where for convenience
individual level subscripts are suppressed.

ln YtYY =gt Ht tHH + l Et + lt (1)t

The earnings of an individual of generation t are represented as t YtYY , and are tt

related to the human capital of the individual, HtHH , its valuation in the labour tt

market, gt, and market luck tt lt . Et is thought of as ability. It affects earningst

directly, and in most of this literature is also a catch-all for the cultural or 
genetic attributes of the family that are passed on to the child in a way not 
determined by parental control, and hence not responsive to incentives. It 
affects earnings indirectly by influencing investments in human capital, which
is accumulated during childhood as a result of private expenditures of parents.

These endowments are assumed to be transmitted mechanically across gene-
rations according to a Markov process as given by, to use notation similar to 
Becker and Tomes (1986), equation (2).

Et =αt +hEt−tt 1 +vt (2)

Parents observe the endowments of their children, and make human capital
investments that are subject to a diminishing marginal return. All parents are 
able to make the optimal investment, notwithstanding their income or the ability 
level of their children, if capital markets are assumed to be perfect. This assump-
tion permits even low-income parents of high ability children to make the
optimal level of investment. In this way the human capital and hence earnings
outcomes of children are separated from parental income, and the intergenera-
tional transmission of inequality is determined by the degree to which ability is 
transmitted across the generations, as given by h.1 The fact that earnings regress
to the mean according to the inheritability of endowments, and independently 
of parental earnings, is a key result in this strand of the literature.

In Loury (1981) and Becker and Tomes (1986) it is recognized that some par-
ents may not be able to invest the optimal amount of human capital in their
children if there are borrowing constraints in financial markets that prevent
the passing on of debt for repayment in the next generation from the increased
earnings of the child. Parents must fund these investments by reducing their
own consumption. This implies that the cost of funds are not the same across
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families, and also that they are increasing in the level of expenditures on the
child’s human capital as the reduction in consumption raises the shadow cost
of additional expenditures. This is reflected in equation (3) by the positive
influence of parental income in the educational attainment of children.

HtHH =dEt +q lnYtYY −tt 1, q≥ 0 (3)

When q > 0 capital markets are not perfect so that the child’s level of human 
capital depends on parental income: the child’s human capital is higher the 
more able the child, but also the higher the parental incomes. Some families
will have enough income to make the optimal level of expenditures, but this
will not be the case for other families. In the presence of borrowing constraints,
earnings will persist across generations both because of inheritable endow-
ments and because of suboptimal human capital investments. The intergenera-
tional elasticity for the population as a whole displays a nonlinearity concave 
in parental earnings. As such, imperfect capital markets imply that child
earnings will be related in a causal sense to parental earnings.

We augment this model by introducing the possibility of intergenerational 
transmission of employers. Following Mulligan (1999, 1997 pp. 55–7), we sug-
gest that endowments have two dimensions: one that shifts the earnings func-
tion in a way that alters marginal returns and determines the efficient level of 
human capital; another that shifts it in an additive way and does not alter its 
slope. We suggest that the intergenerational transmission of employers is an
endowment of this latter sort, reflecting the capacity of parents to influence the 
outcomes of the child’s job search. The maintained assumption is that this is
something that only happens after human capital investments are completed.

We also assume that this capacity is positively related to parental earnings,
an assumption that we show later is justified by the patterns in our data. It 
is important to note that different hypotheses for the existence of a positive
relationship between parental earnings and the intergenerational transmis-
sion of employers can be found in the literature. For example, Shea (2000),
among others, hypothesizes that fathers in unionized jobs are able to pass on
employment with the same firm to their sons. Further, the union–non-union 
wage premium implies that the children of these relatively higher earning
fathers will also get a relatively higher wage offer from the firm. More gener-
ally, Atkinson, Maynard and Trinder (1983) note that when local labour mar-
kets are dominated by a single employer, it is more likely that sons would be 
employed at the same firm as fathers even in a non-unionized setting. Further,
this being a dominant or large employer in the labour market may also suggest
a dominant position in product markets so that the firm’s revenues may incor-
porate a rent that is shared with workers. The intergenerational transmission
of employers could also be positively related to parental income because the
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degree of control parents have in the hiring policies of the firm may increase
with income. In the extreme we can imagine parents being the owners of the
firm and exerting preferential hiring of relatives. The literature on the succes-
sion of CEOs as in Pérez-González (2006) for the United States, and Bennedsen
et al. (2007) for Denmark can be offered as an example of this possibility.2

Finally, we also note that the possibility of inheriting an employer may impact
the earnings outcomes of children through their reservation wage. For a given 
job offer distribution the availability of a job in the father’s firm, something 
the child knows with certainty, will lead to higher reservation wages in the
same way that the availability of an independent source of income like unem-
ployment insurance increases the reservation wages of the unemployed.3

Individuals with higher earning parents will have higher reservation wages and
therefore higher earnings. If this is the case, then the son’s adult earnings may
be influenced by the possibility of inheriting his father’s employer even if he 
does not ultimately work for this firm. This is particularly relevant for the
empirical implementation of our model.

The possibility of being employed with the same firm that employed their
parents is information available to children, and its impact on earnings is trans-
mitted across the generations in a manner different than depicted in equation 
(2) for other endowments. In particular we suggest that the earnings generating
function in equation (1) be modified as follows.

ln YtYY = gt Ht tHH + l Et + f lnYf tYY −tt 1 + ut (4)

In equation (4) earnings depend upon two types of endowments, ability Et andt

the earnings impact of parental contacts represented as f lnYtYY −tt 1, where f> 0 indi-
cates that fathers with greater earnings are more able to pass on  employment
in higher paying firms.

Equations (3) and (4) imply that ln YtYY =(f( +gtq) lnYtYY −tt 1+(l+gtd)dd  Et . So for children
of the same ability Et, the child with higher earning parents will have higher tt

expected earnings. This occurs for two reasons. First, higher-income families are 
less severely constrained in the capital market. In the standard borrowing con-
straints model with one dimension of ability this effect is given by gtq. But this
impact is accentuated by the presence of the second type of endowment so that
the ultimate elasticity between parent and child earnings for children with equal 
Et is (t f( +gtq). The presence of the intergenerational transmission of employers
implies any given difference in income between parents of equally endowed chil-
dren will lead to a higher difference in the longer-run earnings of children because 
higher-paid parents have a higher-wage employer to pass on to their children.

As in the standard formulation, this framework motivates and informs the 
use of a linear regression to the mean model of intergenerational mobility: 
ln YtYY =t α+α b lnYtYY −tt 1 +et, wherett b, the intergenerational earnings elasticity, is thebb
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parameter of interest in need of interpretation. Following the calculations in
Solon (2004) we derive b to be:b

g qb
g q

( + ) +
= .

1+( + )
t

t

h
h

�

�
 (5)

This derivation clarifies that when both effects are in play, q > 0 and f > 0, the 
shape of the intergenerational earnings relationship is indeterminate. As such,
nonlinearities cannot be used to test the predictions of the model without
specifying how b varies across the population. This is a result of the existenceb
of both credit market distortions and the transmission of job contacts.

In the standard formulation f = 0. In this context the model distinguishes a
regime in which capital markets are perfect, with q = 0 and therefore b = h, from
a regime in which parents are not able to borrow against the future earnings 

of their children, with q> 0, and
qgb

qg
+

= ,
1+

t

t

h
h

 which is greater than h when q

is positive. In Becker and Tomes (1986) this latter regime is described to be the 
case for low-income families, and as such a direct channel is opened between 
the earnings of parents and their children. This model predicts a nonlinear and
concave relationship between parent and child earnings. Alternatively, in the 
context of a linear specification the intergenerational earnings elasticity for
the population as a whole is higher than it otherwise would be, and is driven by 
the higher elasticity at lower earnings levels. The two regimes, q= 0 and q > 0, are
often distinguished by whether parents make financial transfers to their children
or not, as in Mulligan (1999).4

Assume q = 0, so that capital markets are perfect, and that f> 0. Then 
+

= ,
1+

h
h

b �

�

but in this case the higher intergenerational elasticity holds at higher earnings
levels since parents with higher earnings pass on another type of endowment
to their children. In other words, this model also predicts a nonlinear rela-
tionship between the logarithm of parent and child earnings, but convex in
nature with a higher elasticity at higher parental earnings because the children
of these parents are both more likely to inherit an employer, and more likely 
to inherit a higher-paying employer. The intergenerational elasticity for the 
population as a whole is higher than it otherwise would be, but now is driven
by the higher elasticity at higher earnings levels. In a similar manner this sug-
gests that the population consists of a mixture of two types of individuals, and
raises the issue of whether and how these regimes can be empirically identified.

There are two important caveats to our theoretical framework. The first concerns
the assumption that the transmission of employers is an additive endowment. For
example, Magruder (2010) adapts the Becker–Tomes earnings-generating equa-
tion in a way that emphasizes a multiplicative role for parental networks by 
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stressing that human capital investments can only generate returns when indi-
viduals are in fact working.5 More generally, working for a particular employer
may influence the return to human capital and therefore alter incentives and
the optimal amount of investment in education. It is not immediately clear in
which direction this effect works. On the one hand it is easy to imagine that
there may be a certain level of education required to gain employment with 
the father’s firm, or to particular positions in the firm. On the other hand, it
is also observed in the literature on the determinants of self-employment that
the children of the self-employed may exert less effort in education, as for
example in Gevrek and Gevrek (2010). These children are more likely to have
entrepreneurial intent, or are more likely to be hired by their parents, and as a 
result they are more likely to cut their education short.6

The second caveat is that it is not immediately apparent that the intergen-
erational transmission of employers can be distinguished from other types of 
endowments that may also be additive in their impact on earnings. These may
include time preference, risk aversion, entrepreneurship, and other aspects of 
personality including physical traits like beauty. These endowments may also
vary positively with parental incomes, and perhaps distinctly so at the upper tail 
of the earnings distribution in the manner of Rosen (1981), with marginal differ-
ences in endowments implying significantly greater earnings. This is certainly
the most important challenge in empirically implementing our framework.
Although we cannot exclude the possibility of unobservable traits affecting
both the son’s decision to work for his father’s employer and his earnings, 
we attempt to address this issue by introducing measurable markers for time
preference and entrepreneurship.

In addition to these concerns, the other empirical issue that follows from our
model is that the observed incidence of same employers across the generations
understates the influence of employer inheritance because sons of high enough
ability may have higher earnings with other employers. Even so, the oppor-
tunity to inherit the father’s employer conditions their reservation wage and 
leads to higher earnings.7 In other words, the information on whether a son
actually works at the same employer as his father is not a perfect measure of 
whether or not he had a possibility of inheriting an employer from his father,
and this needs to be recognized in the empirical analysis.

1.3 Nature o f the data and some preliminary results

Our analysis is based upon the Intergenerational Income Data (IID) we devel-
oped at Statistics Canada from administrative information on individual
income tax returns that have been grouped into families. While we have infor-
mation on a number of cohorts of young men, our focus is on the oldest group 
at the time we began our analysis, those who are 33 years of age in the last year 
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Table 1.1 Descriptive statistics for fathers and sons linked intergenerationally

Number of 
observations

Average Age Average 
Earnings

Number 
of unique
employers

Fathers 
(1980)

Sons 
(1996)

Fathers Sons Fathers Sons

1 Entire sample 71,215 47.4
(6.14)

33 43,524
(27,085)

36,129
(22,953)

23,963 31,674

2 95th percentile
and below of father’s
earnings distribution

67,499 47.3
(6.18)

33 39,724
(15,377)

35,434
(20,904)

23,070 30,378

3 96th percentile
and above of father’s 
earnings distribution

3,716 47.6
(5.22)

33 115,735
(68,499)

49,347
(45,281)

2,018 2,643

Note: Panel 1 refers to all inter-generationally linked sons born in 1963, and who are hence 33 years of 
age in 1996. Fathers’ earnings are averaged over the five years the son was 15 to 19 years of age, and 
sons’ earnings are averaged between 1994 and 1996. All monetary figures are expressed as constant
1992 dollars. The cut-off dollar value of the 95th percentile of the father’s earnings distribution is 
equal to $79,910. The number of unique employers refers only to the main employer, the employer
that paid the largest proportion of total earnings during the above periods. Figures in parentheses are 
standard deviations.

of observation. We observe their earnings in each year they file income taxes 
from the age 15 onward, and more importantly the earnings of their fathers
since that time. For each year between 1978 and 1996 we also observe up to
four employers that the sons and the fathers may have had. The appendix
discusses the data in more detail.

Table 1.1 presents basic descriptive information. Father’s earnings are averaged
over the five year span in which the son was 15 to 19 years of age. To remain
in our analytical sample the father must have positive earnings in each of these
five years.8 On average fathers are in their mid to late forties when we estimate
their permanent earnings. Sons’ earnings are averaged over a three-year period,
1994 to 1996, conditional on reporting positive earnings in each of these three
years. As such the sample of sons is relatively young. This is likely to lend a 
downward bias to estimates of the intergenerational earnings elasticity. This is
one reason we focus most of our analysis on the oldest available cohort. This
restriction also simplifies many of the calculations and makes the sample size – at 
just over 70,000 – more manageable.

We work with a particular definition of whether or not a son is employed 
by the same firm as his father. It refers to the “main” employer of the father
and the son, the employer accounting for the majority of earnings. We 
restrict this to mean the employer representing the majority of the father’s
earnings during the years the son was 15 to 19 years of age, and the employer
accounting for the majority of the son’s earnings when he was between ages 
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30 and 33. Just below 6 percent (5.9 percent) of this cohort of young men have
as their main employer in adulthood the same main employer their fathers had 
when they, the sons, were between 15 and 19 years old.

In fact, the lifetime incidence of the intergenerational transmission of employ-
ers is much higher: 41 percent of 33-year-olds are or have been employed at
some point since the age of 16 with an employer who also employed their
father at any point in the past.9 In other words, many more sons have at some
point been employed with at least one of their father’s employers than actually
have, using the term loosely, a “career” job with the employer that gave their
fathers a career job. This lends credence to our discussion of the role of the job 
search process and reservation wages by suggesting that the possibility of same
firm employment across the generations is greater than what is observed by
focusing on the main employer in adulthood.

The incidence of same main employer across the generations is positively
associated with father’s earnings. Figure 1.1 presents the proportion of sons

Figure 1.1 Proportion of sons with the same main employer as their father for each per-
centile of the father’s earning distribution: father’s main employer when son was 15 to
19 years compared to son’s main employer between 30 and 33 years of age
Note: The horizontal solid line is drawn at 0.059, the incidence of same firm employment for the
entire sample. Calculations are based on weighted observations of 71,215 sons who are 33 years of 
age. Father’s earnings percentiles are calculated using a five-year average of earnings during the period
sons were 15 to 19 years of age.
Source: Calculations by authors using Statistics Canada administrative data as described in the text 
and the Appendix.
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in each percentile of the father’s earnings distribution having the same main
employer. For percentiles below about the 45th the incidence is, for the most
part, below the overall average of 5.9 percent, while for percentiles above about
the 55th it is above. Its highest values are among the top 3 percentiles, display-
ing a distinct jump to about 10 percent at the 98th and 99th percentiles and
then to almost 16 percent at the top percentile.10

Table 1.2 offers the quartile transition matrix between father and son earn-
ings, as well as the proportion of sons with the same main employer as the 
father in each cell. Many of the cells in the middle part of the transition matrix
are not too different from 0.25, but the probability of sons born to fathers in
the bottom quartile becoming bottom-quartile adults is over one-third, as is the
probability of sons born to top-quartile fathers becoming top-quartile adults.
What distinguishes these two points is the fact that the proportion observed
to have the same employer as their fathers is much higher among sons of top-
earning fathers. About 4 percent of sons of bottom-quartile fathers have the 
same employer as their father regardless of whether they remain at the bottom
of their earnings distribution or move to the top. In contrast, only 3 percent of 
the sons of top-earning fathers who fall to the bottom quartile have the same
employer as their father; this proportion is close to 12 percent for those who
remain in the top quartile. A similar pattern holds for those born to fathers in 
the third quartile, and to a lesser degree the second quartile. For the most part

Table 1.2 Quartile earnings transition matrix with proportions of intergenerational 
transmission of employers within each cell

A. Father–son earnings quartile transition matrix

Sons

Fathers Bottom 2nd 3rd Top

Bottom 0.351 0.282 0.207 0.161
2nd 0.267 0.277 0.254 0.202
3rd 0.215 0.238 0.277 0.271
Top 0.168 0.203 0.262 0.367

B. Proportion of sons with the same main employer as father within each cell of the 
earnings quartile

Sons

Fathers Bottom 2nd 3rd Top

Bottom 0.041 0.048 0.038 0.042
2nd 0.027 0.059 0.067 0.061
3rd 0.022 0.046 0.083 0.101
Top 0.029 0.044 0.079 0.116
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it is also the case that the upward movement of one quartile from the father’s
original position is associated with a higher percentage of same-firm employ-
ment than that associated with sons who remain in the same quartile as their
fathers. Similarly, downward mobility of one quartile is associated with a lower
fraction of same firm employment than that associated with sons who remain
in the same quartile.

It should be noted that the patterns described in Figure 1.1 and Table 1.2 are
not unique to Canada. Bingley, Corak, and Westergård-Nielsen (2012) under-
take a comparative analysis of the intergenerational transmission of employers
using Canadian and Danish data. The incidence of same firm employment
across the generations is similar though slightly lower in Denmark (about 30
percent for the life-time measure and 4 percent for the main-employer meas-
ure versus 40 percent and 6 percent in the Canadian case), but the positive
relationship with parental earnings, the sharp spike at the very top of the earn-
ings distribution, as well as the association with the elements of the earnings
transition matrix are striking by their similarity. Indeed, the Danish equivalent 
of Figure 1.1 is virtually the same, with the data points lying slightly below
the Canadian, and rising sharply above the 90th percentile, but particularly
above the 95th. The availability of detailed and comparable administrative data
makes a comparison of these two countries possible and at the same time limits 
the ability to make comparisons to countries more similar to Canada.11 But the 
fact that these two countries differ significantly in their geography, industrial 
structure, and labour markets suggests that the patterns our analysis focuses
upon, particularly the non-linearity at high incomes, are not Canada-specific.

The major limitation of our data is associated with the covariates available for 
analytical purposes. We are restricted to making use of information relevant for
and collected as a part of the filing of income tax returns. Educational attain-
ment and occupation are not, for example, available to us, to say nothing of 
information from questions intended to measure time preference or risk aver-
sion. However, we follow Mayer (1997) in suggesting that markers of other traits
that may be important endowments passed on between fathers and sons can be 
obtained by using indicators for the presence of different types of incomes. Our 
analysis is focused on earnings, but all sources of total income are also avail-
able in the data. Mayer (1997) argues, for example, that the presence of asset
income—as distinct from the actual amount—can be taken as an indicator of 
unobserved parental traits, like time preference or motivation that will influ-
ence the long-run outcomes of children. In addition, Hill and Duncan (1987)
and Corak and Heisz (1998) also examine the association between child out-
comes and so-called “first dollar” effects of different types of income. We borrow
from these analyses and introduce indicators of whether the father reported any 
self-employment income, any investment income, and any capital gains over 
a five-year period during the son’s teen years. These indicators are intended to 
capture, in some degree, the potential transmission of endowments associated 
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with entrepreneurship, time preference, and risk aversion. In the following sec-
tion we also document that they vary positively with paternal earnings. While
using this information falls short of a clear identification strategy, it is a step in 
the direction of recognizing that parental networks associated with employers
may not be the only endowment to play a role in the child’s earnings outcome.

1.4 The empir ical model

Our objective is to estimate the intergenerational earnings elasticity by recog-
nizing that the population of sons consists of a mixture of two groups, those
who draw on parental job contacts and those who do not. The empirical
strategy is to split the sample of families by the likelihood of having intergen-
erational employer contacts, and to assume separate linear models of earnings
transmission for the two groups. Our theoretical discussion offers the logic
behind this approach, namely that the group more likely to have parental
networks should experience more intergenerational earnings persistence under
the assumption of perfect capital markets. These families are identified by
exploiting the information available in our data set.

Consider again the standard intergenerational earnings relationship, ln YtYY =
α  +b lnYb tYY −tt 1 + et, but expressed as two distinct regression regimes: the first apply-tt

ing to individuals without intergenerational job contacts (say I= 0); the second 
to those with contacts (with I =1).

ln Y 0t   t =α 0 +b0bb  lnY 0tY −tt 1+ e0  if I= 0 (6)

ln Y 1tY   t =α 1 +b1 lnY 1tY −tt 1 + e1  if I=1 (7)

We can think of the system described by equations (6) and (7) as a switching
regression model. Three types of switching regressions can be distinguished
depending upon the information available for the indicator I. If I is observed I
with certainty, the model is characterized with a known sample separation and
the two equations can be estimated separately. If I is unobserved, the switch-I
ing regression model has unknown sample separation, with each observation 
having an unknown probability p≡ Pr(I (( = 1) of belonging to regime 1, and prob-
ability 1 −p of belonging to regime 0. The econometric challenge, in this case,
is to estimate the parameters b1 and b0bb  without knowing a priori which of the 
n values of the dependent variable was generated by which regime (Quandt,
1972). When some information on I is available but this information is onlyI
partial, the model is one of imperfect sample separation. In this case, the “true”
regime is unobservable, but there exists a proxy measure, Z, which identifies 
the regimes with error.

We focus on this latter case in order to recognize the degree of uncertainty
with which our indicator of intergenerational transmission of employers
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discriminates the sample observations across the underlying regimes. In other
words, the subsamples of individuals working and not working for a past
employer of their father (respectively with Z = 1 and Z = 0), will in effect be 
made up of mixed groups, with observations from both regimes (I (( = 0 and I =1). 
This is the scenario studied in Lee and Porter (1984), who show that any mis-
classification will result in biased estimates of the b coefficients if the sample b
separation is treated as known.

We follow Lee and Porter (1984) as developed in Maddala (1986, pp. 1646–8)
and Guo (2009) to derive the likelihood function for the system of equations
(6) and (7). Assuming that the error terms in the two regression regimes ε1

and ε0 are independently and normally distributed with mean zero and con-
stant (though not necessarily equal) variances, we can express the probability
density function for YtYY  in regimet I = 0, 1 as

2
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1 1
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from which the joint density of YtYY and Z can be derived

f (YtYY |Z)= [f1ff p1 + f0ff (1−p1)]z [f1ff (1− p0) + f0 ff p0]1−Z (8)

where p1 = Pr(I(( = 1 | Z= 1) and p0 = Pr(I(( = 0 | Z= 0). Thus, the distribution of earn-
ings is a mixture of two normal distributions, and is estimated by maximum
likelihood under this assumption.

The parameters in the likelihood function can be estimated when a priori
information to distinguish between the two regimes is available (Lee and 
Porter 1984; Guo 2009). In our case, we assume that those who work for the 
same employer as their father are more likely to be in the intergenerational
job contact regime. That is, we assume that Pr(I = 1|Z = 1) > Pr(I = 1|Z = 0), and
that Pr(I = 0|Z= 0) > Pr(I( = 0|Z=1) which implies that p1 +p0 > 1.12 In our applica-
tion the functional form of p1 and p0 is parameterized as a probit function: 
Φ(g0 + g1Z). To this function we also add indicators for other endowments that
may  distinguish the regimes.

1.5 Estimates of the intergenerational elasticity of earnings

To fix ideas Table 1.3 offers results from least squares estimation under the
assumptions of no sample separation, and of exogenous and known sample
separation. Least squares leads to an estimated intergenerational elasticity of 
0.250. This is at the upper end of the range reported in the empirical literature
for Canada using these data as well as Instrumental Variables estimators from
survey data. This reflects our decision to focus on just the 33 year olds, the
oldest cohort available to us.13
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Table 1.3 Least squares estimates of a linear regression to the mean model of intergen-
erational earnings mobility: no sample separation, and sample separation exogenous 
and known

Least squares estimates 

Constant Coefficient Sample Size

0. No sample separation 7.50 0.250 71,215

1. Sample separation exogenous and known
No same main employer in adulthood 7.60 0.235 66,949
Had same main employer in adulthood 6.87 0.413 4,266

2. Lower 20% of father’s earnings distribution
No sample separation 8.55 0.146 12,674
Sample separation exogenous and known

No same main employer in adulthood 8.57 0.140 12,132
Had same main employer in adulthood 7.67 0.353 542

3. Lower 95% of father’s earnings distribution
No sample separation 7.48 0.249 67,499
Sample separation exogenous and known

No same main employer in adulthood 7.57 0.236 63,599
Had same main employer in adulthood 6.16 0.458 3,900

4. Upper 5% of father’s earnings distribution
No sample separation 9.17 0.248 3,716
Sample separation exogenous and known

No same main employer in adulthood 9.82 0.144 3,350
Had same main employer in adulthood 10.66 0.533 366

5. Upper 3% of father’s earnings distribution
No sample separation 8.99 0.249 2,220
Sample separation exogenous and known

No same main employer in adulthood 9.85 0.134 1,955
Had same main employer in adulthood 8.31 0.523 265

Note: Table entries are least squares coefficient estimates based upon a linear regression to the mean
model with the natural logarithm of son’s earnings averaged over three years (1994 to 1996) as the 
dependent variable, and the natural logarithm of the five year average of father’s earnings during
the years the son was 15 to 19 years of age. The model also controls for the age and age squared of the 
father. All sons are 33 years of age in 1996. All estimates are statistically significant at the 1% level.

When we assume that sample separation is exogenous and known the
intergenerational elasticity for those with the same employer as their father is 
estimated to be just above 0.4, higher than any results from a linear specifica-
tion reported in the Canadian literature. Table 1.3 also reports similar results
for four additional sub-samples: the lower 20 percent of the father’s earnings 
distribution; the lower 95 percent; the upper 5 percent; and the upper 3 percent.
These distinctions are motivated by the patterns in Figure 1.1 – that there is
a distinct rise in the intergenerational transmission of employers at the very
top of the distribution. These subdivisions of the data are also in line with
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the non-parametric results in Corak and Heisz (1999) and Corak and Piraino
(2011) that suggest a distinct nonlinearity in the intergenerational earnings 
elasticity at the very top few percentiles of the father’s earnings distribution.
The results in panels 4 and 5 imply that for the top 5 percent and 3 percent
of the father’s earnings distribution the difference in the estimated elasticities
across regimes is significantly larger, with the reported elasticities for those not 
having the same main employer lower than 0.2 and for those having the same
employer above 0.5.14

We use the estimates reported in panel 1 of this table as starting values 
for the maximum likelihood estimation, the results of which are reported in
Table 1.4. This table offers results from models in which sample separation is 
known imperfectly (using the same main employer indicator as the imperfect

Table 1.4 Maximum likelihood estimates of a switching regression to the mean model
of intergenerational earnings mobility: imperfect sample separation, same main firm 
as proxy

Maximum likelihood estimates 

Constant Coefficient Sigma – ln L p

1. Entire sample
Regime without parental employer contact 6.45 0.314 0.691 –55,378 0.409
Regime with parental employer contact 8.40 0.187 0.314 0.591

γ1γγ = 0.7430

2. Lower 20% of father’s earnings distribution
Regime without parental employer contact 7.41 0.269 0.649 –10,871 0.403
Regime with parental employer contact 10.1 –0.0110 0.350 0.597

γ1γγ =0.0530

3. Lower 95% of father’s earnings distribution
Regime without parental employer contact 6.47 0.297 0.680 –52,058 0.405
Regime with parental employer contact 8.44 0.184 0.315 0.595

γ1γγ = 0.8129

4. Upper 5% of father’s earnings distribution
Regime without parental employer contact 9.36 0.078 0.318 –3,200 0.591
Regime with parental employer contact 8.28 0.485 0.860 0.409

γ1γγ =0.2117

5. Upper 3% of father’s earnings distribution
Regime without parental employer contact 10.6 –0.00548 0.344 –2,024 0.400
Regime with parental employer contact 6.21 0.589 0.904 0.600

γ1γγ = 0.4880

Note: Table entries are maximum likelihood estimates using a Berndt-Hall-Hall-Hausman algorithm, 
with starting values given by least squares as presented in Table 1.3. Standard errors are estimated 
using the Outer Product of the Gradient. Convergence was attained within 20 iterations. All coeffi-
cients are significant at the 5% level except those shaded. The estimate of γ1γγ  in panel 4 has a p-value of 
0.106. The model also controls for the age and age squared of the father. All sons are 33 years of age in 
1996. Sample sizes for panels 1 through 5 are respectively: 71,215, 67,499, 12,674, 3,716, and 2,220.
The column labelled p refers to the probability associated with each regime, calculated as Φ(γ0γγ )*Pr
(Z= 0) + Φ(γ0γγ +γ1γγ Z)*Pr(Z = 1).Z
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classifier of the regime). As explained, the classification of regimes rests on 
the assumption that sons working for a former employer of their father are
more likely to be in the “employer contacts regime.” This proxy variable enters
the likelihood expression in the probability function associated with each
regime, Φ(g0 +g1Z), so that the sign of the coefficient g1 on the same main 
employer dummy identifies the regression regime corresponding to the pres-
ence of paternal employer contacts. The only difference in the likelihood func-
tion between the unknown and uncertain sample separation models is in the 
functional specification of the probabilities associated with the regimes, thus
we should not expect appreciably different estimates of the intergenerational
coefficients in the two models.15 The contrast between the estimates in panel 1 
of Table 1.4 with those of panel 1 in Table 1.3 shows that the employer contact 
regime is associated with the lower elasticity, and at 0.19 a magnitude signifi-
cantly lower than the 0.41 estimated under the assumption of known sample
separation.

In order to interpret the two-regime switching regression results in Table 1.4,
we must specify how b varies in the population in light of our theoreticalb
framework. The augmented Becker–Tomes model shows that in the context
of imperfect capital markets the intergenerational earnings elasticity will be 
affected by both credit market distortions and parental job contacts. The results
in Table 1.4 provide evidence of the existence of multiple regimes across the
father’s earnings distribution, possibly as a result of the interaction between
these two effects.

Therefore it is difficult to interpret these findings, except at the very top
of the father’s earnings distribution, where families are likely not to be credit 
constrained. In this sense the switching regression model in panels 4 and 5 can
more cleanly distinguish the two theoretical regimes with respect to parental
employer contacts. Compared to lower segments of the earnings distribution,
the magnitudes of the elasticities are reversed, with the employer contact
regime having the higher elasticity. That is, the intergenerational transmission
of employers increases the earnings elasticity as predicted by theory when 
credit markets are perfect. It is clear from the results in panel 5 that the preser-
vation of relative earnings status across the generations for sons of top-earning
fathers is associated with the possibility of being employed at the father’s firm.
Without this endowment the elasticity is close to zero, and for those at the 
very top not even statistically different from zero (the p-value being 0.878).
These sons are unlikely to stay in the top part of their earnings distribution:
sons born to fathers at the very top are perfectly mobile – in this case perfectly 
downwardly mobile – if they cannot access their father’s employer.

In the absence of exogenous variation in the inheritance of employers, the 
findings in Tables 1.3 and 1.4 are susceptible to alternative interpretations. 
A general reading of the results would be that unobservable characteristics 
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which cause sons of rich fathers to work for their father’s employers are
strongly associated with similar earnings outcomes as their fathers, while this
seems not to be true for children of poorer parents. Moreover, it is hard to say 
what is going on at other parts of the distribution without clear controls for
credit market constraints or other individual endowments.

To narrow down the scope for alternative interpretations, we replicate Table
1.4 with a multivariate specification of the probit equation, using indicators for
the presence of paternal income from self-employment, interest, and capital
gains. We introduce these indicators to proxy specific aspects of the father’s
endowment: entrepreneurship, time preference, and risk aversion. Table 1.5 
reports the coefficient estimates from the probit equations only, since the 

Table 1.5 Estimates of alternative regime proxies from maximum likelihood estimates of 
a switching regression to the mean model of intergenerational earnings mobility

Same 
Main 
Firm

Father 
Self-
employed

Father had
Investment 
Income

Father had
Capital 
Gains

A. Separate univariate models

1. Entire sample 0.743 0.0105 0.356 0.146
2. Lower 20% of father’s earnings distribution 0.053 0.229 0.555 0.495
3. Lower 95% of father’s earnings distribution 0.813 0.0447 0.375 0.200
4. Upper 5% of father’s earnings distribution 0.212 0.276 –0.0436 0.0422
5. Upper 3% of father’s earnings distribution 0.488 0.283 0.218 0.0652

B. Single multivariate models

1. Entire sample 0.728 –0.0365 0.338 0.0832
2. Lower 20% of father’s earnings distribution –0.0610 0.0816 0.495 0.321
3. Lower 95% of father’s earnings distribution 0.798 –0.00567 0.350 0.128
4. Upper 5% of father’s earnings distribution 0.200 0.278 –0.0839 –0.00956
5. Upper 3% of father’s earnings distribution 0.485 0.279 0.193 0.00714

C. Sample proportions

1. Entire sample 5.87 17.0 80.7 15.5
2. Lower 20% of father’s earnings distribution 4.03 25.1 68.5 10.8
3. Lower 95% of father’s earnings distribution 5.65 16.4 79.9 13.8
4. Upper 5% of father’s earnings distribution 9.88 28.8 96.1 47.7
5. Upper 3% of father’s earnings distribution 11.9 33.4 97.0 54.2

Note: Table entries are probit estimates from the maximum likelihood estimation of a switching 
regression model with imperfect sample separation. The maximum likelihood estimation uses a
Berndt-Hall-Hall-Hausman algorithm, with starting values given by least squares as presented in
Table 1.3. Standard errors are estimated using the Outer Product of the Gradient. Convergence was 
attained within 20 iterations. Only the coefficients on variables in the probit specification of the 
regime identifier are reported. All coefficients are significant at the 5% level except those shaded.
Sample specifications and sizes are the same as those reported in the respective panels of Table 4.
Panel A refers to the estimates from a series of univariate probit specifications from a total of 20 
separately estimated models.
Panel B refers to the estimates from a series of multivariate probit specifications for each of five
models.
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estimated elasticities are virtually identical across specifications. Panel A offers
the results from a series of univariate, separately run models, in which these
indicators are used on their own as regime identifiers. The first column in
this panel repeats, for reference, the corresponding results for the same main
firm identifier from Table 1.4. Panel B offers the results from multivariate 
specifications for each of the five samples, while Panel C presents descriptive
information on sample proportions.

Focusing on the information in panel B and contrasting it with the informa-
tion in Panel A and Table 1.4 illustrates four major results. First, for the popu-
lation as a whole, in which the employer contact regime is associated with a
lower intergenerational elasticity, including indicators for investment income 
and capital gains income that are meant to signal both the presence of a finan-
cial budget constraint but also personal characteristics like time preference and
risk aversion, helps inform the labelling of the regime but does not change the
estimate of the intergenerational transmission of employers. It would appear
that there in fact are a host of endowments that parents pass on to children,
but that these work together to increase mobility for the broad majority of the 
population. The employer contacts regime might be thought of as an uncon-
strained regime, or a regime of the “better” endowed. This regime is associated
with a smaller intergenerational earnings elasticity because either credit con-
straints don’t bind or the individuals have other endowments that are positive
enough to overcome them.

Second, the role of paternal employer contacts in increasing the generational
earnings elasticity is clearer when we contrast the results across points in the
father’s earnings distribution. The indicator for same firm employment is not
statistically significant, and therefore does not distinguish the regimes, for the
lowest earnings group, described in the second panel of Tables 1.4 and 1.5. 
The presence of interest income and capital gains play this role. The estimated
intergenerational elasticity that is insignificantly different from zero in panel 2 
of Table 1.4 is likely to reflect the circumstances of financially unconstrained 
sons from low-income fathers, or sons that have been endowed with charac-
teristics associated with these sources of income and are valued in the labour
market. However, when a larger fraction of the population is brought into the 
analysis, as in panels 3, same firm employment distinguishes the two regimes,
and the earnings elasticity associated with the possibility of inheriting an
employer becomes positive and statistically significant. It is not necessarily
higher than the elasticity in the other regime because of the continued role
of financial constraints or lack of other endowments, but it is higher than the
statistically insignificant finding for the bottom 20 percent of the population.16

Third, at the upper end of the distribution the population can reasonably be
characterized as facing perfect capital markets. There is also less heterogene-
ity in other endowments. In Table 1.5, panel C, rows 4 and 5 illustrate that
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a significant minority have an entrepreneurial background (double that of the
population as a whole), almost all have fathers reporting investment income,
and the majority have fathers reporting capital gains (at least three times that
for the population as a whole). For sons of top 5 percent fathers the intergen-
erational elasticity is higher in a regime that is distinguished by the presence
of self-employment income, leading to an elasticity of 0.48 compared to 0.08
in its absence. Entrepreneurship associated with a self-employed father matters 
as an attribute in and of itself, or as the determining factor in how employers
are transmitted intergenerationally.

Fourth, and finally, the interaction of these two factors is clearer for sons of 
fathers in the top 3 percent, where Figure 1.1 documented a distinct spike in
the transmission of employers. The transmission of employers becomes the
dominant indicator of regime type, leading to an intergenerational elasticity
of 0.59 in its presence and essentially zero in its absence. The preservation of 
earnings status among the sons born to fathers at the very top of the earnings
distribution is associated with not only having a father who has some self-
employment income, but also with the possibility to connect his son with a job 
in his employer. The presence of investment income or capital gains income 
plays no role in identifying the regime.

1.6 Conclusion

The main objective of this paper is to examine the implications of family con-
nections in labour market status, in particular the capacity of sons to work 
for the same employer as their fathers, for explaining nonlinearities in the
intergenerational transmission of earnings. We adapt the standard model of 
intergenerational earnings mobility so that earnings are determined by two
types of endowments. In particular, we consider a model in which parental
employer contacts imply that some children will be employed with the same
firm as their parents, and suggest that this is an endowment that directly influ-
ences the child’s earnings function. In the absence of credit market constraints
or heterogeneity in other endowments, the capacity to transmit an employer
across generations raises the intergenerational earnings elasticity. Furthermore, 
it displays a nonlinearity that leads to a higher intergenerational elasticity at
the upper end of the parent’s earnings distribution. This result follows from an 
assumption that the intergenerational transmission of employers is positively
related to parental earnings.

The administrative data we use on a cohort of young Canadian men clearly
shows this positive relationship, and is also distinguished by a sharp spike in
the transmission of employers from fathers in the top few percentiles of the 
earnings distribution to their sons. On average close to 6 percent of these young
adults obtain the majority of their earnings from an employer who was also the
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main employer of their fathers some 15 to 20 years earlier, but 16 percent of 
sons raised by fathers in the top percentile of the earnings distribution do so.
Other studies show that these patterns are not unique to the Canadian case.

Our empirical analysis recognizes that some sons who are never observed
to have been employed at a firm that once employed their fathers may still 
have their reservation wages influenced by the possibility that they could have
such employment. Others who are observed to have had such employment
could have found the employer on their own without relying on informa-
tion or contacts from their parents. As such, an assumption of known and
exogenous  sample separation is not appropriate: the observation of same-firm
employment across the generations is an imperfect indicator of regime type.
Our  maximum likelihood estimates account for this. We find higher inter-
generational earnings elasticities for those in a position to inherit their father’s 
employer when the possibility of credit market constraints and heterogeneity
in other endowments are smallest. The empirical analysis also yields much
higher estimates of the intergenerational earnings elasticity for those at the
upper tail of the father’s earnings distribution. We suggest that the preservation 
of intergenerational earnings status among top earners is influenced by the
capacity of the sons to obtain employment with their father’s employer.

Our analysis is related to a number of labour market concerns. In particular,
by highlighting patterns in the intergenerational transmission of employers
and earnings at the upper tail of the earnings distribution we raise further
implications and issues for study in the literature that has documented the 
growing cross-sectional inequality in earnings due to increasing top shares.
The findings also relate to long-standing attempts to understand inter-industry
wage differentials. Further work could explore the conjecture Altonji and
Dunn (1991) put forward, that alternative theories of wage structure can be
assessed by recognizing the role of family connections in labour market status.
In their view, the intergenerational transmission of employers and earnings 
we document would be consistent with non-market-clearing explanations for
inter-industry wage premia.

But the major implication of our work is to stress the need for a more flex-
ible specification and interpretation of the standard linear regression to the
mean model of intergenerational earnings transmission. We suggest that as
the intergenerational earnings literature continues to address issues of causal-
ity it should also recognize that parents might invest in the success of their
children throughout the course of their life cycle, not just in the early years.
The structure of labour markets and the way in which young adults make the
transition to their career job may also be an important part of the intergenera-
tional dynamic determining their long-run attainments, an aspect that may
be just as closely tied to issues of equality of opportunity as private and public
investments in the early years are often portrayed as being.
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Appendix on the construction of the data

These data are also used in Corak and Piraino (2011) to discuss the intergenerational 
transmission of employers, and this appendix draws from their exposition. Canadians 
file their income tax returns (so-called T1 Forms) on an individual basis, and Statistics 
Canada has grouped these into families using a variety of matching strategies that are
described in Harris and Lucaciu (1994). The resulting T1 Family File (T1FF) is the basic 
building block for the creation of the IID, an intergenerational linked set of T1 Forms 
for a series of cohorts of young men and women, and their mothers and fathers. This
represents not quite four million individuals and their parents, and, in particular, 1.9 mil-
lion men who are the starting point for our research. We focus on the male cohort born
between 1963 and 1966, and in fact for the most part the oldest subset born in 1963. 
These individuals are linked to their fathers – not necessarily their biological fathers – if 
they filed an income tax return between 1982 and 1986 while still living at home. This 
is required to ensure that a parent–child match is made, and also that the child has an
observed Social Insurance Number (SIN), a unique individual identifier that can then be 
used to link all subsequent T1 Forms which contain information on earnings. These T1
Forms are available for all years between 1978 and 1996.

The algorithm used to create the data leads to an underrepresentation of children from 
lower-income backgrounds, and from the major metropolitan areas: Montreal, Toronto,
and Vancouver. This reflects the fact that children who leave home early or who other-
wise are not engaged in the labour market while at home are less likely to be linked to a
parent. It also reflects the fact that new immigrants and their children will be underrep-
resented in the data, the majority having a tendency to settle in the three major cities of 
the country. Weights based upon Census data have been created to account for this, and
our analysis uses them throughout even though they make no difference to the results.

The sample sizes associated with the creation of our analytical files are detailed in
Appendix Table A1.1, which makes clear that they are large – measured in the tens
and hundreds of thousands – given that the data potentially represent the universe of 
individuals in these age groups.

Versions of these data have been used by Blanden (2005), Corak (2001), Corak,
Gustafsson, and Österberg (2004), Corak and Heisz (1999), Grawe (2006, 2004),

Appendix Table 1.A1 Sample sizes associated with the creation of the analytical files from 
the Intergenerational Income Data

Sample 
size

Weighted 
sample size

Entire sample, all male cohorts 1,890,923 2,474,667
1963 to 1966 male cohorts 653,959 886,099
Fathers with positive earnings in each of five 
years when sons were 15 to 19 years of age

340,199 417,510

Sons with positive earnings in each of three 
years between 1994 and 1996

240,478 294,706

Bottom percentile fathers and bottom percentile 
sons deleted 

236,490 288,964

Fathers born between 1908 and 1952 236,210 288,607
Only 1963 cohort, those 33 years of age in 1996 71,125 84,343
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Oreopoulos (2003) and Oreopoulos, Page and Huff Stevens (2008) to study a host of 
issues dealing with intergenerational mobility. Our application is unique in that we 
further develop the data by adding information on the specific firms employing parents 
and children throughout the period they are observed. We do this by relying upon a 
longitudinally consistent catalogue of all enterprises in the country, linked to individuals
through the earnings remittance forms issued to employees (the T4) and used to sup-
port their income tax returns. This database of firms is referred to as the Longitudinal 
Employment Analysis Program (LEAP). See Statistics Canada (1992, 1988) for a descrip-
tion of its construction and use. Each T4 has a payroll deduction account number unique
to a firm, and the LEAP serves to aggregate the possibly many account numbers per firm 
into a single longitudinally consistent identifier. For each individual (fathers and sons),
and for each year from 1978 to 1996, we obtain unique firm identifiers for up to four 
employers. Very few individuals ever have more than four different employers in any
given year. Using the individual’s earnings from each employer we designate for a given 
year the firm accounting for the majority of total earnings as the “main” employer in 
that year, or sometimes over a five-year horizon according to our analytical needs.

The LEAP offers an accurate representation of the private sector, but our analysis of 
the intergenerational transfer of employers is hampered by the fact that it does not 
distinguish separate employers in the public sector. This refers to federal and provincial
public services but not to municipal governments. For anything finer than a two-digit 
industry analysis this will overstate the degree to which employers or industries are
passed across the generations. In order to recognize this, we consider father–son matches 
in employment in the public service as missing information on same-firm employment. 
Accordingly, we note that the analysis offers conservative estimates of the degree of 
intergenerational job contacts.

Notes

 1. As Mulligan (1997) makes clear this also assumes that parental preferences are homo-
thetic and therefore that the degree and nature of intergenerational altruism implies 
linear expansion paths.

 2. The incidence of family-based succession is high in the US data used by Pérez-
González (2006), more than one-third of the slightly over 300 successions among 
publicly traded companies. As such this raises the possibility of nepotism as the 
mechanism for the intergenerational transmission of employers in a way that
suggests a positive correlation with parental income. Bellow (2003) offers a much
broader picture by offering a historical look at nepotism with a focus on the United 
States. He distinguishes between “good” nepotism and “bad” nepotism. The former 
might be interpreted as fathers passing firm specific human capital to their sons 
that raises their productivity in the family firm; the latter as the hiring of sons 
entirely because of family connections with no regard to productivity. Rosenzweig
and Wolpin (1985) explicitly model the development of firm specific human capital 
across the generations.

 3. See Lancaster and Chesher (1983, pp. 1664–5). This result holds if a marginal change
in one firm’s wage does not change the distribution over all firms.

 4. Grawe (2004), Grawe and Mulligan (2002), Han and Mulligan (2001) point out 
that with heterogeneity in child abilities and parental altruism the relationship 
between parental income and being credit constrained is not straightforward and
cannot be easily determined empirically. This in large part motivates Guo (2009) to
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frame this model in terms switching regressions with sample separation unknown
or uncertain.

 5. He finds that “all of the constraints to economic mobility reviewed in the literature 
are exacerbated in the presence of intergenerational networks.” (Magruder 2010, 
p. 67) This result differs from our analysis by not incorporating a relationship between 
parental income and the capacity to act as a source of job referrals to the child. But
the point is that accounting for this formulation will not change our results.

 6. Our maintained assumption is equivalent to the usual assumption in the Becker–
Tomes model that individual endowments are not correlated with parental income, 
that demand curves for human capital investment do not shift when parental 
income changes. The results are ambiguous when both curves shift. The original 
formulation in Becker and Tomes (1979) assumes that parents can invest in the
endowments of their children, but this is generally not the case in the literature.

 7. For tat matter the observed incidence of intergenerational transmission of employers
could also overstate the influence on a child’s earnings in the sense that employers
may be found independently of any parental role, particularly if labour markets are
segmented geographically and there are only a few employers in the location for
which job search occurs. If the allocation of employers were random there would be 
a possibility that some sons will work for the same employer as their sons, and this 
would have nothing to do with the job contacts and networks of the father that sons 
may rely on, with firm specific human-capital investments parents make in their 
children, or with nepotism.

 8. This is the preferred sample selection rule in Corak and Heisz (1999). They show that
averaging over a five year horizon is long enough to correct for transitory earnings 
fluctuations. Mazumder (2005) suggests that almost twice as many years are neces-
sary to correct for persistent transitory earnings fluctuations in the US administrative
data he uses. However, unlike these US data the earnings information from the IID 
is not top coded. Chetty et al. (2014a,b) use of US administrative data is not limited
by top coding, and they suggest that measurement error is reduced with even fewer 
years of averaging.

 9. We derive this statistic by defining a vector of same-employer indicators that are set
equal to one in year t if any of the son’s employers in yeart t were the same as any of t
the father’s employers over the period 1978 to t-1 inclusive. This definition of the
intergenerational transmission of employers involves up to four different employers 
per year for both sons and fathers. At age 33 it represents the life time incidence of 
the intergenerational transmission of employers showing whether the son at any 
point since the age of 16 had the same employer as his father back to the year they
were 15. See Corak and Piraino (2011) for a more detailed discussion and analysis.

10. The positive relationship depicted in Figure 1 .1 is relatively robust to the definition 
of same-firm-employment. Corak and Piraino (2011) document a slightly differ-
ent pattern when the focus is on the broader measure, ever holding a job with an
employer that ever employed one’s father. The incidence is U-shaped, generally fall-
ing when father’s earnings are below the median and rising when they are above,
with a sharp spike in the incidence among the sons of top percentile fathers.

11. Altonji and Dunn (1991, pages 293–8) use a number of cohorts from the US based
National Longitudinal Surveys and show that there is a large, positive, and significant
relationship between father and son industry wage premia, and also that collective 
bargaining status is correlated across the generations. They suggest that family con-
nections in the rationing of jobs would permit fathers in industries paying rents to get
their sons jobs in high wage firms. But they have no direct evidence at the firm level.
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12. Lee and Porter (1984) and Guo (2009) offer the proof. 
13. When a cohort of 30 to 33 year olds is used we obtain an intergenerational elasticity 

of 0.224, which is more in line with other research (Corak and Heisz 1999, Fortin 
and Lefebvre 1998). Corak (2006) and d’Addio (2007) report that as such Canada 
is among the relatively more mobile countries for which comparable estimates are 
available, in particular an intergenerational elasticity of a little over 0.2 is about half 
as great than commonly reported for the United States.

14. For example, the differences between the two elasticities for the entire sample, as 
described in panel 2 is 0.178 with a standard error of 0.021; for the lower 95 percent
in panel 4 it is 0.222 (with a standard error of 0.026); and for the top 5 percent it is
0.389 (with a standard error of 0.085).

15. This is in fact the case, with the results being available upon request.
16. The fact that networked jobs are often found to have wage premia (particularly for 

men, as discussed in the survey by Ioannides and Loury, 2004) is also consistent with 
this pattern. At the bottom of the wage distribution, the network wage premium 
would run counter to the father’s low-paying job. As the father’s wage increases,
getting a job with a father’s employer is likely to be a higher-paying job, comple-
menting the network wage premium.
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Although the extent to which people object to income or wealth inequality
varies, both within and across countries, some aversion to inequality of oppor-
tunity is almost universal.y 1 Even in the United States where, at least until quite
recently, aversion to income inequality was limited, equality of opportunity
is generally held in high regard. Many still subscribe to the view famously
expressed by President Franklin D. Roosevelt in his second Presidential
Inaugural Address: “We know that equality of individual ability has never
existed and never will, but we do insist that equality of opportunity still must
be sought” (F. Roosevelt, 20 January 1937).

But how does one measure inequality of opportunity? Economists have often
relied on (inverse) measures of intergenerational economic mobility: if everyone
really had the same chances in life, there should be no systematic correlation 
between the economic status of parents and their children, when the latter are
themselves adults. So if mobility is low – that is, if intergenerational persistence
is high – then inequality of opportunity is likely to be correspondingly large.2

And the most common indicator of persistence in the applied literature is the
intergenerational earnings elasticity (IGE), typically estimated as the coefficient
b in a regression of adult children’s earnings on their father’s (or mother’s):b

log yt =α  +α b logyt−tt 1 + e  (1’)

A low value of b indicates limited persistence in earnings across generations,
and a more rapid regression towards the mean. A higher value indicates slower 
convergence towards the mean, a greater effect of parental background on
child earnings, and greater inequality of opportunity. In a recent literature 
review, Brunori et al. (2013) report IGEs ranging from 0.071 in Denmark to
0.706 in South Africa – a ten-fold difference. The US and the UK have relatively
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high elasticities, at 0.480 and 0.476 respectively: these are considerably higher
than most European countries, but not as high as estimates for very unequal 
developing countries, such as Brazil (0.573) or Peru (0.600).

Miles Corak and Patrizio Piraino – both jointly and separately – are leading 
contributors to this literature. Corak’s (2013) “Great Gatsby Curve”, showing
the positive association between cross-sectional income inequality and the
intergenerational earnings elasticity for a range of developed countries, was
prominently cited by Alan Krueger, in his capacity as Chairman of President 
Obama’s Council of Economic Advisers, and quickly gained notoriety in the 
public debate in the United States. Piraino (2015) produced the IGE estimate
for South Africa mentioned above.

In their paper for this volume (“The Inheritance of Employers and
Nonlinearities in Intergenerational Earnings Mobility”), Corak and Piraino try 
to go beyond the simple measurement of intergenerational mobilityt , and to shed yy
light on one particular causal mechanism through which the transmission of 
economic status across generations operates, namely what they call the “inter-
generational transmission of employers”.3 Using a bespoke data set they con-
structed at Statistics Canada from individual income tax returns, they find that
approximately 6 percent of Canadian males aged 30 to 33 in the period from
1994 to 1996 are employed primarily by the same firm that employed their
parents approximately 15 years earlier, during the five-year span when they 
(the children) were aged 15–19. This proportion refers to “main employers” –
that is, the firm that accounts for the majority of earnings (for both parents
and children) during those periods. The incidence of any common employersy
between parents and children (between ages 16 and 33 for the adult children,
and at any previous point for parents) is much higher, at 41 percent.

As the authors emphasize, the 6 percent figure for persistence of main
employers is an average, and the rate is not constant across the distribution
of father’s earnings. In fact, the proportion rises fairly systematically with 
percentiles of that distribution, and spikes to 16 percent for the top centile.
It contributes, therefore, to what this literature refers to as a nonlinearity in
intergenerational earnings mobility.

I have three main comments on the chapter, which I greatly enjoyed read-
ing. The first is on data, the second on theory and interpretation, and the third 
on the empirical strategy. The first thing to be recognized is the importance
of assembling this matched father–son income tax data set, which allows the
authors to look at the transmission of various aspects of economic advantage – 
including the identity of the employer – across generations of Canadian men. 
Although the data on covariates are relatively sparse, as the authors recognize,
it is nevertheless a remarkable resource. Among other things, the source of the
data means that we can be reasonably sanguine that the sample is also repre-
sentative of the top of the distribution, which is unlikely to be the case with
household survey data because of high rates of survey noncompliance in that
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range. The much greater incidence of father–son transmission of employers at
the very top, as compared to elsewhere in the distribution, adds to recent con-
cerns with “opportunity hoarding” and the capture of privilege among North
American elites.

My second comment concerns the interpretation of results in the light of 
the simplified Becker–Tomes theoretical framework described in section 1.2.
The model that Corak and Piraino estimate empirically is effectively Eq. (1’)
above, albeit in a switching regression framework (equations 6 and 7 in their
paper). But they interpret that equation as the reduced form of a model where
the adult child’s income (yt) is a function of the child’s human capital (tt H(( tHH ), owntt

ability (E(( t) and parental income (tt yt−tt 1) – their equation 4. The child’s human 
capital is itself a function of own ability and parental income (their equation 3), 
and ability is autoregressive (equation 2). In other words, they see equations 6
and 7 as reduced-form estimates of the following model:

log yt = gtHtt tHH + ltEtt t + f log yt−tt 1 +ut

HtHH =dEdd t +q log yt−tt 1

Et =αt +hEt−tt 1 +vt

Crucially, they interpret f as a parameter capturing the intergenerational f

transmission of employers, a channel of transmission that is additional to
the human capital channel (gt q) and to the genetic ability channel (operating 
through lt andt h). f>0 is interpreted as evidence of a direct effect of “family 
connections” in the labor market, operating separately from and in addition to
any human capital and genetic transmission effects that take place earlier in
the life cycle.

Whether f>0 is assessed on the basis of the switching regression model in
their equations 6 and 7. In essence, the population is assumed to consist of two
groups – “those who draw on parental job contacts and those who do not”. 
If b (from our equation 1’) is significantly higher for the first group than for
the second, then this is seen as evidence for rejecting the null hypothesis that
f = 0, in favor of f>0.

This seems a stretch. Consider an alternative model, in which there is no 
direct labor market effect of parental earnings on child earnings (that is, f= 0),
but in which there is job market segmentation and the probability of getting
a job in the higher-wage sector is an increasing function of the child’s own
human capital. For simplicity, let there be two sectors, 1 and 2 (indexed by j),
with wages in 2 being higher than in 1. Also for simplicity, let the wage
premium (w) be purely additive. So the above model is replaced with:

log yjty =wIjtII +gtHtt tHH + ltEtt t + ut,tt w > 0 (2’)
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IjtII =1 if j= 2; IjtII =0, otherwise

HtHH =dEdd t + q log yt−tt 1 (3’)

Pr( ji =2)= g(H( itHH ),tt g’(H(( itHH ) > 0 (4’)tt

where IjtII is an indicator funct t ion that takes the value 1 when individual i
(subscripts omitted) is employed in sector 2, and zero otherwise. Equation (4’)
indicates that the probability of if  getting a job in 2 is increasing in his own
human capital.

In such a model, there is only one channel of intergenerational transmis-
sion of advantage, namely a human capital channel. I have even suppressed 
the genetic channel through lagged ability, and there is no role for parental 
connections in the job market. Yet, the children of higher-wage parents tend 
to have higher levels of human capital (3’), and thus a greater chance of being
in the high-wage sector (4’). They earn higher wages themselves, both because
of sorting into the higher-wage sector (w), and because of the usual returns
to human capital (g). Furthermore, if Sector 2 consists of a limited number of 
discrete employers, then I suspect that under fairly standard assumptions
on the job-matching process, children of high-wage parents will be more 
likely to be employed by the same employers as their parents than those of 
low-wage parents – simply because a greater proportion of them is looking
for jobs in that sector.

This is not to say that the channel Corak and Piraino hypothesize about –
direct transmission of employers through the use of job connections, well
after children are educated – does not exist. My observation is merely that the
empirical strategy adopted in this paper – a switching regression estimation of 
a reduced-form equation (1’) – is insufficient to identify it causally. Their results 
are also consistent with alternative models, such as one in which a parent that
earns higher incomes because he is employed in a high-wage sector invests a
lot in the education of his son, who then has a higher chance than the average
child of ending up in the same sector as his father. Indeed, under additional
standard assumptions on the matching process, this model could even generate
a higher probability of having the same employer. In other words: identifica-
tion of the structural parameter f, of interest to Corak and Piraino, requiresf

more empirical structure.
My third and final comment is really more of a question on the empirics. 

More specifically, it is a question about the interpretation of the maximum
likelihood estimates of the switching regression when sample separation
(between the subpopulations with and without parental employer contacts) is 
imperfect.4 One striking feature of these results, reported in Table 1.4, is that
the earnings elasticity appears to be lower, rather than higher, for children with r
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parental employer contacts, for all but the top 5 percent of the father’s earn-
ings distribution. This is in stark contrast to the results in Table 1.3, when the
sample separation is assumed exogenous and known.

If I understand correctly, Table 1.3 shows that the IGE among children who
are actually observed to have the same main employer as their fathers is higher d
than among those who have different main employers, across the distribu-
tion of father’s earnings. The difference in elasticity between the two groups
is greater at the top of the distribution, but positive throughout. It seems odd
then that allowing for the indirect, reservation wage effect of parental employer 
contacts – which is what the imperfect sample separation estimation is intended 
to do – should reverse this result. One wonders whether this might be the result 
of an estimation algorithm where children who share main employers with
their parents are allowed to be in the “no parental employer contact regime”, 
as well as the reverse. In light of the theoretical suggestion that children with
parental employer contacts might choose to work for that employer or take a 
better offer, it might have been preferable to restrict group membership so that
all those who are actually observed to work for their parent’s former employers 
remain in that regime – but some others are allowed to join it.

This last empirical query, however, is a relatively minor point. The conclud-
ing thought I would like to end with concerns the magnitude of the challenge 
inherent in causally identifying specific channels for the transmission of eco-
nomic advantage across generations. It is one thing to estimate and compare 
correlations – that is, to measure mobility or inequality of opportunity. It is
quite another to be able to claim that the causal contribution of a specific effect
has been quantified.

This difficulty reflects the multiplicity of interrelated effects of parental
characteristics and actions on their children. Genetic ability, monetary invest-
ments in children, non-monetary investments, and labor market connections,
all potentially operate simultaneously and may be interdependent. This chal-
lenge has long been acknowledged in the literature (see, for example, Haveman
and Wolfe, 1995), and it remains formidable. Corak and Piraino’s chapter 
in this volume makes a nice contribution by extending the analysis in their 
2011 JOLE paper, using a very interesting data set, constructed by the authors 
from Canadian tax records. But to make progress on the challenging task of 
identifying specific channels of transmission of economic advantage – in this
case through parental connections with specific employers – one might need
additional structure in the empirical estimation. Such structure might in turn
require additional covariates to be observed in the data, so that the effects
of parental income on education – or even certain measures of innate ability –
might be jointly estimated. Thanks to work by Corak and Piraino, in this
chapter and elsewhere, we have recently been learning a lot about intergen-
erational mobility, or the lack thereof. But there is still a very long way to go.
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Notes

1. See, for example, Alesina, di Tella and MacCulloch (2004) on the differences between 
Americans and Europeans in their attitudes to inequality.

2. A recent literature has sought to measure inequality of opportunity more compre-
hensively, by accounting also for the role of other “pre-determined circumstances”
beyond parental income – such as gender, race, place of birth, etc. But that literature 
confirms the central importance of family background as a key determinant of future
advantage, and the two approaches are closely related. See Brunori et al. (2013) for
a recent review.

3. The chapter is an extension of their 2011 paper (with that title) in the Journal of Labor 
Economics.

4. Here I suspend my more general disbelief, from the second comment above.
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Inequality is a choice.
Joseph Stiglitz

I am my choices.
Jean-Paul Sartre

Introduction

The main aim of this paper is to take another look at differences in within-
nation income distribution in the current era of neoliberal globalisation. The 
emphasis will be on the study of middle-income countries with high degrees 
of inequality, especially those that have implemented full-blown economic
reforms, such as those in Latin America and Southern Africa. I first examine
statistically how unequal is inequality across the world in terms of overall
inequality as well as of different groups within each country; then, I analyse
why there is so much diversity in terms of distributional outcomes across the
world. In doing so it would become apparent why the Gini has already served
its purpose as a practical index of income distribution (i.e., how it has passed its
sell-by date) and why a new index that I proposed in Palma (2011) – which was 
later christened the “Palma Ratio” by Alex Cobham and Andy Sumner2 – could
be more appropriate to understand issues such as those mentioned above.

The key questions I try to address here are: why is it that Latin America
and Southern Africa have the huge inequalities they do? And why is it that
while political  oligarchies all over the world would be only too happy to lay
their hands on a share of the national income as huge as that appropriated
by their counterparts in Latin America and Southern Africa, only some seem
able to get away with it? Among new entrants to this high-inequality club we
now find some countries in the OECD, especially the US, and some in higher-
income Sub-Saharan Africa. That is, there seems to be a new (post-Reagan and 

2
Do Nations Just Get the Inequality
They Deserve? The “Palma Ratio” 
Re-examined 
José Gabriel Palma1

Cambridge University
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Thatcher) distributive phenomenon in which now it is the highly-unequal
middle-income countries (such as those in Latin America) that are showing
both the more advanced and the more backward countries the shape of things
to come. Many political institutions and distributive outcomes are indeed con-
verging in this era of globalisation but, somehow unexpectedly, they are doing 
so towards features that are characteristic of unequal middle-income countries – 
especially in terms of their almost unlimited ‘tolerance for inequality’ – rather
than towards those more civilised ones that characterised developed countries
in their long post-FDR period, when income and wealth became more equally
distributed. I shall conclude that in order to understand these new distributive
dynamics what really matters is to try to comprehend the forces currently at 
work determining the income share of the rich – and what they chose to do
with it!

2.1 How unequal is inequality across the world?

Let’s start with a rather obvious point: using any measurement of inequality, 
what one finds across the world is that different economic structures and politi-
cal settlements provide a remarkably wide variety of distributional outcomes 
(see Figure 2.1). Although this is a rather well-known phenomenon, once you 
really start thinking about it, it becomes difficult to think about anything else.3

Not surprisingly, Ricardo said that the study of the distribution of income among
the classes that contribute to the process of production (workers, capitalists and 
rentiers) is what economics was really about!

Among the countless issues arising from this graph, there are two that stand
out. The first is that it confirms the existence of a huge range of inequality
across countries c.2012 – in this case, from two countries with a Gini below
25 to two close to 65. And oddly enough, the two countries at each end of 
the distribution, Slovenia and South Africa, are not that dissimilar in terms
of their level of economic development. The second is that middle-income
(mineral-rich) Southern Africa and Latin America (and, increasingly, some
higher-income Sub-Saharan countries) are clearly grouped at the wrong end of 
the inequality ranking.4

2.2 Inequality and income per capita

2.2.1 Evidence from the Gini

Figure 2.2 analyses income distribution across countries in the traditional
way – i.e., vis-à-vis income per capita.5 This figure indicates two basic trends. 
One is the increasing level of inequality found across Sub-Saharan Africa – from 
SS-A*** (countries with an income pc below US$ 650) to SS-A (those with one
above US$ 2,000); that is, from Mali and Burundi, with a Gini of 33, to Zambia
with one of 58 —, followed by lower middle-income Latin America (LA*), and
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Figure 2.1 Gini indices of personal income distribution in 129 countries, c.2012
Notes:
• Highlighted countries are those of Latin America; the two countries with the highest Gini are South 

Africa and Namibia (with the former, literally, off the chart at 65.4).
• In the case of regions, the statistic used to measure centrality is the median. Br=Brazil; Ch=Chile; 

Cn=China; EA1=Korea and Taiwan; EA1*=Hong Kong and Singapore; EA2=Indonesia, Malaysia 
and Thailand; EE=Eastern Europe; EU*=Mediterranean EU; EU=rest of Continental Europe;
In=India; Is=Israel; LA=Latin Americaa; NA=North Africa; Ni=Nigeria: No=Nordic countries;
OECD-1=Anglophone OECD (excluding the US); Ru=Russia; SS-A=Sub-Saharan Africa; Tr=Turkey;
Ur=Uruguay; US=United States; VN=Vietnam; and ZA*=South Africa.b Unless otherwise stated, 
these acronyms will be used throughout the paper.

• For the sources of the data, see Appendix. Unless otherwise stated, these will be the sources of all 
figures in this paper.

a Here Latin America excludes Argentina and Venezuela due to unreliable data (especially in the lat-
ter); among the many issues behind this phenomenon, high and repressed inflation inevitably creates
significant distortions in household surveys.
b If one uses for South Africa the World Bank-WDI dataset (instead of the OECD’s), the Gini falls to
(the still astonishing level of) 63.1.
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then by middle-income Southern Africa (ZA, see the 90 degree angle ellipse);
the other is a large distributional diversity among both middle- and high-income
countries (see vertical ellipses).

The huge distributional diversity among middle- and high-income countries 
immediately casts serious doubt on the contemporary relevance (if it ever 
existed) of the traditional Kuznets’ “Inverted-U” hypothesis in its cross-sectional
version (see also Figures 2.11, 2.12 and 2.13 below for further analysis) – and
with it, on the phoney excuse used by many academics, politicians and business 
people in some middle-income countries to justify high levels of inequality: that
somehow ‘inevitably’ middle-income countries are bound to have a high degree 
of inequality – and that somehow ‘inevitably’ things are bound to get better on
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their own accord as income per capita increases. So, it makes more sense (and it
is much more efficient) to have a hands-off attitude towards inequality!

The diversity among middle-income countries is mostly the result of the con-
trast between Eastern Europe (both EE* and EE) and the Former Soviet Union
excluding Russia (both FSU* and FSU) on the one hand – although in many of 
these countries oligarchs are doing their very best to ‘modernise’ their levels of 
inequality —, and middle-income Southern Africa and Latin America (both LA
and LA*) on the other. Moreover, in all probability, many countries of the oil-
producing Middle East for which there are no data would share the inequality
heights of the latter two regions.6

Figure 2.2 Gini indices and log of GDP pc, c.2012
Notes:
• Acronyms as in Figure 2.1, and EE*= Eastern Europe with an income per capita below US$15,000; 

EE=those above that level; FSU*=Former Soviet Union with an income per capita below US$10,000; 
FSU=those above that level (excluding Russia); LA*= Latin America with an income per capita
below US$8,000; LA= those above that level; O-1=OECD-1= Anglophone OECD, excluding the 
US; SS-A***=Sub-Saharan Africa with an income per capita below US$650; SS-A**=those between
US$650 and US$1,000; SS-A*= those between US$1,000 and US$2,000; and SS-A=those above that 
level. South Africa’s actual Gini is 65.4.a GDP pc=Expenditure-side real GDP per capita (PPPs) in 
2011. In this and following graphs, the range of the horizontal axis corresponds to the actual range
of GDP pc in the sample. 

• Sources: for income distribution as in Appendix; and for GDP pc, the Penn World Table (2014; 
PWT8.0). Unless otherwise stated, throughout the paper ‘US$’ will refer to this dollar.

a In this and following graphs, ‘middle-income (mineral-rich) Southern Africa’ is proxied by South
Africa, as there are only data for this country and Namibia. This is so because the last reported data for 
Botswana (Gini of 61) only refers to 1994 (so it is not included in my sample; see Appendix). At the 
same time, the increasing number of close inequality-relatives in the region (e.g., Angola and Zambia) 
still do not qualify properly as ‘middle income’.
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Moreover, and perhaps ironically, some of the worst levels of middle-income
inequality are found in countries characterised by the consolidation of democ-
racy, such as those in Latin America and South Africa – a process that has often
been led by so-called “centre-left” political coalitions. From this perspective,
the common thread in them is that although many economic and political
institutions have changed in the recent past – in some significantly – the
narrow interests of the elite clearly have not. In the case of Latin America,
for example, the unique comparative advantage of its oligarchies seems to lie
precisely in being able to use different institutions (often quite astutely) – and 
in being flexible enough to enlarge its membership to include individuals com-
ing from these ‘centre-left’ coalitions – in order to keep achieving their fairly
immutable goals. In other words, few oligarchies in the world have shown
such skills in their struggle for the “persistence of elites” despite the otherwise
substantial institutional change. This brings us to the complex issue of “persis-
tence and change in institutions”, and in particular to the so-called “iron law of 
oligarchies” – i.e., how dysfunctional institutions are sometimes so effective in
creating incentives for their own re-creation (Acemoglu and Robinson, 2006).
And South Africa seems to be following now the same route with a vengeance.

In the case of Chile, for example, a recent study on tax returns (López, 
Figueroa and Gutiérrez, 2013) shows that after five so-called ‘centre-left’ gov-
ernments since the return to democracy in 1990, the top 1 percent is still able
to appropriate about one-third of all income (32.8 percent – in Korea this is 
just 12 percent), with the top 0.1 percent getting one-fifth (19.9 percent – in 
Korea this is 4.4 percent), and the top 0.01 percent, corresponding to individu-
als belonging to only 300 families, acquiring more that one-tenth of the total
(11.5 percent – in Korea this is 1.7 percent).7 And income distribution data
from the same source (tax returns) indicate that some high-income OECD
countries are now succeeding in their “reverse catching-up” efforts. As a result –
and in contrast to Marx’s famous prediction – now it is the highly-unequal 
middle-income countries that show the more advanced ones ‘the image of 
their own future’.

For example, in this new “reverse catching-up” phenomenon it is not the 
Latin American labor markets or tax structures that are evolving to catch up 
with those of (formerly more enlightened) developed countries, but the other
way round – surely the Bush brothers had an advisor from across the Rio 
Grande to help them engineer the electoral fraud in Florida during the 2000
Presidential Election... The most clear-cut case of this phenomenon is what is
happening with the distribution of income in the USA, with the top 1 percent
rapidly “catching up” with its Latin counterparts – jumping from being able 
to appropriate less than 10 percent of national income before Reagan, to 24
percent at the time of the onset of the current financial crisis (now it is back to
about that level – and is rising). In fact, the top 1 percent in the US captured 
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just over two-thirds of the overall economic growth of real incomes per fam-
ily over the period 1993–2012. Furthermore, “the share of the top decile in
2012 was equal to 50.4 percent of overall income, a level that was higher than
in any other year since 1917 – even surpassing 1928, the peak of the stock 
market bubble in the ‘roaring’ 1920s” (Saez, 2013). In the era of globalisation
we are all indeed converging, but not precisely towards the promised land of 
the Washington Consensus.8 As someone from my part of the world would be 
tempted to say, “welcome to the third world!”9

2.2.2 Peering into the Gini

One issue I addressed in my 2011 paper is that the Gini, as a summary inequal-
ity statistic, is particularly obscure regarding some of the dynamics that are
happening ‘inside’ each country’s distribution. And there are obviously impor-
tant benefits to focusing on dynamics within those distributions (see Figures
2.3 to 2.7).

Starting with D10, Figure 2.3 indicates that there is a particularly close cor-
relation between the distributional geography of the Gini (Figure 2.2) and that
of the income share of the top decile. In turn, Figure 2.4 shows the same phe-
nomenon for the regional distributional structure of the income share of the
bottom 40 percent (D1–D4), but now one which is the mirror image of that of 

Figure 2.3 Income shares of decile 10 and log of GDP pc, c.2012
Note:
• South Africa’s actual income share for D10 is 54.4%. Acronyms as in Figures 2.1 and 2.2.
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the Gini (and D10), with Latin America and middle-income Southern Africa in
a similarly iniquitous position – followed these days by Singapore and Hong
Kong (EA1*) on the high-income side, by Russia (Ru) on the middle-income
one, and by many Sub-Saharan countries with an income per capita above US$
2,000 (SS-A) on the low-income side.

It is clear, therefore, that the Gini scene for regional inequality (Figure 2.2)
presents an accurate reflection of the distributional disparities across countries
at both ends of the income distribution (D10 and D1–D4). But what about the
other half of the population in each country – thatf between D10 and D1–D4?
Figure 2.5 shows one of the key contributions made in my 2011 paper: the
distributional picture changes completely when one looks at the 50 percent of 
the world’s population located within D5–D9 – the ‘middle and upper-middle
classes’, sometimes called the “administrative classes” in institutional econom-
ics. Now the distributional geometry suddenly changes from one of huge diver-
sity to one of a surprisingly similarity.

Evidence from Figure 2.5 indicates the striking phenomenon of a remarkable 
degree of homogeneity across regions/countries regarding the share of incomey
that the middle and upper-middle classes are currently able to appropriate.
Perhaps equally striking is the fact that no one seems to have noticed this
before. The homogeneity in the middle and upper-middle is most prominent
among rich countries – that is, no more diversity here (Hong-Kong apart), as 

Figure 2.4 Income share of the bottom 40% and log of GDP pc, c.2012
Note:
•  South Africa’s actual income-share for ‘D1–D4’ is 6.4%. Acronyms as in Figures 2.1 and 2.2.
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opposed to the huge diversity found in the Gini and in the top and bottom
deciles. Moreover, Eastern Europe (both EE and EE*), and countries from the
former Soviet Union (both FSU and FSU*) are no longer outliers; and Latin
America’s median country in both sub-groups (LA and LA*, currently at 49.3
percent and 49.2 percent, respectively) are just about to join the ‘50/50 club’ –
50 percent of the population getting 50 percent of the national income (or
just above). In fact, even Hong Kong is not that far away (48.8 percent), and
Singapore (its partner in EA-1*) already qualifies (51.8 percent). Only South
Africa, with Namibia, Zambia and most likely Botswana are living in a world 
entirely of their own in this respect.10

The case of South Africa is particularly remarkable as it has simultaneously
the second lowest aggregate share for D5–D9 in the whole sample (Namibia is t
“top 1”) while having the highest share in the world for one of the componentsd
of this D5–D9 group: its ‘civil-service-crowded’ D9.11

As is evident in Figure 2.5, the current high degree of homogeneity in 
the income share of D5–D9 is reflected in the fact that its measures of cen-
tral tendency are almost identical: the harmonic mean is 51.8 percent, the 
average is 52.1 percent, the median is 52.5 percent, and the mode is 52.6
percent. In turn, the coefficients of variation of the top 10 percent and the

Figure 2.5 Income shares of the ‘middle and upper middle’ (D5–D9) and log of income 
pc, c.2012
Note:
• Acronyms as in Figures 2.1 and 2.2, and H-K=Hong Kong. Countries, group of countries and regions

are the same as in previous figures.
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Figure 2.6 Income shares of D7 to D9 and log of income pc, c.2012
Note:
• Acronyms and sources as in Figures 2.1 and 2.2. Countries, group of countries and regions are again
the same as in previous figures.
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bottom 40 percent are almost four times higher than the one of this group
(see Table 2.1).

Furthermore, the current similarity in the income shares of D5–D9 across
countries is even more remarkable in the ‘upper middle’ 30 percent of the 
population (D7–D9) (see Figure 2.6).

In this case, the overall homogeneity is even more intense – and now Latin
America has already made it (both LA and LA*), and also Hong Kong.12 The 
measures of central tendency are practically identical, with the harmonic 
mean at 36.7 percent, the average at 36.8 percent, and the median at 36.9 
percent – and the coefficient of variation is just one-fifth those of the other 
two groups at the tails of the distribution (it is difficult to believe that this is 
just a twist of fate).13

As I mention in the 2011 paper (and discuss in more detail in Palma, 2014) –
and confirmed here with data for c.2012 – it seems that a schoolteacher, 
a junior or medium-level civil servant, a young professional (other than eco-
nomics graduates working in financial markets), a skilled worker, a middle
manager, or a taxi driver who owns his or her own car (London apart), all tend
to earn at the moment the same income across the world – as long as their 
incomes are normalised by the income per capita of the respective country.

If such homogeneity across the world were also to take place among the 
income share of the top 10 percent – let alone for the top 1 percent – at least



44  Inequality and Growth: Patterns and Policy

for the Latin American oligarchies (as well as for that of the US), this would be
analogous to communism!

Basically, in middle-income countries with high levels of inequality, what 
is really happening is that while the top 10 percent has succeeded in appro-
priating a level of income which is similar in absolute terms to those of their
counterparts in rich nations (see also Sutcliffe, 2001, and Milanovic, 2010),
the middle and upper-middle have done so in relative terms (shares in national 
income). Meanwhile, the bottom 40 percent has a very – very – long way to
go, as currently their income per capita is more akin to the average income of 
Sub-Saharan African countries.14

The key issue here is that in these so-called ‘middle-income countries’, only
those in the middle and upper middle have ‘middle-income’ earnings – as
those at the top have already succeeded in a premature catching up with their 
counterparts in rich nations, while those in the bottom 40 percent are still
facing the challenge of a massive ‘catching-up’ – just to get to ‘middle-income’
levels. “Convergence”, therefore, seems to be a far more complex phenomenon
than is implicit in neoclassical models.15

Another issue that is important to clarify, as this aspect of my ideas has led
to misunderstandings, is whether this homogeneity in the middle and upper-
middle implies that distributive outcomes are basically the end-result of a bat-
tle of the tails, from which the middle and upper-middle are somehow able to
shield themselves. In other words, the key question in this respect is whether
those in D5–D9 are simply spectators of a rough distributive game played by 
the top and bottom struggling for their share of the other half – like Roman 
plebs enjoying the (distributional) circus from the safety of their seats – or
whether they are very much part of the distributional struggle (down in the
arena, rather than up in their seats). As I discuss in detail in my 2011 and 2014 
papers, there is no ‘lack of history’ in how these middle and upper-middle
groups have converged towards the ’50–50 rule’ (their half of the national 
income), and in how now they have a hard struggle ahead to keep it – as they 
have to face these days the new (post-neoliberal-reform) rampant voracity of 
the top income groups.

That is, the current ‘50–50’ position of the middle and upper-middle is not
the result of some sort of prophecy of the type “Thou shalt keep half of the 
overall product of the sweat of the collective brow; no more, no less,” but
rather a somehow surprising phenomenon in an otherwise very diverse set of 
distributional outcomes – the roots of which have some components which are
still an intriguing mystery.

Due to the lack of space, I can only summarise here one of my main hypoth-
eses regarding this contrast between the homogeneity in the middle and upper-
middle vs the heterogeneity in the tails: basically (and in terms of after taxes
and transfers income distribution data), while across the world the bottom 
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40 percent of the population has very different capacities to appropriate the out-y
put generated by their energy, creativity, and skills – that is, it has very different
degrees of property rights over their human capital and efforts (and, therefore,
over the value of their marginal productivity), the middle and upper-middle 
(especially the “administrative classes”) seem to have both a similar relative level 
of productivity across the world (i.e., relative to the income per capita of the 
country), as well as a similar degree of property rights over their skills. Finally,
although the top 10 percent has a similar strong capacity to appropriate the pre-
tax output of its skills across the world, it nevertheless has a very different one int
different countries when it comes to its post-tax share, as well as its capacity to
extract that of others (especially that of the bottom 40 percent). If this is the case,
these phenomena would explain not only a good deal of the distributional diver-
sity across countries, but also the different degrees of incentives to acquire skills 
found among the bottom 40 percent across the world. For example, in highly 
unequal middle-income countries, what would be the point for the bottom 
40 percent of making the effort to acquire further skills if the additional output 
is bound to be fully (or almost fully) appropriated by others?16 This phenom-
enon, reflected in the coexistence of growing productivity with stagnant (or
nearly stagnant) blue-collar wages – an anti-efficiency wage scenario – which
has characterised many economies in Latin America since their economic 
reforms (see Palma, 2005 for the case of Mexico), is becoming  common in high-
income countries as well, especially in the US.

Regarding the middle and upper-middle, in order to be able to get their
(relatively similar) shares of income they have had to form different types
of political alliances to help them get (and defend) their half. And when
these politico-economic alliances have broken down, the share of D5–D9 has
changed significantly. For example, while in Latin America the middle classes
seek to defend their share of income with different forms of alliances with the
elite, in India the “administrative classes” do so mostly via clientelist alliances
with the poor (which gives them the political power to mediate in the different
conflicts between the capitalist elite and the state).17 In turn, in South Africa 
the fortunes of the middle classes appear to be uniquely different as the domi-
nant (redistributive) political alliance has turned out to be that between the
new ‘empowered’ elite, the upper stratum of the new administrative classes,
and the bottom 40 percent. While the latter may have gained a lot in political
terms, in distributional ones this alliance has only succeeded in increasing the 
income share of the top (both D10 and D9) at the expense of the middle.18

In sum, what it is crucial to remember is that the regional distributional struc-
ture currently suggested by the Gini only reflects the income disparities among 
half the world’s population – those at the very top and at the bottom of each
country’s distribution. It tells us little (or rather nothing) about the remarkable 
distributional homogeneity of the other half.19 This raises serious questions
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regarding how useful the Gini index is as an indicator of overall income
inequality, especially because (from a statistical point of view) the Gini is more
responsive to changes in the middle of the distribution.20 That is, the most com-
monly used statistic for inequality is one that is best at reflecting distributional 
changes where changes are least likely to occur! As a result, the overall geom-
etry of inequality as shown by the Gini may well distort the nature of income
disparities across countries, and (most importantly) obscure its fundamentals.

The problem is that the most common alternative inequality statistics, those
that have the advantage of being more responsive to changes at the top and
bottom of the distribution – such as the Theil, tend to have the huge disadvan-
tage of being extremely vulnerable to measurement errors precisely at the tails
of the distribution (and, above all, at the top; see ibid.).

As a result, given the remarkable homogeneity in the middle and upper-
middle (see especially Table 2.1), I suggested in my 2011 paper that instead of 
the Gini we should use a new inequality statistic – one that simply indicates
the ratio of the income share of the top 10 percent over that of the bottom
40 percent. The obvious advantage of this inequality indicator is that it meas-
ures inequality where inequality exists; it is also simple, intuitive, transparent 
and particularly useful for policy purposes – that is, especially helpful for policy
targeting, as for anyone aiming at lowering inequality the implications of this
ratio are as crucial as they are straightforward. In other words, the mere fact of 
its simplicity – that is, one that purposely avoids all the often redundant (and
even counterproductive) algebraic sophistication of alternative inequality sta-
tistics – becomes its main strength.21 It is also better at highlighting the unique 
voracity of some oligarchies and, in particular, their capacity to get away with it
(see Figures 2.12 and 2.13 below). It was later called the “Palma Ratio” by Alex
Cobham and Andy Sumner.

Table 2.1 presents a set of statistics for the whole sample (129 countries), con-
firming the huge contrast between the homogeneity in the middle and upper-
middle of the distribution of incomes across the world and the  heterogeneity
at the tails.22

Of all the statistics in Table 2.1, the coefficient of variation is, of course, the one
that really matters: it best shows the current distributional contrast across coun-
tries between the homogeneous middles and the heterogeneous tails – as already
mentioned, the coefficients of variation for both D10 and D1–D4 are nearly four 
times greater than that for D5–D9. Furthermore, they are five times larger than 
that for D7–D9.23 This suggests that regardless of the per capita income level 
of the country, the characteristics of the political regimes, the quality of their
institutions and of their educational system, the economic policies imple-
mented, the structure of property rights, or whether or not they belong to coun-
tries that managed to get their prices ‘right’, their institutions ‘right’, or their
social capital ‘right’, in almost all countries the 50 percent of the population
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located in ‘D5–D9’ seems to have currently the capacity to appropriate in the 
distributional struggle about half the national income. This is even clearer in the
case of those in D7–D9 regarding their just over one-third of the pie.24

In turn, for the bottom 40 percent characteristics such as those mentioned 
above can make the difference between getting as much as one-quarter of 
national income (as in the Nordic countries and in some countries of Eastern
Europe), or as little as a tenth – or even less, as in South Africa, Namibia and 
Honduras (6.4 percent, 8.2 percent, and 9.3 percent, respectively).

Finally, for D10 the sky is (almost) the limit, with some oligarchies manag-
ing to appropriate a share above 50 percent of national income (as in Namibia
and South Africa), or close to it (as in Zambia, the Central African Republic
and Honduras).

But as any summary statistics can hide diversity among its members, let’s 
look at this contrast between the homogeneity in the middle and upper-middle
and the heterogeneity in the tails in the whole sample; see Figure 2.7.

It seems patently obvious that the huge diversity of distributional outcomes
across the world is almost entirely due to different shares for the top 10 percent
and the bottom 40 percent.

2.3 Is the share of the rich what it’s all about?
The Palma Ratio

Obviously, a lot more research needs to be done on the forces shaping the 
income shares of different groups along such different paths – particularly
in such opposite ‘centrifugal’ and ‘centripetal’ directions (D10 and D1–D4,
and D5–D9, respectively). Remarkably, this simple observation does not seem 
to have been noticed before. Moreover, it seems odd that most of the recent
literature on ‘income polarisation’ has produced indices that emphasise dis-
tributional changes around the middle of the distribution, exactly where
there is greater income-share homogeneity. Wolfson, for example, started the 
whole ‘polarisation’ literature by developing an index that cuts the Lorenz
curve right in the middle!25 In fact, the higher the degree of homogeneity in
the middle and upper-middle of the distribution of income, and the higher

Table 2.1 Measures of centrality  and spread for income groups, c.2012

H Mean Median Average st dev c of var

D10 29.1 29.4 30.5 6.9 0.227
D1–D4 16.4 18.0 17.5 4.0 0.230
D5–D9 51.8 52.5 52.1 3.4 0.066
D7–D9 36.7 36.9 36.8 1.7 0.047

• H Mean = harmonic mean; st dev = standard deviation; and c of var = coefficient of variation.
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the degree of heterogeneity at the very top and bottom, the more statisti-
cally and analytically meaningful simple income ratios (like that suggested by
the Palma Ratio) become as indicators of distributional disparities across the
world.26 In fact, it could even be argued that as the sum of all shares has to
be equal to 100, the ‘50–50 rule’ implies that the share of decile 10 could suf-
fice as an inequality statistic for the whole distribution. This is precisely the 
reason why the subtitle in my 2011 paper stated that “the share of the rich is 
what it’s all about”. However, I believe that the ratio of the two components 
that creates diversity in inequality (the share of decile 10 over that of deciles 
1 to 4) is a more informative statistic of inequality, as it highlights better the role
of the two ‘offending parties’.27

One interesting result of this homogeneity in the middle and upper-middle
regarding the Gini; as Tony Atkinson remarked in his comments on a draft of 
my 2011 paper, is that if D5–D9 gets half the income, then the Gini coefficient 
(in percentage points) is 1.5 times the share of the top 10 percent (in percent-
age points) minus 15. In this case the Gini has a maximum of 60 percent
(although it may be slightly larger on account of inequality within the groups,
since this calculation linearises the Lorenz curve).

Figure 2.8 shows the inequality ranking of the 129 countries in the sample
according to the Palma Ratio.

The most important stylised fact revealed by Figure 2.8 – a phenomenon that 
was not evident in the Gini ranking of Figure 2.1 – is that inequality across the 

Figure 2.7 The homogeneous middle vs. the heterogeneous tails in 129 countries, c.2012
Note:
• Countries are ranked according to the income share of D1–D4.
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world, as measured by this ratio, first increases relatively slowly, and almost
linearly, only to change gear when Latin American countries enter en masse 
(around ranking 100); to then increase rapidly and geometrically.28 In fact, as
the lower arrow in the graph indicates, had the ‘steady pace’ observed among
the first 100 countries continued into the last quarter of the sample, the most
unequal country in the world today would have posted a Palma Ratio of about 
3 rather than one that is nearly three times as much!29

2.4 Income distribution and education: a more 
multifaceted relationship?

Among the many analytical issues that need to be re-examined following the 
detection of this remarkable stylised fact – the distributional homogeneity in the
middle and upper-middle – the intriguing relationship between ‘human capital’
and income distribution is a prime candidate, as this relationship is likely to 
be far more complex than the rather straightforward one usually assumed in

Figure 2.8 “Palma Ratio” of personal income distribution in 129 countries, c.2012
Note:
•  Highlighted countries are those of Latin America and (mineral rich) middle-income Southern 

Africa. The last two, Namibia and South Africa, are (again) literally off the chart!a
a If one uses the World Bank-WDI dataset (instead of the OECD’s), South Africa’s ‘Palma Ratio’ falls
to (the still dismal level of) 7.1 – in fact, since the Fall of Apartheid in 1994 and the beginning of 
democracy, inequality in South Africa has increased among all races and geotypes (see Leibbrandt, 
et al, 2010; and Palma, 2011).
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mainstream economics and UN reports.30 According to this approach, educa-
tion – both in terms of equality of opportunities and of overall excellence – is
not just one of many variables in the determination of income inequality, but
the crucial one. However, in all regions of the world (developed and developing,e
Latin American and non-Latin American), the top income decile is made up of 
individuals with relatively high levels of education, while those in the bottom
four deciles have either relatively little schooling, or (in the more advanced 
countries) schooling of a very doubtful quality. So why do these two relatively 
homogeneously ‘educated’ groups (one homogenously ‘highly-educated’, they
other homogenously ‘little-educated’) have the greatest distributional diver-
sity across countries? In turn, if most of the world’s educational-diversity (in y
terms of both quantity and quality) is found among the half of the population
between D5–D9 – for example, in terms of the share of the population with 
secondary and (especially) tertiary education – why does one find extraordinary 
similarity across countries in the shares of national income appropriated by thisy
educationally highly diverse group?e

Chile, for example, with a gross tertiary enrolment of no less than 71 percent
(World Bank-WDI, 2015; together with Argentina and Venezuela a country
that has the largest tertiary education enrolment among all non-communist 
and non-ex-communist developing countries in the world), the 30 percent
of its population between D7–D9 are currently only able to appropriate the 
7th-lowest income share in the whole sample (33.7 percent; with only Namibia, t
South Africa, Zambia, Rwanda, the Central African Republic and Guatemala
posting an even lower share). In fact, some countries with income shares for
D7–D9 similar to Chile have rather different tertiary enrolment rates – in fact,
some in single digits. That is, Chile, with a 71 percent rate for gross tertiary 
enrolment ends up generating an income share for D7–D9 similar to that of the
Central African Republic (with an enrolment of just 3.1 percent), and Rwanda
(7.1 percent). Perhaps the “it’s all about education” distributive-brigade should
go back to the drawing board.

And despite the fall in Chile’s overall rates of inequality between 2003 and 
2011 (the Gini fell from 0.55 to 0.51, while the Palma Ratio fell from 4.1 to 3.3),
the share of D7–D9 remained invariant in its particularly low levels, despite the
rapidly growing numbers of new graduates entering the labor market. So, in
terms of the role of education in the distribution of income it is important not
to lose sight of the multifaceted nature of the relationship between increased
‘equality of opportunities’ and of better quality in education, and increased
distributional-equality – and of the fact that education (or any other factor 
that may be influencing the distribution of income for that matter) can only
operate within specific institutional dynamics. Needless to say, a lot more work is
urgently needed in this challenging area, and one that would recognise prop-
erly the huge complexity of the relationship between education and inequality.
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2.5 Why is the mainstream of the economic profession 
so fixated on changes in the middle of the distribution –
and so reluctant to analyse changes at the top?

With the above evidence it is somehow perplexing to find that both the early
Washington Consensus’ explanation of high inequality (1960s and 1970s), and
the one developed later in the 1990s, were somehow obsessed with blaming 
‘excess’ inequality in Latin America with what was supposedly going on in the
middle of its distribution. This phenomenon, which characterised for so long moste
mainstream distributional theories, has begun to change only very recently thanks
to the new tax-based distributional data produced initially by Saez, Piketty and
Atkinson (among others). Until then, mainstream theory was surprisingly uninter-
ested in what was going on at the top; as John Kenneth Galbraith once remarked
at the time, “of all classes the rich are the most noticed and the least studied” 
(1977: 44). It now looks as though a certain cat is finally out of a certain bag.

For example, those of my generation will remember the 1960s and 1970s
mainstream hypothesis concerning the supposed inequalising role of import-
substituting industrialisation (ISI); the emphasis of the analysis was placed on the
distortions created by ISI, leading to “labor aristocracies” in regions such as Latin
America. This hypothesis was later recycled in the 1990s in an attempt to explain 
away the increased inequality that followed economic reforms; now the focus was 
on import liberalisation creating problems such as ‘skill-biased technical change’. 
But the myopic focus was always the same: to explain diversities of inequality 
across the world the emphasis in the analysis had to be placed on issues explain-
ing (supposed) diversities between the middle and the bottom of the distribution, 
not those that would help us understand cross-country diversities at the top. 

In the case of the “labor aristocracy” hypothesis, widely invoked by the 
emerging Washington Consensus of the time, it was argued that one of the
main causes of inequality in Latin America was the price distortions associ-
ated with ISI. These were supposed to have misaligned the values of marginal
productivities across sectors, allowing for artificially high wages in manufactur-
ing (à la Stolper and Samuelson). That is, wage differentials were much larger
than if free trade had predominated.31 However, there was little then (as now) 
to differentiate Latin America from the rest of the world – developing and
developed, ISI and non-ISI – in terms of the income shares among groups that
would include ‘aristocratic’ and ‘non-aristocratic’ labor. Furthermore, as the
case of Chile indicates (see Figure 2.9), the abrupt end of ISI in 1973 (point
number 2 in the graph) had little or no impact on Q3/Q2, an income-share 
ratio that could be used to proxy wage differentials between ‘aristocratic’ and
‘non-‘aristocratic’ labor (see line at the bottom of the Figure).

In fact, Q3/Q2 ended up in 2010 exactly where it started in 1957, even 
though trade and industrial policies, especially tariffs – and almost everything 
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else – could not have been more different (and ‘liberalised’) by then. The
remarkable stability of this ratio between the ISI and post-ISI periods (despite
the fact that both development strategies took particularly extreme forms
in Chile) – as opposed to what was happening at the tails of the income
distribution – contradicts the above mentioned hypothesis (unless one were 
to believe that the ISI wage-distortion was immediately and perfectly matched
by the post-ISI increased wage differentials due to shortages of skilled labor).

The latter proposition (one that yet again tries to explain high inequal-
ity by looking at diversities between the middle and the bottom of the dis-
tribution) was developed by many mainstream economists in the post-ISI
liberalisation-cum-globalisation era; it was basically a recycled version of the 
previous  (distortions-due-to-ISI vs an ideal world without ISI) approach. It tried
to explain away the (supposedly) unexpected increase in inequality in many
developing countries after the implementation of policies aiming at trade and
financial opening and neoliberal economic and political reforms in general.

Figure 2.9 Chile: Palma Ratio, Q4/Q2 and Q3/Q2, 1957–2010
Note:
• Q=income-quintiles.QQ 1=election of Allende; 2=Pinochet’s coup d’état; 3=the year Pinochet called a 

plebiscite seeking a mandate to remain in power for another eight years; 4=first democratic govern-
ment (centre-left coalition) that took office in 1990 after Pinochet lost his 1988-plebiscite (and was 
forced to call presidential elections at the end of 1989); 5=second democratic government (same 
centre-left coalition, but a return to more ‘free-market’ distributional policies); 6–7 and 7–8=next 
two governments by the same coalition. 3-year moving averages.

•  Source: calculations done by Pamela Jervis and myself using the FACEA (2012) database. Chile is
one of the very few countries in the developing world that has a relatively robust set of historical 
data for such a long period of time – at least for the ‘Greater Santiago’, where almost 40 percent of 
Chile’s population live. 2010 was the last year for which data were available.
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These increases in inequality, following greater integration into the world 
economy by now ‘flexible’ economies, were the exact opposite of the unam-
biguous predictions made by those circling around the Washington Consensus
at the time.32 Hence, it was argued that these (previously unforeseen) neoliberal-
reform-related increases in inequality were taking place because although trade 
liberalisation had had the highly positive impact of bringing in higher imports of 
modern capital goods with latest technologies embodied in them, these (regret-
tably) were intensive in the use of skilled workers − a scarce factor in most LDCs.
As a result wage differentials between skilled and unskilled workers had increased,
and so had inequalities. However, as is obvious from Figure 2.9, what really dif-
ferentiates Latin America’s inequality was again not located where skilled and
unskilled workers are likely to be located, but more towards the tails of the distri-
bution of income. Then, even if import liberalisation did allow for an increase in 
the importation of capital goods which introduced new production techniques 
that made intensive use of skilled labor, evidence suggests that this does not alone 
account for much of the region’s increased inequality after economic reforms.33

In fact, assuming that skilled workers – that is, those able to handle new
technologies – are located as high as Q4, while unskilled ones in the formal 
sector are probably relegated to Q2, Figure 2.9 indicates an intriguing sce-
nario: first, during the immediate post-ISI period (a highly inequalising period
between 2 to 3 in Figure 2.9, which was characterised by radical reforms) the
Q4/Q2 ratio did actually increase. However, this period was actually character-
ised by low (instead of high) demand for skilled workers due to remarkably low
levels of investment (on average, just 16.9 percent of GDP), and low levels of 
imports of new capital goods (see Palma, 2012) – leading to little technologi-
cal change, productivity stagnation (on average output per worker grew just
at 0.3 percent p.a.), and a stagnant or even negative TFP growth (according to 
how one measures it; see Fuentes, Larraín and Schmidt-Hebbel, 2006). In turn,
afterwards – during the less fundamentalist reform-period, which included the
return to democracy and the ‘roaring’ ‘90s (from 3 to 6 in Figure 2.9) – wage
differentials between skilled and unskilled workers (proxied by Q4/Q2) actually
decreased from 3.1 to 2.5, despite high demand for skilled workers. This was
due to high investment rates (high at least by Latin American standards – 24 
percent of GDP), and high levels of imports of capital equipment, leading to
rapid technological change, rapid productivity growth (4.8 percent p.a.), and
particularly high TFP growth (see ibid.). In fact, even the ratio of the upper-
middle (D7–D9) vis-à-vis that of the bottom 40 percent (a ratio not included 
in the graph) fell from 4.1 to 3.1 during this period of high demand for skilled
workers due to dynamic technological change.34

And for the rest of Latin America, blaming inequalities on increased imports of 
capital goods is even less credible given their appalling investment record since 
the beginning of economic reforms; for example, in Brazil and Mexico their 2013 
level of investment per worker (the last year when data are available) was actually 
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20 percent below their 1980 one − and it is not as though that level was particularly
high to begin with! Furthermore, in the case of Mexico this is so despite having 
had one of the highest (if not the highest) levels of FDI per worker in the World. 
For the whole of Latin America, this statistic fell (on average) 10% during this 
33-year period (i.e., in constant 2005 US$, it fell from US$ 4,377 in 1980 to US$ 
3,924 in 2013 − commodity price boom and all; see Palma, 2015). In fact, in Latin
America, the average rate of investment has struggled to reach even 20 percent 
of GDP since around 1990 (when most countries started to implement trade and
financial liberalisation). Of this meagre percentage, investment in machinery and 
equipment contributed less than half of the total (in Brazil, for example, it has
amounted to just 6 percent of GDP since 1990). And in all likelihood only about
half of that was imported. Not surprisingly, even during the twelve-year period
of commodity and financial bonanza after 9/11 and the Fed’s response, GDP 
growth in Latin America was so mediocre that on the expenditure side five-sixths 
of that growth was simple expansion of consumption (and the debt to fund it),
and on the product side more than two thirds was simple expansion of employ-
ment (almost entirely in technologically-challenged services and construction; see
Ibid.). It should not surprise either that in Chile, a country that is so often high-
lighted as the best performer of the region, the average annual rate of TFP-growth
for the last two decades has actually been nil (Ibid). Not precisely a vision of a 
region struggling to cope with the upheavals of a high-tech modernity…

Therefore, the effects of ISI on inequality during the former period, and
of imports of modern capital equipment in the latter one, seem to be far
more complex than the abovementioned one-dimensional and reductionist
hypotheses – reductionist in the sense of the philosophical position that often
characterises mainstream economics, which holds that a complex system is
nothing but the sum of its parts, and that an account of it can be reduced to
accounts of individual constituents. Figure 2.9, therefore, indicates that if one
really wants to understand distributional change, rather than continue to be 
distracted by the middle of the distribution of income and wage differentials 
among  production workers, it would be much more productive to focus on the 
tails, especially the top one – as the work of Sáez, Piketty and Atkinson (among
others) has done, as my 2011 paper tries to do – and the resulting Palma Ratio 
highlights —, and as Piketty’s latest remarkable book (2014) does again. So, 
let’s not just ‘notice the rich’, but concentrate instead on the study of how
they manage to appropriate such diverse shares of national income across the
world, and why do they do such different things with their shares afterwards.

Obviously, the ‘usual suspects’ won’t like it if the mainstream analytical focus
turns its focus onto them,35 but as long as the share of the middle and upper-
middle remain relatively homogenous across countries, we have little choice but
to keep reminding ourselves of what I believe to be the most fundamental of all 
distributional stylised facts (highlighted by the subtitle of my 2011 article): “the 
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share of the rich is what it’s all about”. And if one not only wants to understand 
why inequality is so diverse across the world, but also get closer to the under-
standing of why growth is also so dissimilar what we should write in our notice-
boards is: “It’s all about the share of the rich, and what do they do with it”.

2.6 Why is inequality still so extreme in Latin America,
and why is it getting even more obscene in South Africa?
How does it affect growth?

When one wants to study the causes and consequences of extreme forms of 
inequality, there is one obvious place to start: Latin America. However, due to
problems of space in this section I can only (and briefly) analyse three of the
many issues that are at play in them.

2.6.1 Is there a ‘ratchet effect’ in action?

In Latin America there seems to be a tendency towards an inequalising ‘ratchet
effect’ following (unfortunately rather common) negative distributional
shocks; see Figure 2.10.

Figure 2.10 Chile: “Palma Ratios”, 1957–2010 – a ratchet effect?
Note:
• From 1 to 8 and source as in Figure 9. 3-year moving averages. Black lines are harmonic means

between the pre- and post-Pinochet periods (i.e., between 1957 and the coup d’état in 1973; and thet
return to democracy and 2010).a

a Remember that we have to stick to Chile owing to lack of systematic historical data for other Latin 
American countries (or South Africa).

Palma-ratio
6

5

4

3

2

6

5

4

3

2
1957 1965 1973 1981 1989 1997 2005

2

3

4

5

6

7

8

1



56  Inequality and Growth: Patterns and Policy

The evidence of the dataset available for this period of over half a century
points in the direction of a ‘distributional ratchet’ effect. This seems to result 
from the fact that in Latin America improvements in inequality have tended
to be temporal (for example, from 1 to 2, and from 3 to 5), while deteriora-
tions have tended to have more permanent effects (from 2 to 3, and from
5 to 6). In other words, the dice is loaded in the sense that the rich tend to 
be more capable than the poor at making their gains permanent. That is, the
well-known restrained ability of human processes to be reversed once certain 
things have happened seems to apply only to increases in inequality.

Brazil seems to be another example of this negative ‘distributional ratchet’
effect, though there are no data as systematic as that for Chile to prove this;
the evidence that exists (mostly thanks to Albert Fishlow; see, for example,
Fishlow, 1972) also indicates that the huge deterioration in the distribution
of income that took place immediately after the 1964 coup remained in place
almost unchanged for the next forty years! So, although Brazil has apparently
been moving in the right direction in the recent past (unlike South Africa), it
has a long way to go to get to the levels of inequality found in that country
pre-1964.36 In fact, according to its Palma Ratio (based on household surveys) it
still ranks today as the 120th most unequal country in this sample of 129 coun-
tries. As is often the case, perhaps too many bottles of champagne have been
opened prematurely; and from a political point of view, as a result of the small
improvements that have taken place among the bottom 40 percent, inequal-
ity has lost what for Wittgenstein was the key requirement needed for success
in policy matters: a sense of urgency. As a result, the need to do something
here and now about the distribution of income has fallen well down the list
of priorities in comparison with poverty reduction. And, as the experience of 
Chile shows, in a middle-income country one can reduce poverty significantly
without affecting the  distribution of income.37

What has happened in the past in Chile and Brazil in terms of their ‘ratchet
effects’ makes me wonder how really sustainable are the recent relatively minor
improvements in inequality in some countries of the region (which are only
statistically significant if one uses the traditional, but somehow unambitious,
‘α’). Evidence suggests that in Latin America those that benefit from reduced
inequality are nowhere near as capable of retaining their gains as are those who
benefit from increased inequality when, sooner or later, the pendulum swings 
in the opposite direction.38 The current economic and political crises in Brazil
will be a good test of this ratchet effect hypothesis in terms of indicating the 
capacity of the poor to hold on to their previous gains.

2.6.2 Is the top 10 percent in Latin America – and Southern
Africa – unique?

When Tony Atkinson read an early draft of my 2011 paper, his first question
was whether I thought that the top 10 percent in Latin America is simply better
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at getting a higher proportion of national income than most, or whether they
are a different kettle of fish altogether. The uniqueness of Latin America’s and
Southern Africa’s political settlement and distributional outcomes becomes
evident in Figure 2.11, when the Palma Ratio is tested as dependent variables 
against income per capita.

Taking into account the usual structural instability of this type of cross-
country regressions, Figure 2.11 shows that the result of such an exercise 
produces a regression which indicates that SS-A, LA*, LA and ZA are following
their own unique inequality paths – proxied here by their highly significant 
dummies (an intercept one for South Africa and Namibia, and slope ones
for the other three groups). These countries are not only highly significantly
more unequal, but they even seem to be moving in a different direction than 
the rest – with Hong Kong and Singapore apparently catching up with them.
Moreover, South Africa and Namibia (as well as Botswana), with their Palma
Ratios of 8.5 and 6.7, are (literally) beyond the pale of this graph.39

Figure 2.11 Palma Ratios and log of GDP pc, c.2012
Notes:
•  ZA*= South Africa’s actual ‘Palma Ratio’ is 8.5. The regression has four intercept dummies: Southern 

Africa (South Africa and Namibia), Eastern Europe and the former Soviet Union (EE, EE*, FSU and 
FSU* – line 5), Qatar, and the EA1* (Hong-Kong and Singapore). It also has three slope dummies
(LA*, line 1; LA, line 2; and SS-A, line 3). Line 4=base regression. All parameters are statistically 
significant at the 1% level (i.e., pretty unlikely to have occurred by chance). This regression has
only one main explanatory variable (GDP pc squared), because if GDP pc is also included both 
explanatory variables became not-significant even at the 5% level (and if only one is included, GDP 
pc squared is the one that is more significant). ‘t’ statistics are based on ‘White’s heteroscedastic-
ity adjusted standard errors’. The R2 of the regression is 69%. Regional dummies are reported only 
within the GDP per capita range of its members. 

• Acronyms and sources as in Figures 2.1 and 2.2. 
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However, it is important to emphasise that this regression is simply meant to 
be a cross-sectional description of cross-country inequality differences, catego-
rised by GDP per capita. That is, they should not be interpreted in a ‘predicting’
way, because there are a number of difficulties with a curve that is estimated
from a single cross-section – especially regarding the homogeneity restrictions 
that are required to hold.40 This is one reason why the use of regional dum-
mies is so important, as they can provide crucial information regarding the 
required homogeneity restrictions – and their evidence points in a different
(heterogeneous) direction. Hence, regional dummies are reported only within
the income per capita range of its members.

In the regional dummies there are two opposite paths. In one, Latin America,
but especially LA*, inequality gets, on average, slightly worse as countries
achieve higher income per capita (lines 1 and 2), even though some countries
in Latin America have already reached high middle-income level status. At the 
same time, highly unequal SS-A (countries in Sub-Sahara with a GDP pc above 
US$ 2,000 – line 3) seem to be copying not only Latin American-style football,
but also other less pious features of the region. The other path, followed by
Eastern Europe and the former Soviet Union (EE, EE*, FSU, and FSU* – line
5), is characterised by inequality getting, on average, systematically better as
income per capita increases. However, it is important to emphasise that this 
downwards slope – as well as that of the base regression – does not necessarily 
mean that the distribution of income within individual countries is currently
improving as they get richer; it only means that although the distribution
of income within many of these countries is currently deteriorating, we still
find today as a stylised fact that the richer the country the lower the level of 
inequality (as a group).

As the relationship between inequality and income per capita is not homog-
enous across regions and countries, the homogeneity restrictions that are
required to hold for ‘prediction’ are visibly not fulfilled. Therefore, not only
analytically but also statistically there is no reason to expect that Latin America
and Southern Africa will improve their remarkable inequality simply because
their income per capita increases – that is, simply because this is what happened
in some other countries in the past.

However, as is often the case, when work of this nature produces such sta-
tistically interesting and significant results, this “[...] involves the evolution of 
knowledge as well as ignorance” (Krugman, 2000). Is the cross-sectional-scenario
that emerges from Figure 2.11 really the most appropriate way in which to
represent the geography of inequality across the world? What about if the
Sub-Saharan African countries with a GDP pc below US$2,000 (i.e., SS-A***,
SS-A** and SS-A*) are best represented differently than by the base regression
of Figure 2.11? For example, they may well have in their horizon what is hap-
pening in richer Sub-Sahara (SS-A), Southern Africa and Latin America rather



José Gabriel Palma  59

than the rest of the sample. Closer inspection of the data (following what is
already indicated in Figure 2 to 4) seems to suggest that a different narrative 
regarding Sub-Saharan Africa, Southern Africa and Latin America is not just
possible, but in fact likely to be more accurate − see Figure 2.12.

Figure 2.13, in turn, illustrates the cross-sectional representation of this new
scenario.

What an statistical paradox. Two such different econometric scenarios as
those of Figures 2.11 and 2.13 have practically the same statistical support in 
the sample (at least in terms of R2s and high significance of all parameters).41

And in this new “two parallel universes” narrative (Figure 2.13), the answer
to Tony Atkinson’s question seems straightforward: yes, Sub-Saharan African, 
Southern African and Latin American oligarchies seem to be a different social 
‘organism’ altogether. One could even borrow a metaphor from the Darwinian
concept of “living fossils” – both in the sense that these oligarchies do not
seem to have close ‘living relatives’ in other regions of the world (other than 
in the Middle-East, and lately in EA1* – that is, Hong Kong and Singapore), 
and that they appear to be similar to social and political ‘organisms’ other-
wise only known to us from the study of (social and political) fossils from the
past history of more advanced economies – when their wealth and income 
inequality was extreme and persistent, a phenomenon that lasted until about
the World War I.42 In other words, these odd ‘species’ (anomalous oligarchies)

Figure 2.12 Palma Ratios and log of GDP pc, c.2012
Note:
• Acronyms and sources as in Figures 2.1 and 2.2.
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may only be in existence today because they have been exposed to less severe 
competition from below, and/or they are probably better equipped than oli-
garchies in other regions in the world to resist major social and political evo-
lutionary upheavals. As mentioned above, in some of these countries many
economic and political institutions have changed with the onset or the return
to democracy (in some even significantly), but the underlying distribution of 
political power has not – and neither have the narrow interests of the elite. 
In fact, the unique comparative advantage of these oligarchies seems to lay
precisely in being able to use different institutions (sometimes quite astutely) 
to achieve their fairly immutable goals.43 As emphasised above, few oligarchies 
in the world seem to have such skills in their struggle for the ‘persistence of 
élites’ despite significant  institutional change.

Figure 2.13 Palma Ratios and log of GDP pc: “two parallel universes”?, c.2012
Notes:
• The regression now has three intercept dummies: Eastern Europe and former Soviet Union (EE, 

EE*, FSU and FSU* – line 4), Qatar, and the EA1* (Hong-Kong and Singapore). It also has two slope 
dummies (on the GDP pc square variable); one includes all four groups of Sub-Saharan African 
countries (SS-A***, SS-A**, SS-A* and SS-A), as well as Southern Africa (South Africa and Namibia), 
and Latin American countries with a GDP pc below US$8,000 (LA*) – line 1. The other represents
the rest of Latin America (LA – line 2). Line 3 is the base regression. All parameters are statistically
significant at the 1% level (in this regression both main explanatory variables are included, GDP pc 
and GDP pc squared). ‘t’ statistics are based on ‘White’s heteroscedasticity adjusted standard errors’. 
The R2 of the regression is 67%. Regional dummies are reported only within the GDP pc range of 
its members. The base regression is reported from Bangladesh to Norway (i.e., the whole span of 
the non-Sub-Saharan Africa sample, except for Ethiopia and Nepal on the low GDP pc side, and 
Qatar one the other side).

• Acronyms and sources as in Figures 2.1 and 2.2.
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At the same time, Latin American and Southern African distributional out-
comes are so extremely unequal that they seem to provide little evidence in
support of Pigou’s law of “diminishing marginal utility,” or “less intense wants” 
at work, at least as far as income distribution (or status, power, or greed) is 
concerned. That is, not much evidence of ‘diminishing returns’ here; perhaps
not least because (as a brilliant Argentinean cartoonist has put it) “it’s become
so outrageously expensive to be rich nowadays!” So, perhaps Adam Smith was
closer to the mark when he said that as far as issues such as income distribu-
tion are concerned, “[...] it is the vanity, not the ease, or the pleasure, which
interests us” (1759). Vanity indeed. And, as Nietzsche reminded us, “vanity is 
the fear of appearing original: it is thus a lack of pride, but not necessarily a 
lack of originality.”44

Nearly a century ago, the Spanish philosopher José Ortega y Gasset stated
that “[many in Latin America] have a narcissistic tendency to use reality as
a mirror for self-contemplation” (1918). He was struck to find “so many self-
satisfied individuals” – a phenomenon that for him was a major obstacle for
progress, as “[...] human history is the product of discontent” (ibid.). Perhaps
there is no better way to summarise what is wrong with Latin America’s elites
and with the current political settlements and distributive outcome than
Ortega’s observations, as (for reasons beyond the scope of this paper) with the
new neoliberal ideological, political and economic paradigms in vogue in the
region, these regional features have been revitalised with a vengeance.45

And let’s remember: the unremitting trend towards increasing inequality
found in the left-hand side of Figure 2.13 has little or nothing to do with the 
share of the middle or upper-middle of the distribution. Except for South
Africa and Namibia (and probably Botswana), all groups qualify or are at
the edge of the ‘50–50 rule’. So, it’s all in the tails! For example, the already
mentioned tax return data confirm this inequality ‘uniqueness’: in Chile 
the top 1 percent is able to appropriate 32.8 percent of national income, 
while the top 0.1 percent gets 19.9 percent, and the top 0.01 percent gets 
11.5 percent of the total − while their counterparts in Korea were able to
appropriate only 12 per cent, 4.4 per cent, and 1.7 per cent, respectively.
And very recent (although preliminary) data for Brazil indicates that the top 
1 percent manages to appropriate nearly 29 percent of national income. Given
the apparent capacity of the middle and upper middle to defend their half,
it’s the bottom 40 percent that needs to be squeezed accordingly.

Basically, (with a nod to James Bond) for most oligarchies in Latin America,
Southern Africa, and increasingly so for those in higher-income Sub-Saharan
countries as well as the US (and some other OECD countries, especially
the Anglophone ones) the new family motto should be “The World Is Not
Enough” – as they move into a distributional outer space, propelled into dark 
matter by their insatiable greed, while finding their neoliberal ideology most
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helpful in this endeavour (as it facilitates the  rationalisation of this highly
inefficient greed).

It is also important to remember that the share of the rich in Latin America’s
national income is so much higher than those of many other middle-income
countries – such as those found in North Africa, the second-tier NICs, the 
former Soviet Union, and Eastern Europe (among  others) – even though these
middle-income countries often have even more market rigidities; often have
prices, institutions and social capital that are less ‘right’; often have property
rights which are less well-defined and less well-enforced; often have more edu-
cational segmentation, and educational systems for the poor which are equally
depressing; where often there is more gender discrimination, and more short-
ages of skilled labor; and where often there are democracies which are more
‘low-intensity’, and with more problems of ‘governance’; where success or
failure in business depends even more on political connections and  corruption;
and so on. And despite all this, their income distributions are significantly
better than those in Latin America. So, perhaps it is time for those that have
deforested half of the Amazon through publishing so much literature blaming
Latin America’s high inequality on issues such as those above to go back to the
drawing board as well.

At the risk of stating the obvious, political and institutional factors, and the
nature of the political settlement, are likely to have a far greater influence on
the determination of income distribution than factors such as those mentioned
above. These factors may well be part of the conditions that, for example, give
Latin America’s inequality its specificity, but this can only be understood through
the movement of its institutional dynamics. That is, rather than thinking in
terms of the concrete effects that that factors such as those mentioned above may 
have on its inequality, it would be more illuminating to understand the concrete
expressions that these factors may find in that inequality. Some of the pieces of 
the distributional puzzle in Latin America and Southern Africa may well be the
same as those of other parts of the world, but the way they fit together is certainly
different. The specificity of inequality in these regions stems from the particular
ways in which distributional struggles have manifested there, the different ways
in which oligarchies have faced and temporarily overcome them, and the ways in 
which this process has created further distributional challenges, and so on.

In fact, the monotonous insistence of so many economists and politicians on
blaming Latin America’s huge inequality on ‘exogenous’ factors is very much
like using a pair of scissors to cut an (analytical) knot that cannot be unrav-
elled. Among the most recurrent ‘exogenous’ factors appearing in most of the 
relevant literature, we find the already mentioned high demand for skill labor
due to new technologies (although, as mentioned above, such high demand is
supposedly taking place in a region with one of the lowest investment rates in
the world),46 problems with the educational system, the abundance of natural
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resources, market distortions resulting from erroneous policies or regulation
(how could it possibly not be the fault of governments!), and the unfortunate
institutions created at the start of the colonial past, half a millennium ago,
such as the ‘mita’ and the ‘encomienda’ (an institution that was already pretty
much gone by the end of the sixteenth century).47

As in so many other areas of knowledge, it is analytically far more produc-
tive for the understanding of why inequality is so unequal across the world
to reject mechanical determinisms and the blaming of ‘exogenous’ factors.
Explanations such as some of those in vogue today may actually help contrib-
ute to the understanding of a really complex phenomenon; but as inequality 
is surely an ‘over-determined’ whole, one thing is to recognise a probable 
condition, quite another to claim that that condition is a sufficient one. And
from this perspective, over-determination makes the analysis of inequality
particularly problematic for many of the traditional methodologies used in
economics, as it complicates the standard counterfactual understanding of 
causation.

Otherwise, how can we understand, for example, that after taxes and trans-
fers in Chile the Gini only improves 1.4 percentage points (or 3 percent; Solt,
2014), while in Finland the Gini improves by 20 percentage points (or by 
43 percent – i.e., 14 times more)? So, let’s also concentrate on individuals and
societies’ ultimate freedom of choice and responsibility in this. If we have 
the income distribution that we observe in Latin America, and the levels of 
poverty we still have (despite often high middle-income levels), as Stiglitz has
stressed (see epigraph), it’s (basically) our choice.48 And, as Sartre kept remind-
ing us, we are our choices, (see also epigraph); that is, nothing seems to define
us better than our choices – and none more so than the income distribution 
we (collectively) choose to have (and often justify).

This idea (rather a worldview) is also emphasised by Simone de Beauvoir: “Life
is nothing but a relation to the world, and the individual defines himself by
making his own choices through the world about him.” (1972; emphasis added).

Among the many issues at stake in the increasing-inequality trend found in
the left-hand part of Figure 2.13 the one I want to highlight here is the already 
mentioned phenomenon that although the bottom 40 percent of the popula-
tion has very different capacities across the world to appropriate the value of 
their marginal productivity, in Latin America, Sub-Saharan Africa and Southern
Africa they seem to have almost none.49 As the middle and upper-middle usu-
ally can keep their half, the top 10 percent tries to appropriate all the increase
in the other half of national income.50 In Southern Africa, in turn, the top
10 percent can also squeeze the middle.

And the well-rehearsed argument that all that is needed to deal with these
huge inequalities is yet more of the same neoliberal reforms sounds increasingly 
hollow.
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2.6.3 On multiple stable equilibria. Why the note in our 
notice-boards should remind us that “it’s all about the share of the
rich – and what they do with it”

Income polarisation between the tails in Latin America and Southern Africa – 
no matter how extreme – only tells us half of the story. The other half is that 
(despite the huge share of national income appropriated by the top earners,
abundant finance, fairly well-defined and enforced property rights, and ‘pro-
market’ reforms) every time private investment in Latin America or South Africa 
manages to rise much above 15 percent of GDP, the capitalist elite starts expe-
riencing feelings of vertigo.51 The key point is that huge inequality and medio-
cre growth are likely to be closely connected in the most unequal countries
accounted for by the dummy on the left-hand side of Figure 2.13. From this per-
spective, the most striking difference between these countries and fast- growing 
Asia is found in their contrasting relationships between private investment and 
income distribution, for which Figure 2.14 shows two different steady states.

It is often acknowledged that the only historical legitimacy of capitalism – 
that is, the legitimacy of a small elite to appropriate such a large proportion of 
the social product – rests on its capacity to use it productively (that is, its  y capacity
to develop society’s productive forces). And it can only do so by reinvesting – out y
of competitive market’s ‘compulsions’ rather than Samaritan tendencies – most 
of that huge share.52 So no other statistic seems to reflect so neatly the difference 
between Latin America’s ‘subprime’ capitalism and fast-growing Asia’s capital-
ism – one that has a remarkable capacity for productivity growth, despite all its
many problems, financial fragilities and contradictions. While in Latin America
the ratio of private investment vis-à-vis the income share of the top 10 percent
tends to hover around one-third, in most of Asia it has a value of at least double 
that (as seen, for example, in Thailand), or even higher (with Korea’s ratio close
to 1). In turn, as Figure 2.14 indicates for the US, no other statistic seems to 
reflect so neatly the process of “reverse catching-up” being currently followed
(at different speed) by many advanced countries. However, this should not be
confused with “reverse evolution”: it is proper evolution, but one in which some
of the disagreeable ghosts of the past have re-emerged triumphantly, but now
resembling features that characterise current unequal middle-income countries.

Many emerging economies in Asia, instead, would be the equivalent today
to what Keynes saw happening in continental Europe, especially Germany,
between about 1870 and World War I – i.e., during the ‘Third Technological 
Revolution’, or third great surge of industrialisation, that of the ‘Age of Steel,
Electricity and Heavy Engineering’ (Pérez, 2004), when the US and Germany
overtook Britain:

Europe was so organised socially and economically as to secure the maxi-
mum accumulation of capital. […] The new rich of the nineteenth century 
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were not brought up to large expenditures, and preferred the power which
investment gave them to the pleasures of immediate consumption. [...] 
Herein lay, in fact, the main justification of the capitalist system. If the rich 
had spent their new wealth on their own enjoyments, the world would 
long ago have found such a régime intolerable. [...] Thus this remarkable
system depended for its growth on a double bluff or deception. On the one
hand the labouring classes [...] were compelled [...] into accepting, a situa-
tion in which they could call their own very little of the cake that they and 
nature and the capitalists were co-operating to produce. And on the other 
hand the capitalist classes were allowed to call the best part of the cake 
theirs and were theoretically free to consume it, on the tacit underlying
condition that they consumed very little of it in practice. (Keynes, 1919)

Not much danger of finding these progressive tendencies in the capitalist elites
of Latin America – where instead of the power given by productive investment, 

Figure 2.14 Private Investment as a percentage of the income share of the top decile,
c.2010
Notes:
• LA=Latin America (a=Argentina; b=Brazil; cl=Chile; c=Colombia; cr=Costa Rica; d=Dominican

Republic; e=Ecuador; mx=Mexico; p=Paraguay; pe=Peru; s=El Salvador; u=Uruguay; and
ve=Venezuela); n-1=first tier NICs (k=Korea; and sg=Singapore); n-2=second-tier NICs (m=Malaysia 
and th=Thailand); n-3=third-tier NICs (cn=China; in=India; and v=Vietnam); US=United States (in 
1980 and in 2010); P=Philippines; and z=South Africa. 

•  Sources: for the share of the top 10% as in Appendix (except for the US, which is Alvaredo, Atkinson,
Piketty and Saez, 2014 – this different source complicates the comparison of the US ratio with that of 
other countries in the graph). And for private investment data, the IMF-WEO databank (IMF, 2015).
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the ‘discreet charm of these bourgeoisies’ comes from the power emanating
from the despotism of finance and the rent-seeking practices of oligopolistic
capital, leading to the pleasures of immediate consumption, little market dis-
cipline and the easy pickings of financial speculation; and all this helped by
the appropriation of rents from natural resources, and so on. Nor much chance
to find these days those progressive tendencies mentioned by Keynes in their
re-emerging close relatives in the US and some of Europe either. In turn, Figure 
2.14 also indicates that in South Africa – in so many respects, Latin America’s
honorary middle-income country in Africa – and in The Philippines (the hon-
orary one in Asia), a similar low ratio for private investment as a proportion 
of the income share of the top decile indicates that their capitalist elites are
similar to their Latin American counterparts – especially in their preference for 
having their (rather large) cake and eating it.

In other words, Figure 2.14 indicates a great example of multiple stable
equilibria. That of Asia (especially East Asia), where highly profitable oppor-
tunities are usually opened up by their almost uncanny predisposition 
towards the reality principle − with its insistence on high investment rates, 
market discipline, its remarkable technological absorption capabilities, and 
its strong macro-policy stands. And that of Latin America, where the gravy 
trains of easy opportunities tend to be opened up not by our predisposi-
tion to the reality principle, but rather by our innate tendency towards the 
pleasure principle. With the latter so easily satisfied by an endless supply of 
low-hanging fruits such as effortless asset bubbles, highly profitable market
failures, vast rents from natural resources, timid institutions, an obliging
macro, a considerate progressive intelligentsia (with a disturbingly high
tolerance for inequality), and an instinctive aversion to competition or any
other form of market compulsion. Who needs sticks when political elites 
are so efficient at solving the collective action problem of how to share the 
carrots!

And one of the many reasons why the sub-optimal equilibrium found in
middle-income Latin America shown by Figure 2.14 is fairly stable − and
profitable − for the elite, as explained so eloquently by Churchill many years
ago, is that low wages (and the resulting inequality) is the best possible subsidy
for inefficient producers:

It is a national evil that any class of Her Majesty’s subjects should receive less
than a living wage in return for their utmost exertions… Where you have
what we call sweated trades, you have no organisation, no parity of bargain-
ing, the good employer is undercut by the bad and the bad by the worst. …
Where these conditions prevail you have not a condition of progress, but a
condition of progressive degeneration. (Hansard HC, vol 155, col 1888; 24 
April 1906).



José Gabriel Palma  67

In other words, inequality is not only a critical choice, but one that matters
for more reasons than one – not least because of the likelihood that inequality
is as much a twin of inefficiency as the law of gravity is of the apple. From this 
perspective, the $64,000 question for Latin America and South Africa is how
to get from their suboptimal but fairly stable equilibrium to the more dynamic
one found in Asia. The only thing that is patently clear is that the invisible
hand of unfettered market forces is unlikely to do the trick.

Finally, although Latin America’s (and South Africa’s) capitalist elites seem to 
have now this unique preference for accumulation via ‘mobile’ assets (rather
than via a more challenging scenario of ‘fixed’ capital formation), on the posi-
tive side easy access to mobile assets has at least helped them to become more
democratic, as mobile assets provides them with an easier ‘exit’ option (see
especially Boix, 2003).

2.7 Why is inequality becoming so extreme in an increasing 
number of high-income countries?

2.7.1 Piketty’s explanation for increased inequality among 
advanced countries

It is unfortunate that Piketty – an author who has made some of the most 
important empirical contributions to our knowledge of the income and wealth
shares of the rich – seems to be leading the debate over increased inequality 
in most OECD countries since the fall of the Berlin Wall in the wrong analyti-
cal direction. This is so because in his book he gives too much emphasis in 
his analysis to the neoclassical theory of factor shares (see Piketty’s otherwise 
brilliant book, 2014). And by doing so, most of the analytical debate on the
forces leading to increase inequality that followed the publication of his book 
has got stuck there. This theory is still based in the (by now pretty much
obsolete) 1950s’ Solow–Swan analyses, which (as most of the related growth
theory) not only assumed properly competitive markets (in danger of extinc-
tion these days), but also that the growth rates of some inputs (such as labour
and knowledge), and the portion of production going to others (such as saving
and investment) insist on being constant and exogenous − in a ‘magical realist’
world where prices are always ‘right’, there are no market failures, and every-
body is paid the value of their marginal productivities (including the rich and
the poor); where there are constant returns to scale, and diminishing returns
rule; a world in which an autonomous permanent increase in the saving and
investment rates produce only a temporary increase in the growth rate of out-
put per worker, and where the only reason why financial markets exist is to fuel
the real economy… The rate of depreciation is also constant (i.e., not subject to
shocks such as the emergence of new technological paradigms). Furthermore,
there is no government, increasing returns, unemployment, spare capacities,
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diversity of goods, natural resources or institutions (or Latin American-style
oligarchies).

Furthermore, the world that this theory tried to disentangle was rather dif-
ferent than the current one because profits were then made almost entirely
in the real economy, and financial markets then had levels of liquidity which 
were able to handle without the need to accumulate more risks than was
privately, let alone socially, efficient. This was basically the outcome of effec-
tive financial regulation and tough capital controls – that is, the Solow–Swan
world was clearly a pre-‘financialisation’ one.53 And it was one in which there 
was also highly progressive taxation. There was also a close symmetry between
total corporate capitalisation (equities and bonds) and the replacement cost of 
tangible assets; in fact, the ratio of these two statistics, representing one version
of the Tobin’s ‘Q’, hovered around 1 – as opposed to the pre-2008 financial
crisis levels well above 2 (see Bichler and Nitzan, 2009; see also Palma, 2009). 
This type of growth theory also had in mind economies that were dealing
with the ‘maturity’ stage of a specific surge of industrialisation, that related
to automobiles, oil, and mass production – and not economies struggling to
adapt to a remarkable new technological revolution, and to a rapidly changing
international order.54

In this 1950s-type neoclassical theory what mattered most for the distribu-
tion of income was the link between the capital intensity of production and the
share of profits in total output; in this model (whose ‘best before date’ is well
gone) the nature of this link depended on the elasticity of substitution between
capital and labor. In this scenario, when this elasticity is greater than unity, an
increase in the capital-output ratio leads to an increase in the share of profits in 
national income. As Piketty is trapped by this type of logic, the only way he can
explain the increased share of wealth-owners in national income is by assum-
ing both a process of vibrant accumulation of capital, and high levels of substi-
tution between capital and labour. In other words − and against considerable
evidence to the contrary − for Piketty we are supposed to be living in a world
in which increasing inequality is due to too much real investment and high 
elasticities of substitution. That is, by choosing to work within this framework,
Piketty can only square the neo-classical circle by resorting to questionable 
assumptions.55 Not only his elasticity of substitution makes no sense in the real
world, but also all the evidence indicates that the opposite is the case regard-
ing his assumption on investment. In the US, for example, non-residential
private investment during the last decade reached just 12.2 percent of GDP on
average (12.5 percent since 1990, and 12.8 percent since 1980). Rather than 
‘over’, this is what I would call ‘under’-accumulation.56 Basically, in the US and 
Europe there has been too little real (non-residential) investment and too much
financial gains from the above mentioned factors since the neo-liberal reforms, 
which more often than not have resulted from the ever greater bargaining
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power of rentier-capital – following the surprisingly successful post-Reagan and 
Thatcher and post-Berlin Wall process of re-legitimisation of capital. And all
this not only has had a massive impact on the volume (and concentration) of 
wealth, but also has had negative impacts on the real economy – as most of the
above distortions tend to create negative productivity shocks.

And as profits are so strong and real investment so remarkably weak, the
sectoral balance of the corporate sector has bizarrely become positive in the
US, Europe (except for France) and Japan (where it has reached 8 percent of 
GDP). So any type of mergers and acquisitions, share buybacks, executive pay, 
bonuses, political contributions, and corporate-sponsored retirement plans (in
the US, retirement assets of just 100 CEOs add up to as much as the entire retire-
ment account savings of more than 116 million people at the bottom of the pay 
scale) can now be easily financed. Furthermore, the combination of low levels of 
corporate investment and rising corporate net saving is one of the main factors
driving the growing mismatch in financial markets between abundant liquidity 
and a relative shortage of solid financial assets − making the ease of performing 
a transaction in a hollow security or instrument the trademark of the current 
process of “financialisation”. Wishful thinking has become delusional. 

In the above mentioned interview Piketty argues that although he does not
believe in the neoclassical model, he thinks “[…] it is a language that is impor-
tant to use in order to respond to those who believe that if the world worked
that way everything would be fine.”57 I understand that, but why did he not 
then move on in his analysis to a more enlightening analytical scenario after
doing that? The point is that if the 1950s neoclassical model (and most of its 
sequels) do not offer us much help in understanding the relatively recent huge
increase in inequality in many OECD economies, especially in the US, why
stick to it after having had his engagement with the mainstream? If one wants
to explain the dynamics of the universe, what would be served by sticking to
a Ptolemaic model after having shown that it is a wrong worldview, and it is 
based on false assumptions?58

For many OECD countries since Reagan and Thatcher, the key stylised fact
in this respect has been the contrasting dynamics of wealth and productive 
capital, as a significant proportion of the rapid increase in wealth since then
has been of the non-productive nature. That is, wealth owners have been 
getting richer and richer not by doing something socially useful, but by suc-
ceeding in developing more effective forms of rent extraction. They not only
have managed to increase greatly their market power, but have also increased 
their ability to exploit that market power (including via extensive abuse of 
corporate power and systematic abuse of consumers).59 The increased share of 
the financial sector in GDP, together with pervasive financial mischief (like 
the mis-selling of financial products and money laundering), and outright 
fraud (especially due to the incentives provided by the new “too big to jail” 
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phenomenon) are also important parts of this story.60 The transfer of under-
priced assets from the public to the private sector, and that of huge liabilities
the other way round after each financial crisis, has also increased private
wealth massively – but not necessarily productive capital. At the same time, by
succeeding in getting new forms of regressive taxation, and by governments 
turning a blind eye to ever greater (and often more imaginative) degrees of 
tax evasion and avoidance (as someone famously said: “We don’t pay taxes;
only the little people do”), those at the top have managed to capitalise a
much larger share of their incomes than during the more enlightened post-
FDR Keynesian period – leading also to the creation of more dynastic wealth. 
And as Tony Atkinson has put it, “inequality of outcome in one generation 
leads to inequality of opportunity in the next” (Atkinson, 1998; quoted in 
Segal, 2014). As discussed above, the top 1 percent has also improved signifi-
cantly their ability to exploit the poor and the human capital of others (for
example, flexible labor markets with precarious jobs and ‘modern’ practices
such as widespread subcontracting and ‘zero-hours contracts’, in which there
is no obligation for employers to offer work). Financial liberalisation has also 
played a crucial role in the colossal accumulation of non-productive capital in
the countries studied by Piketty, not least because (as Stiglitz has explained) 
“Globalization opened up opportunities to find new people to exploit their 
ignorance. And we found them”.61 And so on.

Furthermore, due to the constraints of the neoclassical model, in his analysis
Piketty cannot allow properly for other aspects of financialisation and for the
role of asset bubbles (including tax-free capital gains from housing), which
have also helped to develop a disproportionate increase in the market value 
of certain assets in the last three decades. This type of analytical model can-
not account either for the rising inequality of labor earnings due to exploding
top managerial compensation, as only a few neoclassical ideologues can still
believe that this has happened because these rocketing earnings truly repre-
sent equally rising senior executives’ value of marginal productivities. Perhaps
increased bargaining power is more relevant. Nor can this model incorporate
convincingly the inequalising effect of the growing number free-lunches and
political rents that wealth holders get from obliging governments.62

The debate that followed Piketty’s book has also overemphasised the role of 
wealth destruction during World War II on falling inequality, as Piketty’s own
data show that in the US there was a similar decline in inequality to that of 
Europe despite the fact that the first and only air attack by Japanese planes on
the US mainland during the war took place when they dropped incendiary
bombs on an Oregon state forest in 1942. Finally, by now Piketty also agrees 
that he gave too much emphasis to what he called in his book “the funda-
mental structural contradiction of capitalism”, or “the fundamental force for 
divergence”: the by now legendary “r>g”.63



José Gabriel Palma  71

Figure 2.15 US: Income share of the top 10 percent and value of the stock of financial 
assets as % of GDP, 1947–2007
Notes:
• fin assets =value of financial assets as percentage of GDP; and top 10%= income share of the top 

10% (includes realised capital gains). 3-year moving averages. 
•  Sources: Alvaredo et al. (2014), and US Federal Reserve (2014).
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There are several key questions that now need to be addressed properly in
the post-Piketty’s book era, such as whether capital–output ratios and shares
of wealth in national income can continue to diverge for ever? Also, can rents
really make up an ever-increasing share of what in national accounts is still
called profits? Or can the gap between the return to financial and physical
capital, or that between productivity-growth and wages, continue to increase
for ever? Can the gap for the “r” for the rich (who can invest more in informa-
tion, who have better access to financial markets and political rents, and who
can mitigate better the agency costs of their investment), and the “r” for the 
rest (who are mostly life-cycle savers for retirement) grow for ever? Or can the
resulting gap between the average “r” and the marginal “r” also continue to
grow and grow? Can the return to the wealth of the rich continue to remain
exorbitantly high in the face of the enormous and continuous increase of 
financial wealth? That is, for how long will this neo-liberal ideology be able to 
continue being ‘the art of helping the rich make huge amounts of money by 
playing the rest of us for suckers’?

Figures 2.15 and 2.16 illustrate just two of these issues in the build-up of the
2008 financial crisis: rapidly rising inequality seems to have had a crucial role



72  Inequality and Growth: Patterns and Policy

both in the meteoric rise of the value of financial assets, and in the related
post-1980 increased decoupling between the real and financial worlds, one that
has led to weak investment performance. First, Figure 2.15 shows a remarkable 
cointegration (also confirmed by the appropriate tests) between the stunning
rise of the value of financial assets, and the increase of inequality.

The huge increase in inequality has concentrated income at the top to such
an extent that it has become one of the major contributors to the increased
liquidity in the US financial markets (a factor far more important in the lead up
to the current global financial crisis than the famous Asian ‘savings glut’). This
increased liquidity has transformed financial markets into fundamentally frag-
ile institutions, which are totally unable to self-correct.64 Therefore, the current 
global financial crisis may have many roots, but (as discussed in more detail
in Palma, 2009 and 2012) one crucial one relates to rapidly rising inequality. 
Figure 2.16 shows the related post-1980 increased decoupling between the real
and financial worlds.

During the period of so-called “financial repression” that followed the 
Bretton Woods agreement in 1944 – one in which there was a deliberate

Figure 2.16 US: stock of financial assets and non-residential private investment as % of 
GDP, 1947–2007
Notes:
• fin assets=stock of financial assets (all sectors); and priv inv=non-residential private  investment 

(excludes inventories). Both series are expressed as percentage of GDP. 3-year moving averages.
• Sources: US Department of Commerce (2015), and US Federal Reserve (2014).
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attempt to create an economic environment that would help generate strong
linkages between financial and productive capital – total financial assets 
remained relatively stable as a share of GDP for about three decades, while non-
residential (and overall) private investment experienced some acceleration (for 
non-residential one the two extreme points in the cycle were 9.8 percent of 
GDP in 1951 and 14.2 perecent in 1979 and 1980). The subsequent period of 
“financial liberalisation,” a period of huge asset inflation, led to a more unsta-
ble rate of investment, with an average of 12.8 percent from 1980 to 2014 – 13
percent from 1980 to 2007). During this period the value of financial assets
not only decoupled from the real economy, but the abundance of finance 
and the associated asset-price-led ‘irrational exuberance’, instead of having a
positive pulling effect on private investment, seems to have had instead the 
effect of ‘friendly fire’ (except for some recovery during the Clinton years).65

Therefore, there is little evidence here to support the McKinnon and Shaw-
type argument in favour of financial liberalisation – one of the founding ideas
of the Washington Consensus.

In sum, and as opposed to what Piketty suggests when working within the
framework of his neo-classical model, there is little evidence that increased lev-
els of inequality since 1980 have been the outcome of too many Schumpeterian
entrepreneurs raising the share of profits by investing an increasing share of 
GDP in real capital formation, in a world in which flexible firms use tech-
nologies that can easily substitute capital for labor (reacting to changes in the
relative productivity or the relative cost of the two factors). Instead, increased
inequality in high-income countries during this period (both in income and
wealth) seems to have been mostly the result of the artificial creation of an eco-
nomic and political environment in which (paraphrasing Oscar Wilde) anyone 
who wanted to become rich by doing something socially useful simply lacked
imagination.

2.7.2 Some elements of an alternative narrative regarding 
why inequality is becoming so extreme

As mentioned above, and as the data coming out of “The World Top Incomes
Database” indicates, these days it is the highly-unequal middle-income coun-
try that seems to be showing the more advanced ones the shape of things 
to come. Borrowing again the language of Darwinian evolution, in what
could be one of the supreme political ironies of all time, the Latin American 
oligarchies − the “living fossils” – may after all end up having the last (evo-
lutionary) laugh, as several of their lost relatives, like that of the US, may be
experiencing what in palaeontology is called a “Lazarus taxon”: an organism
that, having disappeared from the fossil record, inexplicably reappears some-
time later. In the case of the US, for example, although it is true that rather
than plantations now we have speculative finance, the present bears more 
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than a passing resemblance to what might have happened in the US had the
South won the Civil War... However, as mentioned above, this should not be
confused with “reverse-evolution”: it is proper evolution, but one in which 
some of the unpleasant ghosts of the past have re-emerged jubilantly, but (as
the world has certainly moved on) resembling now some features that charac-
terise current unequal middle-income countries. In other words, I believe that 
analytically it is more fruitful to think about the increasing concentration of 
wealth an income in developed countries in terms of “reverse catching-up”
with high middle-income countries of the Latin-type, rather than with a
return to their pre-1914 existence.

The remarkable redistributive success of the top 1 percent tends to confirm
the hypothesis that there is a huge contrast between the sophistication of neo-
liberalism as a technology of power – maybe the most effective one ever – and
the lack of sophistication of neoliberal economic policies (Palma, 2009). Perhaps
this ideology is just shorthand for ‘the art of getting away with such remarkably
asymmetric distributional outcomes within democracies’. Or (as discussed in
detail in Palma, 2009, and already suggested above), in the language of game
theory a technology of power capable of transforming a particularly asymmetric 
set of distributive strategic choices, and the corresponding payoffs, into a Nash
equilibrium built around the ‘pure’ strategy of the elite. And in part this was
achieved by convincing the majority that there is no point in trying to challenge 
this Nash equilibrium while the all-too-powerful top income players keep their
strategy unchanged. As a result, there has been a huge increase in the ‘tolerance
for inequality’. This is particularly true in Latin America, where neoliberalism is
now capable of achieving extreme forms of inequality by means other than the
more crude ‘old-fashioned’ forms of social conflict resolution.

The key point here is that the elite in many middle- and high-income
countries is now able to achieve this Nash equilibrium by far more imagina-
tive forms of ideological conviction. So much so that one could argue that in
many countries it has got to the point where it is no longer really necessary 
to threaten the majority credibly with the idea that they have too much to
lose and little chance of winning by challenging the top player’s strategy. By
ideologically convincing them that neoliberalism is the only workable game in
town (or, in Mrs Thatcher’s terms, that ‘there is no alternative’ – TINA), the elite
can now get away with such remarkably asymmetric distributional outcomes
mostly through a spontaneous consensus type of hegemony (in the Gramscian y
sense): a hegemony that is able to deliver such an unequal distribution of 
income through non-openly violent means. As a result, in Latin America mili-
tary regimes – the traditional hedge against a progressive distributional challenge
by the majority – has become obsolete! (At least for the time being...).

As it happened, in many developing countries the new process of legitimisa-
tion of capital has become so remarkably successful, and the new technologies
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of power so surprisingly effective, that neoliberalism has been able to turn the
tables on progressive forces and has become (‘low-intensity’) liberal-democracy’s
best friend.

The main issue here is that there is a big difference between the great majority 
in many middle- and high-income countries entering into such an unfavour-d
able Nash equilibrium because they are faced with overwhelming odds against
the likelihood of succeeding in challenging the ‘pure’ distributional strategy of 
the elite, and what is happening now when the majority seems to have entered 
into this Nash equilibrium mostly out of ideological conviction. Mrs Thatcher
was certainly right when she once branded ‘New Labour’ as “my finest crea-
tion.” If this is the case, the distributional game has probably ceased to be one
of ‘chicken’ (or ‘hawk-dove’) – at least for the time being. In fact, all evidence
suggests that (except for some spontaneous outbursts, such as those of students’
demonstrations in Brazil and Chile) the great majority in many countries is now
ideologically prepared to put up with such an unequal distributive outcome as if 
it was simply their lot in life. A much heightened degree of all sorts of economic
uncertainties for them has undoubtedly helped in this endeavour...

Indeed, it could be argued that this component of the current ideology – its 
ingrained belief that ‘there is no alternative’ – synthesises the fundamental 
success of the ‘Anglo-Iberian’ neoliberal discourse. In terms of its distributive
angle, the post-1980 new attitude towards inequality was also best summarised
by Margaret Thatcher: “It is our job to glory in inequality and to see that talents 
and abilities are given vent and expression for the benefit of us all” (quoted in 
Wade, 2014). Or, as Robert Lucas stated it, “of the tendencies that are harm-
ful to sound economics, the most seductive and […] poisonous is to focus on 
questions of distribution”. The same for Martin Feldstein: “[those who oppose
increases in income at the top are] spiteful egalitarians” (ibid.).

This discourse resembles an argument put forward long ago by Callicles, a 
character in Plato’s Gorgias (dialogue): ‘it is natural and just for the strong to 
dominate the weak, and [… ] it is unfair for the weak to resist such oppression
by establishing laws to limit the power of the strong’. In Callicles’ opinion (as
in the neoliberal critique of what was going on pre-1980), ‘the stronger, more 
aggressive and domineering by nature, has been defanged and domesticated by
the legal institutions of the weak demos’.66

One key issue here is that despite delusional fantasies of the ‘top’ 1 percent, 
the ‘strong’ are not so by nature but by ‘environment’. This is the core insight
of the Darwinian idea that a subset of members of a population may come to 
flourish relative to other members simply because they possess a feature, which 
others do not, that renders them relatively suited to some local environment.
The question of the intrinsic worth of those who flourish most is not relevant
to this story.67 The essence of neoliberalism is it deliberate attempt to create
an artificial economic environment that is most suited to those features that
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capital has (especially financial capital) and others do not: in the jungle, capi-
tal is king! And extremely mobile. For having achieved this most unlikely of 
Nash equilibria in democracies by a spontaneous consensus type of hegemony,
the Latin American elite – and those of other countries where lost relatives are 
re-emerging – surely deserves an entry in the Guinness Book of Political Records.

And as soon as the 1 percent succeeded in convincing the majority of 
its ‘unfettered-markets supremacy-cum-trickledown’ distributional discourse,
there could be only one outcome – as in ‘free’ markets (those with only ‘self-
regulation’, little market discipline due to lack of competition, mounting bar-
gaining power of capital, multiple artificially-created political and economic
rents, lavish finance, and ‘sterilised’ governments) there can only be one dis-
tributional winner. In turn, gains from multiple asset bubbles and easy access 
to an almost unlimited amount of credit may have helped confirm the ‘trickle-
down potentials to the middle’ part of the story – and help explain the relative 
stability of the ‘50–50 rule’ – and why it has facilitated enough popular support
from the middle and upper-middle for the ‘unfettered-markets supremacy-
cum-trickledown’ discourse.68 However, although this stable ’50–50’ share may 
help to explain the ‘popularity’ of neoliberalism among these groups, one
should not underestimate other elements of the neoliberal discourse that are 
also particularly appealing to middle and upper-middle – such as the promo-
tion of ‘order’ based on freedom, individual initiative, the strong enforcement
of property rights, ‘sound’ macroeconomics, fighting paternalism vis-à-vis the 
poor, and so on.

These insights that emerge from an approach expressly centred (among 
other factors, of course) on four of the issues discussed: (i) the creation of an
economic, political and legal environment that artificially favors capital (espe-
cially the non-productive one); (ii) the relatively stable share of income of the
middle and upper-middle, and the financial gains that these groups can get 
via asset bubbles and easy-access-to-credit (the ‘trickledown’ part of the story
for them); (iii) that high inequality in some middle-income countries, such as
those in Latin America, is not about the poor having low incomes due to the
low value of their marginal productivities, but about them having little or no
property rights over their human capital, efforts and creativity (i.e., about their
little capacity to claim the value of their marginal productivity); and (iv) the 
so far convincing ‘there is no alternative’ part of the neoliberal distributional
discourse, which (among other things) helps the elite to get away with such a 
remarkably asymmetric distributional outcome through a spontaneous consensus
type of hegemony – and helps neoliberalism to become the most effective tech-y
nology of power ever —, are probably more productive workable hypotheses to
explain the huge levels of inequality found in some middle-income countries,
and the increasing levels of inequality found in some OECD countries since
1980, than the neoclassical theory of factor shares.
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In sum, Piketty’s neo-classical approach is not just inadequate when it comes
to the analysis of rising inequality since Reagan and Thatcher because it does
not ‘fit the facts’ (evidence indicates that his assumptions on capital-output
rations and elasticities of substitution are simply wrong), but also because
complex (and over-determined) systems (such as the distribution of income)
are not just the simple sum of their parts. Therefore, an account of them can-
not be reduced to the (algebraic or otherwise) description of their individual
constituents. That famous dictum “long story short, we hear a story too good
to be true – it ain’t”, it also applies to economic theory!

Conclusions

Building on my 2011 paper, I have analysed issues such as the contrasting nature 
of the centripetal and centrifugal forces at work in terms of income distribution 
(the latter at the tails, the former in the middle and upper-middle), as well as
those relating to wealth, and how only few oligarchies have so far got away with
the levels of inequality found in some middle-income countries. However, we
now seem to live in a changing world where increasingly a process of “reverse
catching-up” is taking place in some high-income countries. I have also dis-
cussed why Piketty’s 1950s neo-classical approach does not help us much to
understand current distribute affairs (and not just because it does not ‘fit the 
facts’), as well as outlined some elements of an alternative narrative regarding 
why inequality is becoming so extreme.

And given the remarkable homogeneity found in the shares of the mid-
dle and upper-middle, I have suggested the use of an alternative inequality
statistic – one that simply indicates the ratio of the income share of the 
top 10 percent over that of the bottom 40 percent. The obvious advantage 
of this inequality indicator is that it measures inequality where inequality 
exists; it is also simple, intuitive, transparent and particularly useful for policy
purposes – that is, especially helpful for policy targeting, as for anyone aiming
at lowering inequality the implications of this ratio are as crucial as they are 
straightforward. This is a very important point because, as Gramsci insisted,
more often than not battles of the kind of inequality are won or lost on the
field of ideology.

Taking a lead from Sartre’s ideas, one should always reject mechanical deter-
minisms and ‘external’ factors – characteristic of so many explanations of the 
increasing inequality found currently across many regions in the world – and
insist on individuals and societies’ ultimate freedom and responsibility: “I am
my choices” was his worldview. “I am my freedom” was the key passage in
one of his plays. It would be difficult to state more emphatically than this the 
dimensions of human freedom and individual (and collective) responsibility. 
For him, every act is a self-defining one – and probably none more than the
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distribution of income; and no act of this kind can truthfully be blamed pri-
marily on ‘external’ or ‘exogenous’ factors (see, for example, Sartre 1981).

From this point of view, for how long so many in mainstream economics – 
and neoliberals in general – are going to insist in their search for some sort of 
‘exogenous Holy Grail’ that explains (and possibly justifies) huge inequalities
in many parts of the world? They have tried lots of them, and with little suc-
cess. As Einstein once said, “Insanity is doing the same thing over and over
again and expecting different results.”

While explanations such as those found in neoclassical economics, struc-
turalism, Post-Keynesianism and path-dependency may help contribute to
the understanding of a really complex (and surely ‘over-determined’) whole, 
ultimately (as Stiglitz has stressed), “inequality is a choice”. However, it is
not always clear who can act upon that choice, what that choice is really
about, and what making that choice will really achieve. Also, as someone 
famously said in his analysis of events in France in 1848, people make their 
own history, but they do not make it as they please; they do not make it 
under circumstances they themselves have chosen, but under given and
inherited circumstances with which they are directly confronted. Yet, the
norm is that usually there are many more degrees of freedom than is gener-
ally acknowledged. For example, there can be little doubt that ‘choice’ – and
‘taking responsibility for the outcomes of one’s actions’, as opposed to blam-
ing exogenous factors, has something to do with the fact that Croatia has
a median wage that is twice as large as Chile’s, even though both countries 
have the same GDP pc…

You’ve really got to hand it to the Latin American capitalist elite. Pre-1980 
they convinced the progressive forces of the region (including important sec-
tors of the left) that there was nothing more ‘anti-imperialist’ than to provide
them with vast rents via ISI; and that these huge rents, as opposed to what was
happening in East Asia at the time, should be given to them without any form
of performance-related conditionality. And now, with the help of a narcissistic
ideology, their process of legitimisation has been so successful, and their new
technologies of power so sophisticated that they have again convinced the
majority (including most of the left) not only of “TINA” (“there is no alter-
native”), but that they actually deserve every privilege and reward, and any 
rent (including those of natural resources, of course) that they can extract.

So, we need to understand what makes us take particular choices when
confronted with specific inherited circumstances. What helps form collective
beliefs? How do spontaneous consensus types of hegemonies emerge? And how
can they be changed?

The same issues, but from the narrower perspective of the recurrent debate
between ‘structure vs. agency’, as far as income distribution is concerned I am 
clearly on the side of agency – although strongly emphasising that this agency
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may well fail if it fails to understand structure (and therefore fails to adopt the 
right political and economic strategy to fight for change). The huge diversity of 
distributional outcomes across the world seems to support this view.

Pope Francis, in his surprisingly politically candid address to new Vatican 
ambassadors in May 2013, seems to support the view that democracies today
resemble the government of the 1 percent, for the 1 percent, and by the 1 percent
for self-constructed reasons:

While the income of a minority is increasing exponentially, that of the
majority is crumbling. This imbalance results from ideologies which uphold
the absolute autonomy of markets and financial speculation, and thus deny
the right of control to States, which are themselves charged with  providing
for the common good. A new, invisible and at times virtual, tyranny is 
established, one which unilaterally and irremediably imposes its own laws
and rules. (http://w2.vatican.va/content/francesco/en/speeches/2013/may/
documents/papa-francesco_20130516_nuovi-ambasciatori.html)

Tyranny indeed! 
However, one should not underestimate (of course) the many obstacles

facing the assemblage of the necessary social constituencies for a progressive
distributive agency in middle-income countries (or in high-income ones), as 
history teaches us that these struggles have only succeeded when supported
by a broad-base constituency − given the fierce opposition that they are bound
to encounter from the ‘usual suspects’. This is particularly true regarding the
obstacles ahead in Latin America for this region to be able to go further in its
current (rather timid) attempts to reduce inequality, given the remarkable sta-
bility of the sub-optimal and highly unequal distributional Nash equilibrium
found there today – a good example of a Nash Equilibrium that is not ‘Pareto
Optimal’, as all players’ payoffs could well be increased from perspectives such
as that of efficiency wages.

So far, telling stories about the middle (à la Washington Consensus) has
proved to be mostly a distraction, although a rather effective one – brilliant 
storytelling has been the key to the success of the neoliberal ideology, because 
as one group of Native Americans used to say, “those who are good at storytell-
ing will dominate the world”.

And the fact that democracies get to be more and more something resem-
bling the government of the 1 percent, for the 1 percent, and by the 1 percent 
(Stiglitz, 2011 and 2012) – and as the type of 1 percent found in the advanced
countries after FDR and World War II, especially in the Nordic countries is a
species in serious danger of extinction (if not already extinct), and as this type 
of 1 percent has never existed (and is highly unlikely to emerge now) in highly 
unequal middle-income countries – the choices of an ever more weird minority, 
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able to impose their will in the distributional struggle by ideology, (financial)
force, the help of sterilised governments and heightened uncertainties for the
rest seem increasingly to be what really counts. And part of their success in
being able to impose their own brand of choices on society rests on their con-
tinuous success in convincing (otherwise) ‘progressive’ forces that under the
current domestic and international constraints, the assemblage of the necessary 
social constituencies for progressive agendas is off the political map.

As is often the case, Warren Buffett explains all this beautifully and suc-
cinctly: “There’s class warfare, all right, but it’s my class, the rich class, that’s
making war, and we’re winning.” But what he did not explain is what Keynes 
(following a long tradition) tried to elucidate: when this happens, capitalism
can easily become lacklustre – even self-destructive if financial markets are
flooded with liquidity and allowed to run amok. Furthermore, in some impor-
tant aspects this has led also to a process of “reverse catching-up” towards some 
unfortunate features of highly unequal middle-income countries. So much so
that today it is not unreasonable to ask whether the highly-unequal middle-
income countries are the ones trying to move from what North has called their
“Limited Access Order,” to the more enlightened ‘open access’ one (supposedly
still in existence) in developed countries, or are we moving towards a world in
which an increasing number of features of the “limited” one are becoming the 
rule − including for the industrialised countries?69

And in terms of ‘choice’, in the same way that more often than not “every
nation gets the government it deserves” the same relates to income distribu-
tion. In turn – as Solt’s database shows – the same could also be said for fiscal
policy, one of the key instruments for dealing with inequality. From this point 
of view, Schumpeter’s assertion, “The fiscal history of a people is above all an
essential part of its general history” (1918), could not be more accurate today, 
as the contrast between Finland and Chile above indicates (while in the former
the Gini improves by 43 percent after taxes and transfers, in the latter it only
does so by 3 percent). Hence, today it would be more accurate to say, “The fiscal
and distributive histories of a people are above all essential parts of its general 
history”.

Appendix: Sample

In this paper, in order to construct my sample I use the following sources:
  i. OECD (2014) for high-income OECD countries, and other non-Latin American

countries for which this dataset provides information (Czech Republic, Estonia, 
Hong-Kong, Hungary, Israel, Poland, Russia, Singapore, Slovakia, Slovenia, South
Africa, and South Korea); 

  ii. SEDLAC (2014) for all Latin American countries;
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iii. Taiwan (2014) for Taiwan; and
iii. World Bank–WDI (2015; the WDI dataset) for the rest. In this source, I only

included countries with data after 2002 (as a result, Botswana, Trinidad and Tobago, 
Turkmenistan and Zimbabwe were excluded). I also excluded countries with a 
population of less than 1 million (Belize, Bhutan, Comoros, Djibouti, Fiji, Iceland, 
Luxembourg, Maldives, Montenegro, Saint Lucia, Sao Tome and Principe and 
Suriname).

 iv. For the historical analysis of the shares of D5–D9 and D7vD9 I also use the World
Bank-WYD database (Milanovic, 2002, and updates – the last available one refers
only to 2005).

Notes

 1. Also, Facultad de Administración y Economía, Universidad de Santiago. Tony
Atkinson, Stephanie Blankenburg, Ha-Joon Chang, Mariana Chudnovsky, Alex 
Cobham, Jonathan DiJohn, Jorge Fiori, Juliano Fiori, Samer Frangie, Jorge Friedman, 
Ester Gonzalez, Daniel Hahn, Geoff Harcourt, Emily Hogan, Pamela Jervis, Jorge 
Katz, Mushtaq Khan, Javier Núñez, Cristóbal Palma, Guillermo Paraje, Carlota 
Pérez, Ashwani Saith, Claudia Sanhueza, Paul Segal, Ignês Sodré, Andy Sumner, Bob
Sutcliffe, Lance Taylor and Robert Wade have made valuable contributions to my 
work in this area over the years. My late friends Jaime Crispi, Carlos Díaz-Alejandro, 
Andrew Glyn and Carlos Lopes also influenced my thinking on this subject. 
Participants at many conferences and seminars, and current and former PhD stu-
dents also made very helpful suggestions. The key ideas of this paper were developed 
while trying to deal with the grief of the sudden death of my life-long friend Gina 
Malengreau Fiori; I dedicate this paper to her. The usual caveats apply.

 2. See Cobham and Sumner (2013a and b); see also Fisher (2013, especially the brilliant
animation at the end of the article), Fisher (2014, map 7); and Green (2012). See also, 
Chang (2014). 

 3. However, as Robert Wade remarks, there is still a strange neglect of inequality in
actual public policy making (Wade, 2014; more on this below).

 4. On global inequality see Milanovic (2010 and 2013).
 5. When I analyse income distribution across countries from the perspective of their 

income per capita I do so simply as a mechanism to visualise the geometry of within-
country inequality across the world; i.e., it is just a cross-sectional description of 
cross-country differences in inequality, when categorised by income per capita.

 6. And when data are available, as in the case of Qatar, it is unlikely that household 
surveys include the fate of the relatively large numbers of South-Asian temporary
migrant workers in the construction industry, or of migrant domestic servants.

 7. For the Korea data, see The World Top Incomes Database (2015). A recent study on
Brazil shows a picture similar to that of Chile, with the top 1 percent able to appro-
priate nearly 29 percent of national income (when the estimate takes into account 
the whole population); see Medeiros et al. (2014).

 8. In the current one-sided scenario, where capital clearly has the total upper hand
(one in which the outcome of the distributional game resembles a ‘winner-takes-all’ 
scenario able to deliver a Nash equilibrium characterised by the ‘pure strategy’ of the
rich), a good deal of the civilisation brought to us by the vigorous economic, social
and political struggles since events such as the London Dock Strike of 1889, the 
Ford-T, the fear of contagion from the utopian ideals of the first ‘soviets’, the New
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Deal, the Marshall Plan, the British National Health Service and the Welfare State is 
fading away.

 9. So many people were shocked to learn in the last Oxfam report that the richest 1
percent now have more wealth than the rest of the world combined; and that the 
richest 62 people in the world now have as much wealth as the poorest half of the 
global population (Oxfam, 2015; and Oxfam, 2016). But Latin-American readers 
of the report would think instead “tell me something new”. In Chile, for example, 
according to a recent study, four family-groups (including that of a former President)
control 47 percent of the assets traded in the Chilean Stock Exchange; see http://
www.emol.com/noticias/economia/detalle/detallenoticias.asp?idnoticia=430194.
According to the Forbes Wealth Report (see Forbes, 2014), in relative terms, no other
main region in the world has created in the last ten years so many millionaires of all 
types as Latin America (i.e., individuals with US$ 30 million or more in terms of net 
assets, excluding their principal residence; centa-millionaires – those with net assets 
of more than US$ 100 million; and billionaires). And there was no fastest surge at 
the top than in those countries of South America where either the ‘old’-left or the 
‘new’-one are in government, as in all three categories Venezuela, Brazil, Chile and
Argentina came top (in different order according to the category). Meanwhile, ‘right-
wing’ Mexico had an increase in these three categories which was only one-fourth 
to one-sixth those in the ‘old-left’ or ‘new-left’ countries – the Mexican capitalist 
élite seems to have been rather short-sighted when they opposed and (according to 
many reports) also helped steal a presidential election from the ‘new-left’ not once
but twice...

10. The only other countries with a low share for D5–D9 in the whole sample (say, one
below 47 percent), are Rwanda, Central African Republic, Guatemala, Honduras
and Chile – for the (somewhat surprising) low share in Chile, see Palma (2011
and 2014).

11. As a result, after 20 years of democracy and continuous ‘centre-left’ ANC rule, the 
top quintal gets no less than 75 percent of overall income! In this country the drop 
in income-shares below D9 is so sharp that D8 already gets less than half the share 
of D9. For an analysis of this remarkable phenomenon, see Appendix 3 of my 2011 
paper. Basically, although democracy has opened up opportunities for many non-
white new business people and professionals, the ‘black empowerment’ policy has 
mostly succeeded in bringing new entrants into the top 1 percent, and a particularly 
large number of new entrants into a much enlarged administrative class – and in
bringing them to the same relatively high level of wages (and benefits) held previ-
ously by white bureaucrats when these administrative jobs were reserved for whites, 
mainly Afrikaners (at the time of Mandela’s release from prison, one third of the
economically active white population was employed in the public sector, with
Afrikaners constituting the largest number of public employees).

12. The only countries with a share for D7–D9 below one-third, other than the three 
already mentioned (South Africa, Namibia and Zambia) are Rwanda and the Central 
African Republic. And the only ones with a share that reaches 40 percent are China 
(40.3 percent, included in the graph), and Israel (40.4 percent).

13. Among the many issues that emerge from this homogeneity in the middle and 
upper-middle vs. the heterogeneity in the tails is the mistake of reporting income 
distribution data in quintiles, as the top one is the blend of two very different
components – while D9 has the most homogeneous share of all deciles, D10 has a 
hugely heterogeneous one. Therefore, there is a major (and easily avoidable) loss of 
information if these two deciles are reported together.
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14. In the case of Chile, for example, a country that in 2014 had a GDP pc in current
dollars of US$15,000, and of US$ 23,000 in PPP terms (IMF, 2015; and GGDC, 2015),
25 percent of men and 43 percent of women (i.e., one-third of the working popula-
tion) take home wages equivalent to less than US$11 per day. At the time when the
traditional OECD countries had the current GDP pc of Chile, their hourly minimum 
wage was on average twice as much that of Chile today (perhaps this is what some 
call ‘progress’ these days.) See specially Durán and Kremerman (2015). 

15. The same is true for output: in many ‘middle-income’ countries while the level of 
productivity for their resource-based activities are among the highest in the world, 
that of many other activities resemble those of low-income countries (see Palma, 
2010; see also Katz, 2004). 

16. However, if ‘positive’ incentives for the bottom 40 percent to acquire skills are miss-
ing (as they have little claim over the additional output resulting from their efforts), 
‘negative’ ones are in abundance… That is, often the bottom 40 percent has to 
acquire skills just to remain where they are (i.e., in work).

17. See, for example, Khan (2000). 
18. The next task should be to check whether this new finding of an overall homogene-

ity in the middle and upper-middle across countries is corroborated by datasets that 
measure inequality using sources other than household surveys, such as tax returns 
(when these cover a large proportion of the working population), or industrial pay 
(as in the UTIP-UNIDO data set). 

19. For a criticism of the Gini, a ‘19th Century’ statistics, see Cobham and Sumner 
(2013c). See also OECD (2013, especially Shepherd, 2013). 

20. See, for example, Paraje (2004). 
21. The opposite is the case of the Theil; according to Sen, this statistic “... is an arbi-

trary formula, and the average of the logarithms of the reciprocals of income shares
weighted by income shares is not a measure that is exactly overflowing with intuitive
sense.” (Sen, 1973: 36). 

22. Bob Sutcliffe calls this contrast “Palma’s Law”. 
23. Alex Cobham, Luke Schlogl and Andy Sumner revisit the empirical basis of the rela-

tive stability of the ‘middle and uppr-middle’ with an expanded dataset across and 
within developing and developed countries; see Cobham et al. (2015).

24. Note that as far as the ex-communist countries are concerned, this became so only 
when in ‘full transition’ (see Palma, 2014). Also, this homogeneity seems to be a
group characteristic, as individuals within the group – as evidenced in household
surveys – can easily be upwardly or downwardly mobile.

25. See, for example, Wolfson (1997).
26. Following this logic, Doyle and Stiglitz made a proposal to include a ‘Palma target’

in the UN’s post-2015 framework for global development (a Palma Ratio of 1 by the 
year 2030; see Doyle and Stiglitz, 2014). In turn, Engberg-Pedersen (2013) suggested 
that countries should aim to halve the gap between their starting point and a Palma
of 1 by 2030. 

27. As a result, as Cobham et al. (2015) remark, “the Palma is ‘blind’ towards intra-
middle variation. However, this shortcoming might be offset by other desirable
characteristics it has as a measure of income concentration. We know that by con-
struction the Gini is over-sensitive to the middle; but in practice it is equally insen-
sitive to the middle as is the Palma; so the implication would seem to be that the 
Palma Proposition holds sufficiently strongly to overcome the Gini’s bias (possibly 
exacerbated by weaknesses in constructing Gini series from limited quintile data). 
That leaves a choice between a measure which by design is oversensitive to the
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‘wrong’ bit of the distribution, but in practice tells us nothing about it; and a meas-
ure which by design and practice, deliberately tells us nothing about it. If you want
to know about the middle, the Gini seems to be little good to you – but may fool 
you that it is.”

28. The only Latin American country ranked in this sample below 100 is Uruguay (94).
29. As indicated by Cobham et al. (2015), “Data for the Palma Ratio is now listed 

and updated as standard measure of inequality in the OECD Income Distribution 
database (see Cingano, 2014 and OECD, 2014) and the UNDP annual Human 
Development Report (See UNDP, 2014), as well as by some national statistical offices, 
e.g. the UK (ONS, 2015). Further, interest in the Palma Ratio is evident among NGOs
and international agencies alike (see for illustration, EC, 2014; OECD, 2014; Oxfam, 
2014; UNDESA, 2013).”

30. See, for example, Neal and Rosen (2000). See also ECLAC (2010a and b).
31. See, for example, World Bank (1987) and Krueger (1983).
32. See, for example, Lall (1983).
33. Among those that favour this hypothesis, see for example Cline (1997, this book has 

a very useful survey of the literature). For critiques of this literature, see Krugman 
and Lawrence (1993), Atkinson (1997), and Paraje (2004).

34. The real world seems to insist in contradicting the often mechanical reasoning of 
so much of mainstream economics. The message we get (which we were supposed 
to have understood since John Stuart Mill) seems to be always the same: no matter 
what ideological perspective you are coming from, either you are able and willing to
take seriously the complexities of social realities, or you may spend the rest of your 
life just ‘delving deeply into the surface of things’.

35. Piketty’s recent visit to Chile highlights this point: right-wing economists and politi-
cal commentators spared no effort and expense to criticise his emphasis at analysing 
what was going on at the top of the distribution (sometimes even in abusive terms); 
see for example http://www.elmercurio.com/blogs/2015/01/17/28610/Estamos-o-no-
hasta-el-Piketty.aspx. 

36. Although Brazil’s progressive social policies, increased minimum wage and efforts to 
increase the formalisation of jobs has succeeded in increasing the share of the bot-
tom 40 percent, there is still a huge controversy regarding what is happening at the
top. For example, according to Forbes (2014), since the Workers’ Party took office in
2003, the number of millionaires, centa-millionaires and billionaires (as defined by
Forbes) have increased by 273 percent, 274 percent and 256 percent, respectively. In 
2013, for example, according to this Report one additional person became this type 
of millionaire every 27 minutes – in a country with a remarkably sluggish economy. 
Also, the already mentioned study of income distribution based on tax records 
(Medeiros, et al., 2014) shows not only a much larger concentration of income at
the top than studies based on other sources, but also one that has been rising.

37. This became evident during the first 16-years of the centre-left coalition that fol-
lowed the return to democracy in 1990 (la ‘Concertación´). While the Gini stood
immobile, poverty rates were cut by more than half (from about 40 percent to less 
than 20 percent of the population). Basically, when high middle-income countries
define poverty in such an unambitious way as they do in Latin America, programmes 
of poverty reduction are so cheap that they can be carried out easily without affect-
ing the bulk of the distribution

38. For a detailed analysis of this issue, see Appendix 1 in my 2011 paper.
39. As mentioned above, the last reported data for Botswana is from 1994 (therefore, not 

included in this sample); these data shows a Palma Ratio of 5.7.
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40. See Pesaran, Haque and Sharma (2000).
41. All parameters are statistically significant at the 1% level. A good example for my 

lectures on econometrics, section “why should one always be careful when interpret-
ing econometric results”… Econometrics is all about competing specifications, and
sometimes, for all practical purposes, there can well be a draw! However, as the sec-
ond equation does not fully nest the first, the comparison is more complicated than 
what one would like.

42. See Piketty (2014, chapter 10). According to Darwin, “living fossils [...] like fossils,
connect to [...] orders now widely separated in the natural scale. [... but] they have 
endured to the present day from having [...] been exposed to less severe competition”.
(1859)

43. See also Arantes (2007); and Oliveira (2003).
44. The New York Times reported recently on a meeting with a Chilean businessman,

describing him in the following way: “With his custom-designed Zegna suits, pink 
tie with matching Brioni handkerchief and colored diamond cufflinks [...] [he] 
boasted of having five Hummers, a private jet, a Caribbean island getaway, a wrist-
watch designed for him by Cartier at the request of Prince Albert of Monaco, even 
a Rolls-Royce Phantom Drophead convertible [for which] he paid $2.2 million [...]. 
[Also] he paid more than $400,000 to be the first South American to travel into 
space as part of Richard Branson’s Virgin Galactic tour [...] He built a large home
overlooking Santiago with 24-carat-gold-trimmed tiles in the swimming pool. He 
threw outlandish parties, including a 15th wedding anniversary celebration for 200
guests last November that cost $4 million and involved 600 entertainers, including 
Brazilian carnival dancers, and the musical acts Donna Summer and Air Supply.
[...] he was now considering offers from companies to buy a majority of his mining
assets [because] “I am not so happy working so much, it’s very stressful,” he said.”
(http://www.nytimes.com/2010/11/20/world/ americas/20chile.html). The common 
moaning among the Latin American élite that “work is so stressful” reminds me of 
Groucho Marx’s assertion: “Money frees you from doing things you dislike. Since 
I dislike doing nearly everything, money is handy.”

45. For an analysis of this issue, and of the main features of what I call the “Anglo-
Iberian” neoliberal paradigm, see Palma (2010).

46. In Chile, for example, 86 percent of all new jobs created since 1980 took place in
services (especially in trade, restaurants, hotels and personal services), activities not 
usually known for their exorbitant demand for skilled labor (of the type assumed in 
mainstream literature). 

47. Few phenomena have had so many explanations of the ‘exogenous’-type as inequal-
ity; some have even blamed Latin America’s huge inequality on the lack of major wars
in the region – as supposedly in OECD countries (especially Europe and Japan), and
in some of the first-tier NICs (namely Korea and Taiwan) income distribution is sup-
posed to have improved only due to the horror and anxieties of major conflicts (as welly
as the destruction of wealth that these have created). Others, instead, keep insisting
on looking at what happened in Latin America’s distant colonial past – as if ‘path-
dependency’ had to be the inevitable recourse for every complex social and ideologi-
cal process too complex to analyse (for an investigation that stretches the concept of 
path dependency well beyond its breaking point, see Sokoloff and Engerman, 2000;
see also Cornia, 2012. For a view, which I endorse, that attributing Latin America’s
current inequality to historical persistence is just a myth, see Williamson, 2009).

48. As an ECLAC study shows (2010), in 6 countries in Latin America (Argentina, Brazil,
Chile, Costa Rica, Panama and Uruguay), the total cost of a monetary transfer
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equivalent to ‘one poverty line’ (the cost per capita of two baskets of basic foods) to 
all the unemployed, all people over 64 years of age, and all children under 15 years
living in vulnerable households, is only equivalent to between 1.8 percent and 2.7
percent of GDP. If this subsidy is given only to each child and adolescent between 5
and 14 years of age, the total cost is 1 percent of GDP or below for those six countries;
and if the subsidy is only given to each unemployed person, the total cost is below 
1 percent of GDP for thirteen of the sixteen countries studied – and just one-third
of a percentage point of GDP or less, in eight countries – that is, not such an insur-
mountable task! For an analysis of the ample scope that middle-income countries 
have to eradicate poverty, see Ravillion (2010); and Tregenna (2012). 

49. That is one of the reasons why the level of the minimum wage is so important, as 
well as its degree of its enforcement.

50. As mentioned above, this phenomenon becomes evident in the decoupling of 
productivity growth from wage growth.

51. Kaldor (1959) was the first to discuss the contrast between Chile’s high share of 
profits in national income and the country’s low levels of saving and investment (see
Marcel and Palma, 1989).

52. As discussed in Foucault (2004); Khan (2005); Woods (1999); and Palma (2009), clas-
sical capitalism is characterised not just by the presence of market opportunities but 
by competitive market ‘compulsions’, which ensure that both capitalists (of all sizes) 
and workers (of all skills) continuously have to strive to improve their performance 
in order to remain in the market. In no other economic system does continued 
existence depend on market competition in this way and therefore on the systematic 
improvement of labor productivity. Only in capitalism are there continuous pressures 
from competitive struggles, which lead to the constant improvement of the forces 
of production. Therefore, like in Alice in Wonderland, only in capitalism (but only
when there is proper competitive pressures and the rules of the game are followed 
by all) it is always necessary to run just to remain in the same place. However, some-
thing rather different is happening today in this cosy blend we now call ‘capitalism’, 
where big business, particularly in financial markets, want to have their cake and 
eat it; i.e., have all the benefit that capitalism can offer, but none of its compulsions 
(just the carrots, but none of the sticks). 

53. I understand for “financialisation” the rise in size and dominance of the financial 
sector relative to the non-financial sector, as well as the increasing diversification
towards financial activities in non-financial corporations. 

54. See especially Pérez (2004).
55. In an interview Piketty justifies his controversial elasticity-assumption saying that 

“If you were to take the standard neoclassical model, with a single good production 
function and perfect competition, etc., the only possible logical way to explain these 
two moving together [the capital/income ratio and the capital share of national 
income] would be an elasticity of substitution somewhat bigger than 1, say on the 
order of 1.5 […]” (http://potemkinreview.com/pikettyinterview/). Some misunder-
stood this logical conclusion of the need for an elasticity higher than unity, and took 
it as a ‘proof’ that wages in highly unequal middle-income countries, such as Chile, 
should remain low; otherwise, labor could easily be substituted via capital intensive 
techniques (see, for example, De Gregorio, 2015). For empirical estimates of the elas-
ticity of substitution, which show a rather different picture than the one assumed by 
Piketty, see for example Semienniuk (2014) and Rognlie (2014).

56. Investment rates for EU countries were at best similar, and sometime even lower
than those of the US (IMF, 2015). On this line of critique of Piketty’s book, see
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specially Rowthorn (2014); see also Taylor (2014); and Harcourt (2015). For invest-
ment rates in the US, see US Department of Commerce (2015).

57. http://potemkinreview.com/pikettyinterview/. 
58. Although the Solow–Swan model does not fit the data, or the dynamics of the 

new globalised, financialised, and technologically revolutionised world, some new 
models in this tradition have proved to be even less relevant to the analysis of cur-
rent rising inequality, such as the case of ‘representative-agent’ models in which
each individual owns an equal share of the capital stock. Oddly enough, in these 
models the inequality r > g also holds true in the steady-state equilibrium... As my
Cambridge colleague Ha-Joon Chang (2014) says, “It is a mark of where we are in our
political discourse that even to say “neoclassical economics is not the only school” 
seems radical”.

59. In terms of the abuse of consumers there is again some “reverse catching-up” going 
on towards what has characterised unequal middle-income counties for a long time – 
although rich nations still have a long way to go in this direction… In Brazil, for 
example, a recent study made by the Federation of Commerce shows that real interest 
rates on credit cards were above 200 percent a year at the time (see http://finance.
yahoo.com/news/Creditcard-debt-may-threaten-apf-3046211331.html?x=0). And
an OECD study shows that in Chile we pay for the internet twice as much, but
only get half the speed, of the OECD’s average – a good example of what I like to 
call the “2 x ½” style capitalism, where many corporations accumulate rents by
charging twice as much for providing services with only half the required quality 
(i.e., a preference for the creation of rents via ‘predator’-type behaviour rather than
profits as ‘producers’). As the former head of Chile’s largest holding company and
former President of the Confederation of Chilean Industry (and current head of the
board of directors of a mayor retail company) explains, lack of effective competition
plays a crucial rôle in this: “[Chile] is a market economy in name only. Competition
has disappeared; mergers and acquisitions have led to a huge degree of oligopolistic
concentration.” (http://www.atinachile.cl/node/ 4629).

60. When it was discovered that HSBC had become the bank of choice of Mexican drag-
cartels (how much worse can it get!), the bank only received a fine and no one went
to prison. The same happened when Standard Chartered Bank was discovered wil-
fully flouting US sanctions against suspected terrorist organisations. The same with 
bankers that were discovered rigging the LIBOR, the exchange rates markets, com-
modity prices, and so on. What a difference with FDR’s way of dealing with finan-
cial fraud! (For the current impunity of financial fraudsters, see the blog of Rowan 
Boswell-Davies, a former Scotland Yard Fraud Squad detective, in http://rowans-blog.
blogspot.co.uk/).

61. http://bigthink.com/videos/joseph-stiglitz-on-the-fall-of-lehman-brothers. He also
discusses some of these issues in https://www.youtube.com/watch?v=RO8KWTb2iPM&
feature=youtu.be.

62. These not only include the already mentioned colossal amounts of funds devoted 
to (unconditional) bailouts when things have gone wrong, (following the famous
“heads I win, tails you lose” new style-accumulation), but also include those that 
resulted from the new logic of state-agency. The main aim of this was to reverse the 
post-FDR, post-war, Keynesian-type state agency – one in which the key component
of the interaction between political power and markets was a rôle for the state as a 
‘constrainer’ of the rent-seeking practices of oligopolistic capital (in order to foster
competition and rationalise financial markets). The de facto outcome of this transfor-
mation was a new rôle for the state as a facilitator of the rent-seeking practices of big 
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business. Not only Bush asked polluters to write environmental regulation, but when
Blair and Brown created a new regulatory body for the financial industry in the UK 
(the Financial Service Authority – FSA), they set it not only as an “independent non-
governmental body” (i.e., a company limited by guarantee), but one that was actually 
financed by the financial services industry and run by financial-industry insiders (ex-
bankers became Chairperson and Chief Executive Officer). That is, they set the FSA as
operationally independent of Government, funded entirely by the financial corpora-
tions it was supposed to regulate, and led by financial-industry insiders. I suppose this 
was an attempt to solve the problem of ‘regulatory capture’: if lobbyists inevitably 
succeed in capturing the regulators, why not make them the regulators in the first 
place? As Foucault envisaged, by projecting the logic of unregulated markets into the 
heart of government, the new framework resulted in “[a] state under the surveillance
of the market, rather than a market under the surveillance of the state” (2004, p. 120).

63. He said later: “I do not view r>g as the only or even the primary tool for considering
changes in income and wealth in the 20th century, or for forecasting the path of 
income and wealth inequality in the 21st century. Institutional changes and political 
shocks – which to a large extent can be viewed as endogenous to the inequality and
development process itself – played a major role in the past, and it will probably be
the same in the future” (Piketty, 2015). Why did he not then move on analytically 
to these types of spheres properly? On the role of institutional changes and political 
shocks on inequality, see for example Acemoglu and Robinson (2014).

64. On the recurrent role of excess liquidity in the lead up to financial crises, see especially
Kindleberger (2000). On the associated financial fragility see Minsky (1992). On the 
role of increased inequality on the current financial crisis, see Palma (2009).

65. But even then, it did not manage to get back to the levels at the end of the ‘financial 
repression’ era… Regarding the current struggles to recover from the global finan-
cial crisis, following Keynes’ analysis of the 1930s crisis, what is needed is a greater
degree of linkage between financial and productive capital: “[t]here cannot be a real
recovery, in my judgment, until the ideas of lenders and the ideas of productive
borrowers are brought together again. […] Seldom in modern history has the gap
between the two been so wide and so difficult to bridge” (1931, p. 146; also quoted 
in Pérez 2002, 167). 

66. See http://www.classicallibrary.org/plato/dialogues/15_gorgias.htm.
67. See especially Lawson (2003). 
68. Regarding the famous “disappearing middle”, one should never confuse the declin-

ing level of welfare that that share of the middle and upper-middle middle in high-
income countries can offer – given the massive increase in the cost of education,
health, housing and debts in general, the declining levels of pensions, regressive 
taxation, and so on – with a non-existing declining share of income of these groups. 
As discussed above (and in more detail in Palma, 2014), all evidence indicate that 
this share has reminded highly stable in OECD countries around the ‘50–50 rule’
(and in the rest, there has been a process of convergence towards that level). But that 
is not the case with what that share can offer.

69. See North et al. (2007). 
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José Gabriel Palma has identified an important empirical regularity that has
not been recognized in the past: the share of the middle is relatively constant
across countries. He doesn’t really provide an explanation of this regularity, 
but even without such an explanation, it should be clear that it’s an important 
empirical observation with implications for both empirical work and policy. 
It says that the Gini coefficient may not best capture what is really going on
when making comparisons of distributions across countries or over time. In the 
case of any measure, the focus ought to be on where there is variability and if 
this regularity is really true in the way that he has described it, then it means
that variability can be found in the share at the top and the share at the very
bottom. The middle, he demonstrates, just takes the same fraction of the pie.
Differences across countries are, thus, to be found in the ratio of the share at 
the top to that at the bottom.

This has led to a very interesting discussion on the post-Millennium 
Development Goals, post-2015 agenda. Given the importance being ascribed
globally to inequality, one suggestion has been that there ought to be a goal
of reducing extreme inequality. The Palma ratio has been put forward as the
metric that should be used, because that ratio really captures what is going on
in inequality at the extremes – and movement in the extremes is where all the 
“action” is.

Palma’s paper in this volume raises some very deep questions about the
determination of inequality. There is no theory, at least none based on the
standard neoclassical model, which provides any explanation for why differ-
ent countries have these very different patterns at the top and bottom, just as 
there is really no theory that can explain why the share of the middle should 
be so constant. Palma argues very strongly, and I think convincingly, that the
neoclassical model does not provide a good way of interpreting what is going
on, and that one needs other models. However, I’m a bit more receptive to the
use of neoclassical models as a benchmark than Palma. I believe that it is useful
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to begin the analysis by explaining to what extent the neoclassical model does
or does not provide an explanation, and, to the extent that the neoclassical
model fails, to determine where it goes wrong or where it is simply inadequate.

In fact, though he dismisses the neoclassical model, he uses it in a very force-
ful way – to argue that education is not the critical variable, as many analyses t
of income distribution using the neoclassical approach conclude. He points
out that looking across countries, there is diversity in the education provided 
to the middle, and yet there is uniformity in the share of national income
that goes to the middle. By contrast, those at the top all across the world are
well educated, and those at the bottom have very poor education, and yet it 
is at the extremes that one finds the diversity of outcomes. This suggests that
education is not really the explanatory variable that can provide an answer to 
the question of why countries differ so much in the distribution of income. His
analysis is persuasive.

What I think plays a more important role – and Palma hints at this – is rent-
seeking. The standard neoclassical model focuses on marginal productivity 
theory, assuming a competitive equilibrium. It is clear, however, that there’s 
something else going on. There is a whole set of deviations from the standard 
competitive equilibrium, which give rise to income sources that can broadly
be described as “rents,” as I discuss in my contribution to this volume. These 
include monopoly rents, the rents accruing to CEOs as a result of their ability to
take advantage of imperfections in corporate governance to divert corporate rev-
enues to their own benefit, and the rents accruing to the financial system. The 
worst forms of rents are associated with moving money from the very poor to the 
very rich, as occurs when banks engage in predatory lending and abusive credit
card practices. Understanding how these rents are generated, and how changes 
in the economy and in politics can lead to a change in these rents, is vital to 
understanding these extremes of inequality and how they change over time.

Palma also touched on one topic in his paper: the existence of a ratchet
effect. There are certain periods when inequality increases, but then doesn’t 
go down again at the termination of the “episode.” That is something that has 
been observed in the United States: In the late 1970s and early 1980s we had
a ratcheting up of inequality at the top; this showed up as an increase in the 
Palma ratio. There was no change in the pace of globalization at the time 
that could account for this, nor was there any major change in technology in
that short period of time. Moreover, both these forces (changes in technology
and changes in globalization) were global.

My interpretation of what happened in that episode was that it was a period 
of high inflation in which wages did not keep up. The CEOs discovered that
they were able to seize a larger fraction of the corporate pie for themselves. 
Unsurprisingly, they then decided that that this was not a bad situation and
worked to keep it this way. These changes cannot be explained by conventional
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neoclassical theory; they cannot be explained in terms of skill-biased technical
change or in terms of globalization. New norms were created; and even the old
CEOs in the 1950s and 1960s looked – perhaps with a little envy – on what
had happened to their successors, and said it was wrong. They had been indoc-
trinated with the old norms, and they said what’s going on was “not right.”

The most fundamental point of Palma’s paper is to attribute the differences
in outcomes to differences in what he refers to as the “political settlement”.
I absolutely agree that it is not just economics that is determining the 
outcomes – economic forces are operating everywhere, but there are never-
theless very marked differences in the outcomes across countries. (This was
one of the main points that I raised in my books The Price of Inequality andy The 
Great Divide.)

But there is still the crucial question of how we should explain these differ-
ences in the political settlement. Why are the political settlements in South
America and South Africa so different from those observed in the rest of the
world? And in answering it, one has to go beyond economics and into politics
and sociology. Palma does provide some suggestions as to why it might be 
the case that the Latin American “settlement” entailed more inequality than
elsewhere. But his analysis does not explain why among the OECD countries
there are such large differences; why, for instance, the political settlement in 
the United States has so much higher levels of inequality than in Scandinavia.

In coming to terms with why countries might differ so much in their levels
of inequality, one has to distinguish between inequalities in market income, 
and inequalities in after-tax and transfer income. Most analyses invoke stand-
ard neoclassical theory to explain market income; and then there is a political
process that translates market income into disposable income, into what indi-
viduals actually have to spend (into income after taxes and transfers). There are
differences across countries in the distribution of market income – explained, 
at least in part, by differences in the rents to which I referred earlier, but there
are also marked differences in how the tax and transfer systems work. For
instance, the United States has a high level of market income inequality, but 
what really distinguishes the United States is that it doesn’t correct for the 
inequalities in market income, which then leads to a high level of inequality 
in income after taxes and transfers. Both aspects of inequality have to do with
the political system.

Finally, this discussion provides an interesting segue into thinking about
some of the issues that were raised by Piketty’s analysis concerning the nature 
of capitalism, and in particular whether inequality is inevitably associated with
capitalism. The fact that there is such diversity of outcomes, all within market 
economies, suggest that inequality is not an inherent property of capitalism.
Inequality really has something to do with the political system, and that is
where we ought to be focusing our attention. But it’s also the case that Palma’s
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analysis, by critiquing the ability of the neoclassical model to explain what’s
going on, implies that Piketty’s theoretical analysis, which relies heavily on
a neoclassical model, is misguided. I concur with Palma that there are limits 
on the neoclassical model, but I think there are important extensions of that 
model, incorporating land and credit, which can provide further insights into
the distribution of income and wealth among individuals. My paper in this
volume attempts to provide such an analysis.
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3.1 Introduction

The UTIP-UNIDO data set of industrial pay inequality is a panel comprised of 
the between-groups component of Theil’s T statistic measured in different coun-
tries and years across a stable and consistent set of industrial sectors. The Theil
method is described in full elsewhere (Conceição, Ferreira and Galbraith 1999). 
Initially computed by Galbraith, Lu and Darity (1999) and updated by Galbraith 
and Kum (2004), the UTIP-UNIDO data set has the virtue of providing dense,
consistent, accurate measures, and it has the limitation of being restricted to the
inequality of inter-industrial pay. Its principal direct interest for economists is 
the study of common trends and of common factors affecting inequality, such
as interest rates, debt crises, changing financial regimes, technology and trade.
It has also proved to be a sensitive measure of major political events. Perhaps 
most important, the UTIP-UNIDO measures prove to be an effective instrument 
for estimating Gini coefficients for gross household income inequality, and this
permits the construction of a dense and consistent panel of such estimates, com-
plementing and extending the direct measurements available from other sources.

3.2 Updating UTIP-UNIDO

Updating UTIP-UNIDO was more difficult than computing it originally, as 
maintenance of the underlying set (UNIDO’s Industrial Statistics) has been

3
The University of Texas Inequality
Project Global Inequality Data Sets, 
1963–2008: Updates, Revisions 
and Quality Checks*
James K. Galbraith, Beatrice Halbach, Aleksandra Malinowska,
Amin Shams and Wenjie Zhang
University of Texas Austin

* Reprinted from James K. Galbraith, Beatrice Halbach, Aleksandra Malinowska, Amin 
Shams and Wenjie Zhang, “The UTIP Global Inequality Data Sets 1963–2008: Updates,
Revisions and Quality Checks,” in Joseph E. Stiglitz and Martin Guzman (eds),
Contemporary Issues in Microeconomics, 2016, pp. 7–39, Palgrave Macmillan. With kind 
permission of Palgrave Macmillan.
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uneven and categories have not always remained stable. The resulting anoma-
lies in the new Theil measures were of two types: spikes due to missing values
and wholesale shifts (data breaks) due to category changes. Each had to be 
evaluated separately, and adjustments made – a daunting task considering that 
behind each Theil value lies some 30 separate measures each of payroll and 
employment. These issues were handled on a case-by-case basis, using judg-
ment and common sense to arrive at a set of “final revised values.” The end
result was a data set with 4,054 country-year Theil values over, up from 3,554 
in the previous version.

3.3 Updating EHII

The calculation of EHII from UTIP-UNIDO was based on a regression of over-
lapping observations on the original Deininger–Squire data set of Gini coef-
ficients, published by the World Bank around 1996. The regression controlled
for the share of manufacturing in total population, and for the type of measure
involved – whether gross or net of taxes, household or personal income, and 
whether a measure of income or expenditure – in the Deininger–Squire (DS) 
data set. Originally, 454 common country-year observations were found. The
proliferation of Gini-type inequality measures in later years posed a challenge,
but we decided to compute the new EHII so as to most closely resemble the 
previous version, this time using 430 common observations. The coefficient
estimates are given in Table 3.1. They are very close to the originals.

Table 3.1 Revised coefficient estimates relating UTIP-UNIDO to Deininger–Squire

Dependent Variable: lnGiniDS*

Variable Coefficient Std. Err. T-statistic P > abs(t)

income −0.15 0.03 −4.58 0.000
household −0.79 0.02 −4.63 0.000
gross −0.06 0.02 −3.11 0.000
lnUTIPUNIDO** 0.1 0.01 8.64 0.000
mfgpop*** −2.84 0.24 −11.73 0.000
constant 4.2 0.04 93.53 0.000

Number of Observations: 430
F (5,424) 109.27
R-squared 0.56
Adj R-squared 0.56
Root MSE 0.159

* natural log of Deininger-Squire Gini Coefficient.
** natural log of UTIP-UNIDO Theil statistic.
*** ratio of manufacturing employment to population.
Source: Authors.
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EHII is then calculated using the coefficient estimates for the log of the 
UTIP-UNIDO measures (lnUTIP-UNIDO) and the manufacturing/population
ratio (mfgpop), standardizing all coefficients on the concept of gross household
income inequality. This estimates the effect of all cash inflows (including, for
example, pensions) but not the effect of taxes.1 The purpose of EHII is compara-
tive. It is, above all, to populate a panel data set with as many conceptually
consistent inequality measures as available data would reasonably allow. The
new EHII panel has 3,871 estimates for 149 countries.

3.4 Checking the quality of the estimates

The next issue is the quality of the estimates. This is a question we had not 
previously addressed, beyond reporting the regression residuals that separated
our EHII estimates from the corresponding DS values. That procedure had pro-
vided only the most limited comparison, since there were (and are) nearly ten
times as many EHII observations as there are overlapping EHII-DS values. We
felt it would be useful to attempt to place the EHII estimates in the context of 
the broader literature on economic inequality.

The difficulty in going beyond those first comparisons with DS was: what
inequality measurements to pick? Our solution was to undertake a wide (if not 
comprehensive) literature search for Gini coefficients of all types for a sequence
of countries, including some that are very well-studied, and others less so.
Each coefficient was tagged by the country and year to which it applied, by its 
source document, and by the precise description of the type of inequality being 
measured. These types were then classed into three major groups by greyscale.
Black represented measures of “market income inequality.” Dark grey repre-
sented measures of gross income inequality, which would (in general) include
pensions and other forms of cash income. Light grey represented measures of 
inequalities of disposable income, after transfers and taxes.2 We used solid lines
to represent measures of the household distribution, and dotted lines to repre-
sent measures of the personal distribution. Dense measures (annual or nearly
so) are represented by continuous lines; measures with only sparse represen-
tation over time are represented by isolated markers. Against these measures
taken from the literature, we plot the EHII estimate for gross household income
inequality in a thick black line.

Figures A3.1 through A3.15 in the first appendix represent a selection of 
developed and developing countries.3 The first, striking fact is the wide range of 
inequality measurements in this data, even for developed countries. In a typical,
well-studied case for a small, seemingly homogeneous country, Denmark has a
market income inequality estimated to be near 45 Gini points, and disposable 
income inequality measured at some 25 Gini points lower than that. Similar 
disparities appear for all of the other advanced social democracies, including
Germany, France and Canada, and for the United Kingdom and the United States.
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A casual narrative has sprung up around these numbers, to the effect that the
most advanced countries have very unequal “primary” distributions, offset by 
a great deal of redistribution. But this is not correct. The UTIP-UNIDO series,
which measure the inequalities of pay, show the Nordic and North European 
cases to be among the world’s most egalitarian in their primary structures. y
On short reflection, though, the paradox disappears. Very high inequalities in 
“market income” in countries with advanced welfare states must stem from
the existence of many households with zero market income – and no need for
it. Household formation is endogenous to the social structure and available
sources of income. In countries with strong public pensions, it is possible for
many elderly couples and for single adults of all ages to form households on
non-market income. One has to suppose that, in many cases, this is exactly
what they do. Such households will be far more scarce in countries where 
market income is necessary for life.

Data for two distinct additional groups of countries appear to support this 
interpretation. For Russia, Poland, Hungary and the Czech Republic, we have 
inequality measures which show a narrower, yet still distinct, difference between 
“market-income inequality” and disposable-income inequality. We also have a 
class of inequality measures based on consumption surveys. A virtue of the EHII
measure is that – being based on a data set of industrial pay inequality that is
neither income nor consumption and that can be calculated across regions
(Europe, the Americas) that have predominantly income-based surveys as well
as regions (South Asia, Africa) where surveys are predominantly consumption-
based – EHII provides a bridge that permits reasonable calibration of these two 
very different types of survey.

For the transition countries, a plausible interpretation of the evidence is that
the post-communist countries do not have welfare states as developed as those
in Northern Europe. On the other hand, they also do not have the inequalities
of pay associated with Latin America, Sub-Saharan Africa, and other parts of 
what used to be called the Third World. Having said this much, it also seems 
clear that some reported measures or estimates of market income inequality are 
too variable and too erratic to be taken very seriously as indications of chang-
ing economic conditions.

Once outside the familiar data environments of the long-industrialized coun-
tries, matters become murkier, in part because there are fewer independent 
sources of information. For Mexico, for instance, all inequality measures apart
from EHII stem from a single source, the Institute of Statistics, Geography and
Informatics (INEGI) survey of household incomes. There exists a wide range of 
inequality measures for Mexico, but evidently they all merely reflect sampling,
definition and computational choices made on the same underlying data set.
A similar situation holds for Brazil. We also found that in many cases it was
not possible for us to distinguish clearly from the source articles4 whether the 
income concept was gross or net. It is, nevertheless, significant that for these
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countries there is no distinct difference between market, gross and disposable
income inequality measures on average. The numbers reported in the pub-
lished literature are an overlapping and indistinct jumble. We take this as gen-
eral support for the view that both market and disposable income inequalities
are determined, in part, by the social structures of the welfare state.

In almost all cases, the movement of the EHII estimates track the his-
torical pattern observed in other series reasonably well, which suggests –
unsurprisingly – that changing inter-industrial pay dispersion has a strong
effect on household income differentials. For a wide range of wealthy-country
cases, the level of the EHII estimates come in where we would have hoped:
below the estimates of “market income inequality,” above the measures of dis-
posable income inequality, and close to the (relatively few in number) direct 
measures of gross income inequality. We take both of these findings to be broad
validation of the simple model used to estimate EHII, though three classes of 
exception will be noted below. The purpose of the EHII exercise was to take 
advantage of the dense and consistent measures of industrial pay inequality
in UTIP-UNIDO to construct a panel of conceptually-consistent measures in 
a Gini coefficient format. Judging against the broad literature of inequality
measures, EHII appears to be well-suited to this purpose.

A first important exception is the case of the United States. In the US, where
both sample surveys and tax records abound and are widely considered to be
reasonably accurate, EHII misses the great peaks of inequality that appeared in
the late 1990s and in the years before the great financial debacle of 2007. There
is no mystery as to the reason. Top incomes in the US are driven by capital asset 
prices, either in the form of realized capital gains, stock options realizations,
financial commissions, or the wage/salary payout of venture capital invest-
ments in high-technology firms. These fluctuate closely with the movement of 
the stock market. EHII, on the other hand, depends wholly on the dispersion of 
pay in the industrial economy, which is much more stable. Thus, the difference 
between EHII and the reported measures of gross household income inequality
in the US can be taken as an indication of the extent to which capital market
incomes drive inequality in overall US incomes. This problem is largely limited
to the US; few other countries have a similar degree of dependence of incomes
on the capital markets or as accurate records of capital incomes.

The second big exception concerns some of the large emerging-market coun-
tries, including Mexico, Brazil and South Africa, and to a lesser degree Colombia,
among others. Here as elsewhere the EHII estimates track the trends found in 
the survey literature well. But the values lie below measures of income inequal-
ity taken from household surveys. Some of this difference is impenetrable: when
there are only two independent sources of measurement, as with Mexico, and 
they differ, the question of which one is “right” is impossible to resolve. We 
have no reason to doubt the integrity of household surveys in any country. 
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Yet we also have no reason to know that the methods used in those surveys were
designed to give results consistent with those in other countries. Since there is 
no international standard for the definition of income or the taking of surveys – 
including for such sensitive issues as sampling the rich, the informal sector,
and top-coding, it’s quite possible that inequality values will diverge between
countries for reasons related to differing national methods, and that the EHII
approach generates the more-plausible basis for international comparisons.

That said, and on the other hand, it may be that the largest developing
countries have dimensions of inequality that smaller countries lack. Were 
Brazil divided into two countries by the Amazon, or South Africa along racial
lines, it’s obvious that both resulting countries would be much more egalitarian 
than the amalgam that actually exists. For India, however, the EHII estimates
(51 Gini points in 2006–7) are very close to the single data point for India
reported by the Luxembourg Income Studies in their first paper on Indian
income inequality. These coefficients lie toward the high end of the EHII scale,
and well above the (very low, and plainly idiosyncratic) measures of Indian 
consumption-expenditure inequality that have figured prominently in the
literature until recently, and that have sometimes conveyed a far more egalitar-
ian picture of India in international comparison than, we believe, a consistent
conceptual framework would warrant.

A third group of exceptions seems less significant. The EHII measures for
Sub-Saharan Africa are, generally, much lower than the available survey 
evidence reports. However, for these countries the surveys themselves are 
extraordinarily sparse. In most cases, there are just a small handful of avail-
able country-year observations, scattered in time. What to make of them is
a mystery to us, and we do not know the economic history of post-colonial 
Sub-Saharan Africa well enough to venture a view. Is Sub-Saharan Africa 
truly different from all other regions in its degree of non-industrial inequality? 
Perhaps it is; or perhaps there are idiosyncrasies in survey methods in the
region.5 We like the EHII method – it generates numerous useful estimates 
where previously there were very few – but its application to every part of 
the world should not be pressed. We also note a few cases, including Mexico,
Brazil and China, where the EHII measures do not have the same coverage in
time as national surveys, or (in the case of China) our own measures from the
State Statistical Yearbook (Galbraith, Krytynskaia and Wang 2004; Galbraith,
Hsu and Zhang 2009; Zhang 2014).

3.5 Conclusion

The University of Texas Inequality Project is pleased to publish updated meas-
ures of between-industries pay inequality for 167 countries over the years
1963–2008, and updated estimates of gross household income inequality for
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149 countries over the same period. These new data sets have 4,054 and 3,872
country-year observations, respectively, the former in a Theil format and the
latter as a Gini coefficient. They represent a careful reassessment of the origi-
nal measures, the addition of new data points where the requisite information
is available, and a re-estimate of the statistical model linking pay to income 
inequality. We believe these measures are a useful complement to the (more
accurate, but limited) survey-based micro-data being made available through
the Luxembourg Income Studies, and to the measures of top incomes from
tax records compiled (for a relatively narrow group of countries) by Atkinson, 
Piketty and Saez (2011). We also believe that these measures are a useful alterna-
tive to other efforts to compile broad-based panel estimates of inequality. They 
are more internally consistent than the comprehensive compilations of the
World Bank and WIDER, and (we believe) relatively free of the anomalous cases 
one observes in the Standardized World Income Inequality Database (SWIID).6

Further we have conducted a quality review of the estimated gross income 
inequality measures for 15 countries,7 which consists of a systematic com-
parison of our estimates with others, of all different types, to be found in the 
published literature. Our general conclusion is that EHII works very well in 
most cases for the analysis of trends. It is close to survey-based measures as an
estimate of the level of gross income inequality for advanced and transition
economies, especially as a measure of the inequality of earned incomes. It does
not capture fluctuation in capital income at the top of the income structure,
which is due mainly to the flux of asset prices; on the other hand, there is no
reason why it should have, and this is mainly a problem in the US case. For
the large developing countries EHII is again an effective index of trends, but it
should be treated with caution as a measure of their relative position.

Appendix 1: Comparisons and Sources for Fifteen
Selected Countries

Legend

Calculation of UTIP-UNIDO

The UTIP-UNIDO data set is calculated by applying the formula for the between-groups 
component of Theil’s T statistic to the industrial categories of the UNIDO Industrial
Statistics data base. Thus, for each industry, one has pi as the share of that industry in 
total employment, and Yi/Y as the mean pay in that industry divided by the mean pay
in all of manufacturing. The “Theil element” is the product:

pi* (YiYY /Y)YY * ln(YiYY /Y)YY

and the between-groups component of Theil’s T is the sum of these elements across all
industries in the observed set.
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Figure 3.A1 Income inequality in Brazil, 1960–2012
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Figure 3.A3 Income and consumption inequality in China, 1952–2013



Figure 3.A4 Income inequality in Colombia, 1962–2012
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Figure 3.A5 Income inequality in Czechoslovakia and the Czech Republic, 1958–2013
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Figure 3.A6 Income inequality in France, 1962–2012
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Figure 3.A7 income inequality in Germany, 1960–2012
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Figure 3.A8 Income inequality in Hungary, 1955–2013

15

19
55

19
57

19
59

19
61

19
63

19
65

19
67

19
69

19
71

19
73

19
75

19
77

19
79

19
81

19
83

19
85

19
87

19
89

19
91

19
93

19
95

19
97

19
99

20
01

20
03

20
05

20
07

20
09

20
11

20
13

17

Year

21
23

29

33

37
39

G
in

i C
oe

ffi
ci

en
t

45
47

51

55
53

57

49

41
43

35

31

27
25

19

EHII

Kate Pe_Gross

WIID2 Atk Pe_Gross

WIID2 Cornia_Gross

WIID2 D&S Pe_Gross

WIID2 Jain Pe_Gross

WIID2 Vec Pe_Gross

EU SILC HH_Disp

Förster HH_Disp

Kapit Pe_Disp

LIS Keyfigs HH_Disp

Mill Pe_Disp

OECD HH_Disp

SWIID Net

Vec HH_Disp

WIID2 Atk Pe_Disp

WIID2 Cornia_Disp

WIID2 EU Pe_Disp

WIID2 Jain Pe_Disp

WIID2 LIS Pe_Disp

WIID2 EU Pe_Disp Mon

WIID2 Mil Pe_Disp

WIID2 Trans Pe_Disp

SWIID Market Andorka HH_NA

Kapit HH_Earn

Kapit HH_Income

Med HH_NA

UNICEF Pe_NA

WDI Income

Kapit HH_Exp

Kapit Pe_Exp

WB WDI Pe_Cons

WDI Cons

WIID2 D&S Pe_Cons

112  



27

19
51
19

53
19

55
19

57
19

59
19

61
19

63
19

65
19

67
19

69
19

71
19

73
19

75
19

77
19

79
19

81
19

83
19

85
19

87
19

89
19

91
19

93
19

95
19

97
19

99
20

01
20

03
20

05
20

07
20

09
20

11

Year

G
in

i C
oe

ffi
ci

en
t

55

29

31

33

35

37

39

41

43

45

47

49

51

EHII
Dow HH_Gross
WIID2-Pau HH_Gross

LIS Keyfigs HH_Disp SWIID HH_Market WIID2-Crom_NA
WIID2-Fields_NA

DNS-Datt Pe_Net Exp
SWamy HH_Exp

WDI_Con
WIID2-WB Pe-Con

SWIID HH_Net
WIID2-IN HH_Disp

Figure 3.A9 Income and consumption inequality in India, 1951–2009
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Figure 3.A10 Income inequality in Mexico, 1963–2012
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Figure 3.A11 Income inequality in Poland, 1956–2013
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Figure 3.A12 Income inequality in Russia, 1981–2011
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Figure 3.A13 Income inequality in South Africa, 1960–2012
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Figure 3.A14 Income inequality in the United Kingdom, 1961–2013
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Figure 3.A15 Income inequality in the United States, 1960–2012
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Final note

The UTIP-UNIDO and EHII data sets are freely available on the web-site of the University 
of Texas Inequality Project, at http://utip.gov.utexas.edu. We ask only that their use be
acknowledged, and that papers, references and citations be shared with us when conve-
nient. Comments on data quality, suggestions and notes about problematic observations
are always welcome.
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Notes

1. The treatment of public pensions and other transfers in some of the underlying DS
measures appears murky, but these inequality measures are typically much lower
than those for “market income,” which suggests that some transfers are typically 
factored in.

2. Color makes these comparisons easier to see; the original color figures are available 
on-line in Working Paper 68 at http://utip.gov.utexas.edu.

3. The online version of this paper has figures of 10 additional countries.
4. And in some cases, we contacted the authors of those articles but were unable to get 

a clear answer from them either. 
5. One paper on South Africa drops a clue: a third of respondents reported zero income

of any type. That suggests a local definition of “income” different from what one 
might find elsewhere, or perhaps a greater suspicion of surveys.

6. A further difference with the SWIID is that every observation in EHII has underly-
ing, independent measurement taken from UTIP-UNIDO; there are no interpolations 
across countries or years. The SWIID, moreover, is based in part on the EHII and UTIP-
UNIDO calculations.

7. In UTIP Working paper 68, the comparison is extended to 25 countries, and we have 
nine more from Sub-Saharan Africa, available on request.
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Almost twenty years ago I commented on James Galbraith’s paper on this topic 
at a conference at the Levy Economics Institute of Bard College. At that time, 
the UTIP (“University of Texas Inequality Project”) was only in its infancy. There 
were perhaps ten or a dozen countries covered in the work. Now, twenty years
later, the country coverage has exploded to 4,054 country-year observations 
for 167 countries. The period covered is now 1963 to 2008. Moreover, a second 
database has been created – the EHII data set which has 3,871 observations on
estimated gross household income inequality for 149 countries. Coverage is also
now through 2008. This is a major achievement. Job well done!

The paper itself is rather brief in terms of text. As a result, some of my
questions or confusions may be due to the abbreviated nature of the paper.

The UTIP-UNIDO (the “UNIDO” was added to the name of the database
some time recently, I think) data set of industrial pay inequality is a panel data
set. It shows the between-group components of Theil’s T statistic across a stable 
and consistent set of industrial sectors. Here, it should be noted that most of 
the variation in industrial pay is within group, not between group. I am not sure
whether the between group component is shown in absolute terms or relative
to a weighted average of the within group Theil coefficients. I think the latter
would be preferable.

The authors note that the intent of the database is to provide for the study of 
common factors affecting inequality, such as interest rates, debt crises, chang-
ing financial regimes, technology, and trade. This would be an interesting 
project by itself – I hope the authors will pursue this line of inquiry.

The construction of the EHII database is based on the UTIP-UNIDO data-
base. Here, I get a bit lost. The method is to use a regression of overlapping 
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observations on the original Deininger and Squire (1996) data set of Gini coef-
ficients by country and year. The regression has a number of control variables. 
The first is the share of manufacturing employment in the total population.
I wonder why this variable was selected over possible alternative measures
of the importance of manufacturing in the total economy. One possibility is
manufacturing employment as a share of total employment or as a share of the 
total labor force. I think the former would be preferable. Another possibility is 
the ratio of manufacturing value added to total GDP. Some sensitivity analysis 
of the various alternatives would be useful.

The second is the income (or consumption) concept used in the Deininger–
Squire data set – gross income, income net of taxes, household income, 
personal (I guess this means “individual) income, or expenditures. This is a
clever technique to use. The regression is run on 430 common observations. In 
Table 3.1, the R2 statistic is 0.56. I am not sure whether this represents a god fit.
Time series regressions often have high R2, so on the surface this seems pretty
low for this type of regression. However, I am not sure. The authors should
comment on this. On the other hand, the coefficient estimates are all statisti-
cally significant, so that this provides some solid support for their method.

Galbraith et al. then compare their estimated country-level Gini coefficients
with other available measures in the literature. They report some remark-
able findings. One notable result is that in most advanced social democracies
like Denmark, France, and Germany, there is a substantial disparity between
market income inequality and disposable income inequality. In Denmark, the
difference is about 25 Gini points (the latter having lower inequality than the
former).

Here, I wish that the authors were more precise in the definitions of these 
terms. What is market income? I gather that it includes labor earnings, self-
employment income, and property income like interest, dividends, and rent.
What about pension income? Perhaps, market income includes income from
private pension plans (which are common in the United States but less com-
mon in continental Europe) but excludes income from public pension plans.

What about disposable income? The usual definition of disposable personal
income (DPI) is gross money income minus personal current taxes. If that is
the case, then the difference between market income and DPI is equal to the 
sum of government cash transfers like unemployment insurance and public
pension benefits less personal tax payments. The difference between market
income and DPI thus reflects the effects of the fiscal system on both its benefits
side and its tax side.

Why is the difference between market income and DPI so large? Galbraith
et al. argue that, in the main, the difference stems from the fact that in 
advanced welfare states like Denmark and Sweden very high inequality in mar-
ket income is due to the fact that many households in these countries have zero 
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market income. That is to say, with generous government-provided benefits, par-
ticularly public pension benefits, many families in these countries, particularly
retirees, have no need for additional market income. The government already
provides all that is needed.

This is a very interesting argument. I wish the authors had provided some
empirical evidence to support this view. One might think of using the house-
hold survey data to see, for example, whether Denmark has a higher share of 
households with zero market income than the United States. I also think that
capital income must play some kind of role. The fact that capital income is very 
unequally distributed must also partly explain the much higher level of market
income inequality than that of disposable income (or of labor earnings).

There are a few notable differences between measures of household income
inequality based on sample surveys or tax records and the EHII measure. One
that they comment on is the United States. As the authors note, the EHII misses 
the great peak in inequality that appeared in 2007, just before the onset of the
Great Recession. The reason they give is that top incomes are driven to a large
extent by capital asset prices, in the form of realized capital gains, stock options
realizations, and the like. This type of income fluctuates closely with the stock 
market. In contrast, the EHII estimate of gross household income inequality
is derived solely from the dispersion of pay in the industrial economy, which
is much more stable. This sounds like a plausible explanation. However, the 
authors assert that “few other countries have a similar degree of dependence on
incomes on the capital market.” This again sounds plausible. However, some
empirical evidence on this score would be useful – for example, comparing 
Denmark to the US in regards to the share of capital income in total income.

Indeed, it might be useful to compare the EHII time series of Gini coefficients
with survey-based Gini coefficients for countries where a full time series is 
available from survey sources. The United States is a good example. Gini coef-
ficients for family income are available for 1947 onward on the basis of the
Current Population Survey (CPS). (Gini coefficients for household income are
available for 1967 onward.) One could think of performing a unit root analysis 
on the two series to determine whether they are co-integrated. Moreover, one 
could also include other explanatory variables in the time series regression of 
EHII Gini coefficients on CPS Gini coefficients. Such explanatory variables
might include the share of capital income in total personal income, the share
of female-headed households in total households, the share of elderly house-
holds in total households, and the like. Such a regression analysis might help 
to determine the source of the discrepancy in the EHII inequality series and the 
CPS inequality series.

A second is a set of large emerging market countries such as Mexico, Brazil, 
and South Africa. The authors note that the EHII data are quite good at tracking
trends in inequality over time, at least as indicated by results from survey data.
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However, the EHII estimates tend to be lower than those taken from household
surveys. The authors believe that the differences may stem in part from the 
income definitions used in the various surveys. This seems like a reasonable
view. Once, again, however, it might be helpful to check at least one of the 
surveys (say for Mexico) to determine what the income definition is and how
it differs from that of, say, the United States.

Another useful comparison would be between the EHII database and data
from the Luxembourg Income Study (LIS). LIS is a collection of household
microdata like the Current Population Survey. There are now data avail-
able from some 40 countries, covering both advanced industrial nations like
France and Germany as well as middle and upper-middle countries like China,
Hungary, Romania, and the Czech Republic and less developed countries like
India and Guatemala. The advantage of the LIS is that it is possible to construct
comparable income definitions across countries. A large number of studies 
have been completed to make cross-national comparisons of income inequality
on the basis of the LIS. Studies that report Gini coefficients include O’Higgins,
Schmaus, and Stephenson (1989) and Buhmann, Rainwater, Schmaus, and
Smeeding, (1988).for 1980 or so; Atkinson, Rainwater, and Smeeding (1995)
covering the years 1979 to 1987; and Smeeding (2005) for 2000 onward.

Here, too, one might want to compare the EHII Gini coefficients with those
from these studies and others for the same country and year. Both level com-
parisons and rank comparisons might be of interest. How do the EHII Gini
coefficients stack up relative to those computed from the LIS? Is the rank order
in terms of inequality from the EHII relatively similar to that based on the LIS
data? These comparisons would also be useful to determine the validity of the 
EHII data.

All in all, the EHII database seems like an important addition to the collec-
tion of international databases on income and inequality. The upshot depends
on what purposes the EHII database will be put to use. The Penn World Tables 
(PWT), for example, has been used in a multitude of cross-country comparison 
studies on productivity growth and its determinants. One interesting feature
of the PWT is that it includes a special code for data considered less reliable
than that for the vast majority of countries. The EHII might consider includ-
ing a special code of that nature for countries where notable discrepancies are 
found with survey data estimates of household income inequality (Mexico, for 
example).

One would think that the EHII could be used for a similar set of cross-country 
comparisons of the determinants of inequality. The fact that the EHII has a
pooled cross-section structure will make the econometric estimation particularly 
powerful. One could think of a whole set of explanatory variables. These might 
include: (i) measures of the extent of international trade; (ii) immigration flows 
as a share of the population; (iii) the extent of unionization in the country;
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(iv) measures of technology such as the ratio of investment in computer and
information technology to employment; (v) productivity growth – both labor 
and total factor productivity; (vi) structural variables such as the share of agri-
cultural value added in GDP; (vii) capital income as a share of national income;
(viii) family structure variables such as the share of single female households
in the total household count or the share of elderly households in the total
household count; and (ix) political economy variables such as the relative level
of a national minimum wage, social transfers as a share of GDP, and so on. Such 
cross-country analyses will make the EHII a particularly useful tool.
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4.1 Introduction

Over the long run, sustained growth is central to poverty reduction. The rapid
growth seen in much of the world over the past few decades – notably, but not 
only, in China and India – has led to an unprecedented reduction in poverty.
And, in general, increases in per capita income tend to translate into propor-
tionate increases in income of the poor. As Dollar and Kraay (2002) memora-
bly put it, “Growth Is Good for the Poor.” All the more reason, then, to place
sustainability of growth at the center of any poverty reduction strategy.

The recent global crisis – and the impact this is having on economic activity, 
jobs, and the poor – is thus rightly spurring a renewed focus on the drivers of 
growth, including possible links between income inequality, crises, and growth
sustainability. Piketty and Saez (2003) underscore the sharp rise in income
inequality in the United States in the past two decades and its return to levels
not seen since the late 1920s. A number of analysts have investigated how
this may have contributed to the crisis. Rajan (2010) points to the political
and economic pressures that led high-income individuals to save, low-income
individuals to sustain consumption through borrowing, and financial institu-
tions and regulators to encourage the process. Kumhof and Rancière (2010) 
detail the mechanisms that may have linked income distribution and financial
excess, arguing that the same factors may have been at play in both the Great
Depression and the Great Recession.
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Some inequality is integral to the effective functioning of a market econ-
omy and the incentives needed for investment and growth (Chaudhuri and
Ravallion, 2006). But too much inequality might be destructive to growth.
Beyond the risk that inequality may amplify the potential for financial cri-
sis, it may also bring political instability, which can discourage investment.
Inequality may make it harder for governments to make difficult but neces-
sary choices in the face of shocks. Or, inequality may reflect lack of access of 
the poor to finance and thus fewer opportunities to invest in education and
entrepreneurial activity.

Earlier analyses have recognized the complex linkages among income distri-
bution, growth, and policies to counter inequality. This chapter takes up the
issue of whether growth can in fact be sustained in the face of a highly uneven 
income distribution. Does less inequality help to increase the duration of 
growth? Are inequality and unsustainable growth two sides of the same coin,
or largely unrelated issues?

This chapter draws on earlier work (Berg, Ostry, and Zettelmeyer, 2012) that 
looked at growth in a way that emphasizes the turning points in countries’ 
growth trajectories, and especially what determines when a long period of 
growth – a “growth spell” – comes to an end. Here the focus is squarely on the
relationship between income distribution and the length of growth spells. The
main finding is that equality seems to drive more sustainable growth.

But does such a finding of itself support efforts to redistribute? In particular,
inequality may impede growth at least in part because it calls forth efforts to 
redistribute through the fiscal system, efforts that themselves may undermine
growth. In such a situation, even if inequality is bad for growth, taxes and
transfers may be precisely the wrong remedy. While the literature on this score 
remains controversial, the notion of a tradeoff between redistribution and 
growth seems deeply embedded in policymakers’ consciousness. The negative
effect of redistributive policies is indeed the central theme of Arthur Okun’s
famous (1975) book on the trade-offs between efficiency and equity and on the
efficiency “leaks” that efforts to reduce inequality engender.

Some recent research (Ostry, Berg, and Tsangarides, 2014) suggests that redis-
tribution has a generally benign impact on growth; only in extreme cases is
there some evidence that it may have direct negative effects on growth. Given
our earlier finding that equality exerts a protective effect on growth duration, 
the combined direct and indirect effects of redistribution – including the
growth effects of the resulting lower inequality – are, on average, pro-growth.

4.2 Income distribution and growth sustainability

To what extent is the duration of growth episodes related to differences in
country characteristics and policies, including income distribution? It has 
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long been recognized that the quality of economic and political institutions, 
an outward orientation, macroeconomic stability, and human capital accu-
mulation are all important determinants of economic growth, and much
work has gone into understanding the mechanisms and policy implications
of these relationships. This chapter argues that income distribution may
also – and independently – belong in this “pantheon” of critical growth 
determinants.

4.2.1 Why income distribution?

To set the stage, Figure 4.1 presents a simple correlation between length of 
growth spells and the average income distribution during the spell for a sample 
of countries. The measure of inequality is the Gini coefficient, which varies
from 0 (all households have the same income) to 100 (all income received by 
one household).

There is a pattern here: more inequality seems associated with less sustained 
growth. What are the possible channels through which income inequality
affects growth sustainability?

• Credit market imperfections. Poor people may not have the means to 
finance their education. A more equal distribution of income could thus 
increase investment in human capital and hence growth. In the data used
here, there is a negative correlation between some indicators of human capi-
tal (notably, secondary education achievement) and income distribution, 

Figure 4.1 Duration of growth spells and inequality
Note: This figure includes spells that end in-sample (completed spells) only, because the length of 
incomplete spells is unknown. For this figure, minimum spell length is five years.
Source: Penn World Tables and Wider World Income Inequality Database.
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even controlling for per capita income. This echoes the arguments in
Wilkinson and Pickett (2009) that more unequal countries suffer from rela-
tively poor social indicators.

• Political economy. In economically unequal countries, political power may 
be distributed in a more egalitarian fashion than economic power. Efforts to
use this political power to effect redistribution, say, through the tax system, 
may create disincentives to investment and result in lower or less durable
growth (Alesina and Rodrik, 1994). Meanwhile, efforts by economic elites
to resist this redistribution, for example, through vote buying and other
corrupt behavior, itself could be distortionary and wasteful and thus also
detrimental to growth (Barro, 2000).

• Political instability. Income inequality may increase the risk of political
instability, and the resulting uncertainty could reduce incentives to invest 
and hence impair growth. Rodrik (1999) argues that inequality and political
instability may hamper countries’ effectiveness in responding to external
shocks. Similarly, Berg and Sachs (1988) find that unequal societies tended 
to experience relatively severe debt crises in the 1980s. IILS (2010) highlights
links between unemployment and social unrest.

Against the background of these mechanisms, the question is whether the data
lend support to the notion that societies with more equal income distributions
have more durable growth.

4.2.2 Many hazards to growth

Many factors are likely to play a role in the duration of growth spells. In this
section, the relationship between duration and inequality – and other key 
potential determinants – is examined more systematically. It goes almost 
without saying, given the nature of statistical relationships, that what fol-
lows should be interpreted as highlighting associations rather than causation,
suggesting tentative stylized facts that seem to emerge from the data.

The approach here borrows from the medical literature that aims to gauge, 
for example, how long someone might be expected to live conditional on cer-
tain factors, for example, whether the person is a smoker, his or her weight,
gender, and age (time “in the spell”). In our context, the probability that 
a growth spell will end depends on its current length and various “hazards” 
to growth. The analysis distinguishes between conditions at the onset of a
growth spell and changes during the course of it. The latter are most interest-
ing for the question of what policies might be able to extend the life of an
ongoing spell.1

Unfortunately, there are not nearly enough data to test all the main growth
theories – and hence candidate variables – at once. There are simply too few
spells and too many candidates to disentangle everything. So the strategy is to
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look at possible determinants of duration one at a time and then try to synthe-
size the findings. The variable-by-variable analysis suggests the following are
correlated with longer growth spells:2

• Better political institutions. Many have argued that political institutions that
constrain the executive and secure political accountability help to sustain
growth. We also find that several measures of better political institutions are
correlated with longer spells.

• Increases in education, health, and physical infrastructure. One strong effect is
of within-spell improvements in primary education. In addition, both the
initial level and increases in child mortality reduce the expected duration of 
a spell, though with mixed significance and magnitude. 

• Financial development. In line with conventional wisdom, increases in the
ratio of bank deposits to GDP during the spell seem to have a protective
effect.

• Trade liberalization. There is a significant and large effect of trade liberaliza-
tion, consistent with the notion that mechanisms such as increased market
size, promotion of competition, and transmission of know-how may link 
trade openness and growth and make growth more durable.

• International financial integration, depending on the nature of the capital flow.
Foreign direct investment (FDI) seems to help duration, whereas growth of 
external debt seems to hurt (consistent with the findings in Dell’Ariccia 
et al., 2008).

• Competitiveness and export structure. Avoidance of exchange rate overvalu-
ation, high shares of manufacturing exports in total exports, and various
measures of the “sophistication” of export structures (Hausmann, Rodriguez,
and Wagner, 2006; Hausmann, Hwang, and Rodrik, 2007) are all correlated 
with longer growth spells.

• Macroeconomic volatility. Increasing rates of currency depreciation and
inflation both reduce the expected length of spells.

• External shocks. Reductions in the terms of trade and increases in US interest
rates, in particular, are associated with shorter spells. 

• Inequality. There is indeed a large and statistically significant association
between low income inequality and growth duration. Inequality is among
the variables with the economically strongest effect on predicted spell
duration. It is also among the most robust variables, in that it remains
statistically significant across samples.

Overall, the results of the analysis have the flavor of some interpretations of 
the East Asian “miracle”: growth is most enduring in countries that main-
tain outward orientation, have inward FDI but perhaps not much external
debt or deficits, maintain macro stability, and have relatively equal income 
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distribution. Given this, it is worth noting that overall results hold up even
when Asia is excluded from the sample.

4.2.3 Putting the hazards together

So far, we have looked one by one at the possible factors influencing the dura-
tion of growth spells. It is possible that many of the identified determinants of 
spell duration are themselves correlated with one another. For example, perhaps
inequality is only indirectly capturing the effects of poor institutions, poor health 
or education, or other factors that might be the true drivers of growth duration. 

To address this possibility, we now examine the joint effect of the above 
factors. Many potential determinants of duration remain important in this
multivariate analysis, though their statistical and economic significance varies
substantially depending on the exact sample, whether or not other poten-
tially important variables are also included, and so on. Several variables are
significant in at least some samples and specifications.

Figure 4.2 presents the results from the preferred multivariate specification
in Berg, Ostry, and Zettelmeyer (2012). To give a feeling for the importance
of each variable, the figure reports the increase in expected spell duration for
a given increase in the variable in question, keeping other factors constant. 
Doing so requires first calculating expected duration when all variables are at 
the median for the sample (the 50th percentile). The expected duration is then
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Figure 4.2 Effect of increase of different factors on growth spell duration
Note: For each variable, the height of the bar shows the percentage increase in spell duration resulting
from an increase in that variable from the 50th to the 60th percentile, with other variables at the 50th 
percentile. For trade, the figure shows the benefits of having an open instead of a closed regime, using 
the Wacziarg and Welch (2008) dichotomous variable. For autocracy, the figure shows the effects of a
move from a rating of 1 (the 50th percentile) to 0 (the 73rd percentile.)
Sources: Berg, Ostry, and Zettelmeyer (2012) and authors’ calculations.
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recalculated when the variable in question improves by 10 percentiles.3 The
main results are as follows:

• Better political institutions – measured by “autocracy” according to the Polity
IV database – are correlated with longer spells: a reduction in autocracy from
a rating of 1 (which corresponds to the sample median) to 0 on the 10-point
scale is associated with a 25 percent longer spell.

• Liberalized trade – measured with the Wacziarg and Welch (2008) dichoto-
mous variable that takes a value of 1 when trade has been liberalized and 0 
otherwise – is associated with a 45 percent longer spell.

• A smaller real exchange rate overvaluation is associated with more durable
growth. A decrease in overvaluation by 10 percentage points of the real 
exchange rate – measured as a deviation from purchasing power parity, after
adjusting for per capita income – is associated with an 8 percent increase in
expected spell length.

• The effects of financial globalization again depend on the nature of the capital 
flow. Higher FDI inflows are associated with longer spells, with an increase
from 8 to 12 percent of GDP in FDI liabilities associated with an expected spell
duration that is 15 percent longer. Lower external debt is associated with longer
spells; a decrease from 44 to 39 percent in the ratio of external debt to GDP 
suggests an increase in the duration of the growth spell of about 2 percent.

A number of other variables that work one by one do not remain significant in 
the joint analysis. This may reflect the difficulty in identifying many different
effects in a limited sample of spells, but possibly also that they are – at least
in part – not independent drivers of duration but rather manifestations of the
underlying forces captured by some of the above variables.4

4.2.4 Inequality: a significant hazard to growth sustainability

The key result from the joint analysis is that income distribution survives as
one of the most robust and important factors associated with growth duration.
As Figure 2 demonstrates, a 10-percentile decrease in inequality – the sort of 
improvement that a number of countries have experienced during their spells –
increases the expected length of a growth spell by 50  percent. Remarkably,
inequality retains a similar statistical and economic significance in the joint
analysis despite the inclusion of many more possible determinants. This sug-
gests that inequality seems to matter in itself and is not just proxying for other
factors. Inequality also preserves its significance more systematically across
different samples and definitions of growth spells than the other variables.
Inequality is thus a more robust predictor of growth duration than many
variables widely understood to be central to growth.

The estimates of the effects of inequality mainly rely on cross-country
variation, because generally inequality is fairly stable through time for a given 
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country. But sometimes income distribution does change dramatically, as in
the United States, China, and a number of developing countries over the past
few decades. And the estimates suggest that such changes may have significant
effects on expected growth duration. To take one example, Brazil has comple-
mented market-oriented reforms with progressive social policies aimed directly
at poverty reduction (Ravallion, 2009). The multivariate estimates would
suggest that the resulting decline in Brazil’s Gini would, other things equal,
increase the expected length of a growth spell by some 40 percent.

Income distribution is only one measure of social heterogeneity. Several
authors have argued that ethnic or religious fractionalization plays a similar
role to inequality in making a country more vulnerable to shocks or more 
unstable.5 Anecdotally, there are clearly times when ethnic fractionalization 
seems to be associated with political and economic instability. And it seems 
plausible that ethnic and other sorts of fractionalization are correlated with
and indeed interact with income distribution in complex ways. We find some 
evidence to support the idea that higher ethnic fractionalization is associated
with shorter growth spells, but the effect varies substantially across samples
and is often not statistically significant. For growth spells, at least, the evidence 
seems firmer on the importance of income inequality.

4.3 Redistribution and growth

My work, using data from Solt (2009), that is presented in Ostry, Berg, and 
Tsangarides (2014), looks at the relationship between growth duration on the
one hand and inequality and redistribution on the other.

Before giving a flavor of the empirical results from this research, we can 
observe in Figure 4.3 that there is a strong negative relation between the level 
of net inequality and growth in income per capita over the subsequent period
(top panel), and there is a weak (if anything, positive) relationship between
redistribution and subsequent growth (bottom panel). We can observe roughly
similar simple correlations for spell length (Figure 4.4), with a strong negative
relationship between the level of net inequality and the duration of growth
spells and a weak (in this case slightly negative) relationship between redistri-
bution and the duration of growth.

The empirical findings in Ostry, Berg, and Tsangarides (2014) suggest that
when redistribution is already high (above the 75th percentile), there is evi-
dence that further redistribution is indeed harmful to growth, as the Okun
“big trade-off” hypothesis would suggest. When it is below that level, however, 
there is no evidence that further redistribution has any effect on growth. 

These findings suggest that, contrary to the big trade-off hypothesis, the
overall effect of redistribution is pro-growth, with the possible exception of 
extremely large redistributions (Ostry and Berg, 2014). There is no negative 
direct effect, and the resulting lower inequality seems to be associated with
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longer growth spells. For very large redistributions, the point estimate of the 
effect of redistribution on growth is negative and somewhat larger in absolute
value than the estimated (positive) effect of inequality on growth, but this dif-
ference is statistically insignificant. This means that even in the case of large
redistributions, there is little evidence of an overall adverse effect on growth,
since the pro-equality and disincentive effects of the transfers roughly balance
one another out. For smaller transfers, those of less than 13 Gini points, the 
evidence suggests that the overall effect of redistribution would be growth-pos-
itive (though not statistically significant): roughly neutral, but imprecisely esti-
mated, direct effects of redistribution, and a statistically significant  protective
effect of the resulting reduction in inequality.

Figure 4.3 Growth, inequality, and redistribution
Note: Simple correlations between growth in the next 10 years, and the average net income inequality
and transfers for a sample.
Source: Penn World Tables version 7.1, SWIID 3.1, and authors’ calculations.
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The results in Ostry, Berg, and Tsangarides (2014) on the effects of redistribu-
tion seem to hold also when controlling for a number of other potential deter-
minants of spell duration. Additional controls preserve the results related to
inequality. The results with respect to redistribution are more fragile, however. 
In particular, the negative effect of very large transfers seems to disappear when 
certain other factors are controlled for, such as exogenous shocks, institutions,
debt liabilities, and openness.

4.4 Some tentative policy implications

The main results in this chapter are that: (i) increasing the length of growth
spells, rather than just getting growth going, is critical to achieving income
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gains over the long term; and (ii) countries with more equal income distribu-
tions tend to have significantly longer growth spells. Attention to inequality
may be warranted for social reasons, independently of its effects on growth
(Wilkinson and Pickett, 2009). The evidence presented here suggests, however, 
that it is difficult to separate the issues of growth and distribution over long 
horizons. Rather, growth and inequality-reducing policies are likely to reinforce
one another and help to establish the foundations for a sustainable expansion.

In addition, with respect to redistribution, extreme caution – and thus 
inaction – is unlikely to be appropriate in many cases (Ostry, 2014). On aver-
age, across countries and over time, the things that governments have typi-
cally done to redistribute do not seem to have led to bad growth outcomes,
unless they were extreme. And the resulting narrowing of inequality helped
support more durable growth, apart from ethical, political, or broader social
considerations.

It is nonetheless necessary to be cautious about what specific sorts of policies 
can be recommended based on the evidence presented here. This chapter has 
uncovered some patterns in the growth spell data. But income distribution is
only a part of the story – there are clearly many other variables involved and
much about growth spells that remains unexplained. Also, it is hard to sepa-
rate cause from effect. And, of course, policies affect growth directly as well as
through income distribution. It is important to think through some of these
complications before drawing specific policy conclusions.

Inequality is partly the outcome of market forces (Welch, 1999), but this does
not suffice to justify policy inaction. In general, if increasing inequality were
somehow a natural counterpart to the development of a market economy, then 
one would expect richer countries to be more unequal, but they are not – if 
anything the reverse is true. Rather, much of the vast cross-country and time
series variation in income inequality cannot be rationalized as an efficient mar-
ket outcome. Some, for example, seems to be related to historical landholding
patterns. These patterns – notably the prevalence of plantation versus small-
holding agriculture – have little to do with current economic realities, but they 
seem to have set in motion human capital accumulation paths and societal
organizations that continue to drive income distribution in the present day.
Consistent with the evidence presented in this chapter, countries with more of 
this sort of “structural” inequality tend to grow more slowly (Easterly, 2007).

It would clearly be taking these results too far to conclude that an all-out effort
to reduce inequality is the key to sustaining growth. Sometimes the positive 
direct effect of certain policies on growth may outweigh their negative effects
on income distribution. For example, the initial reforms that ignited growth in
China involved giving stronger incentives to farmers. Overall, this increased the
income of the poor and reduced overall inequality as it gave a tremendous spur 
to growth. However, it probably led to some increased interfarmer inequality,
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and efforts to somehow resist this component of inequality would likely have 
been counterproductive (Chaudhuri and Ravallion, 2006).

There is nonetheless surely policy scope to improve income distribution
without undermining incentives – perhaps even improving them – and thereby 
contribute to lengthening the duration of growth spells.

• Better targeting of subsidies can be a win–win proposition, as with the real-
location of fiscal resources towards subsidies of goods that are consumed
mainly by the poor, which can free up capacity to finance public infrastruc-
ture investment while better protecting the poor (Coady et al., 2010).

• Active labor market policies to foster job-richer recoveries (ILO, 2011) may
help to make recoveries more sustainable, especially as rising unemploy-
ment appears to be associated with deteriorations in the income distribution
(Heathcote, Perri, and Violante, 2010).

• Equality of opportunity can make for both more equal and more efficient 
outcomes (World Bank, 2005). For example, effective investments in health 
and education – human capital – may be able to square the circle of pro-
moting durable growth and equity while avoiding shorter-run disincentive
effects (Gupta et al., 1999). Such investments could strengthen the labor
force’s capacity to cope with new technologies (which may have contrib-
uted to more inequality in a number of cases), and thereby not only reduce
inequality but also help sustain growth. They could also help countries
address possible adverse distributional consequences of globalization and 
reinforce its growth benefits.

• Some countries have managed through pro-poor policies to markedly reduce 
income inequality. Brazil, for example, after its market-oriented reforms of 
1994 implemented active pro-poor distributional policies, notably, social 
assistance spending, that were critical to substantial reductions in poverty
(Ravallion, 2009).

• Well-designed progressive taxation and adequate bargaining power for labor 
can also be important in promoting equity, though with due attention to 
the need to avoid dual labor markets that perpetuate divisions between
insiders and outsiders.

Beyond policy implications at the country level, there are also some lessons
here for international institutions such as the IMF.

• Attention to distribution is important simply to understand risks to growth 
at the country level. Substantial attention has been placed on countries’
vulnerability to crisis over near-term horizons. But crises and growth down-
breaks are not tightly correlated. This may reflect partly the fact that the link 
between downbreaks and the timing of crises is not immediate, with growth
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spells in many cases tending to end several years before a full-blown macro
crisis. Some of the developing-country debt crises of the 1980s and 1990s 
may have resulted from borrowing that was premised – falsely as it turned
out – on the continuation of high growth.

• Second, the efficacy of some standard policy recommendations may depend
on forces related to distributional issues. It may be simultaneously true that 
inadequate regulation lay behind the financial crisis in the United States
and that increasing inequality underlay the pressures on lenders and bor-
rowers to overleverage. Better analysis of macroeconomic and financial
sector linkages, and thus more appropriate regulation, can surely help. But
such analysis cannot ignore the larger context of rising inequality if it is to
yield useful policy advice.

The policy conclusions of this chapter hark back to an earlier emphasis on
poverty and inequality. The 1980s debt crises and the resulting difficult period 
of structural adjustment programs brought home the fact that sustainability 
of adjustment was possible only when the benefits were widely shared. As a
result, substantial attention was focused on how to achieve adjustment and
growth with equity. Many analyzed the relationship between fiscal and other 
macroeconomic policies and equity. IMF lending facilities were redesigned, 
culminating in the conversion of the Fund’s flagship facility for low-income 
countries from the Enhanced Structural Adjustment Facility into the Poverty
Reduction and Growth Facility.

After many years of “great moderation,” some of these lessons may have been
forgotten. In the face of the current global economic turmoil and the need for
difficult adjustment in many countries, it would be useful if these lessons could
be remembered rather than relearned. It will remain the case that the policy 
considerations on the ground are complex. The main contribution of this
chapter may be to push slightly the balance of considerations towards the view
that attention to inequality may serve both equity and growth at the same time.

Notes

1. Many of the spells have not ended and their eventual length is unknown. However, 
the statistical techniques used in this section take these incomplete spells into 
account. If some factor is common to long incomplete spells but absent in short 
complete spells, a protective effect on duration can be identified.

2. Even these “bivariate” estimations include initial income, in addition to the variable 
of interest, to avoid misattributing to another variable the effects of underdevelop-
ment itself, with which that variable might be correlated. It turns out that low initial 
income is independently a significant predictor of longer spells. The estimations can 
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also shed some light on whether the length of the spell itself is a risk factor, which 
it appears to be (the hazard is increasing in the time spent in the spell), even after 
including the other potential determinants.

3. To take the Gini as an example, the median in the sample is 40. A 10-percentile
improvement takes the Gini to 37, which represents more equality than 60 percent 
of the Gini observations in the sample.

4. Lack of significance of manufactured exports may reflect the notion that these oper-
ate mainly by creating stronger institutions and reform constituencies, as suggested 
by Johnson, Ostry, and Subramanian (2007). Macro stability variables are also not 
terribly robust, possibly reflecting the idea that inflation reflects deep distributional 
conflicts (Taylor, 1991).

5. Easterly and Levine (1997), for example, attribute differences in a number of impor-
tant public policy and economic indicators such as low schooling, political instability,
and macroeconomic mismanagement to high ethnic fractionalization. However, they
do not also control for income distribution.
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The chapter by Jonathan Ostry offers an interesting synthesis of two lines of 
research to which he has been closely associated: the relationship between
income inequality and the length of growth spells (as analyzed in Berg, Ostry
and Zettelmeyer, 2012) on the one hand, and the relationship that links
inequality and growth (as studied in Ostry, Berg and Tsangarides, 2014) on 
the other. The following comments focus exclusively on the latter, because of 
the particular relevance of that line of research for economic and social policy.

Over the last twenty years or so, numerous attempts have been made to
give evidence of some systematic relationship between income inequality and
economic growth. According to theory, there are several channels through 
which such a relationship could go, with the sign of the relationship depend-
ing on the specific channel being considered. Hence the attempt to resolve this 
theoretical ambiguity through a careful empirical analysis of existing evidence
across countries and across time periods. Is it possible to say that, overall,
inequality in the distribution of income is bad, or possibly good for growth?

One weakness of the existing empirical literature is the essentially ‘reduced
form’ nature of the relationship being tested and therefore the difficulty in 
relating findings to theory. Another weakness is the frequent inadequacy of 
the theoretical argument being invoked and thus the hypothesis being tested
in relation with the data being used. For instance, many contributions would
insist on the growth slowing-down effect of income redistribution, the latter
being caused itself by too unequal a distribution of market income. Yet they
focus ultimately on the empirical relationship between the post-redistribution
level of inequality and growth whereas the right ‘structural’ approach would
be to focus on the one hand on the relationship between the extent of redis-
tribution and market income inequality, and on the other hand that between 
growth and redistribution. The right ‘reduced form’ would thus be a model 
with the growth rate over some period of time on the left-hand side of the 
equal sign and gross income inequality on the right-hand side.

Comments on “Inequality
and the Fragility of Growth”
by Jonathan D. Ostry
François Bourguignon
Paris School of Economics
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A valuable contribution of the paper by Ostry, Berg and Tsangarides (OBT 
in what follows) is precisely to tackle more rigorously this issue of pre- and
post-redistribution income distribution and redistribution itself. Doing so,
they show that available panel data on country growth rates, inequality and 
redistribution lead to three important conclusions: (a) more unequal countries
tend to redistribute more; (b) more unequal countries, by net incomes, tend to 
grow more slowly; (c) redistribution per se does not seem to have a significant 
effect on growth.

Those conclusions are in rough agreement with what many analysts and
policymakers think on the basis of economic theory or their own intuition.
They would probably all wish that the preceding empirical results be solidly
founded so that they could use that evidence to convince reticent politicians
that income equality and redistribution truly matter for growth and devel-
opment. Yet, even when abstracting from the general criticism made to
cross-country evidence as a support for policy recommendations, the policy
implications of the results found by OBTs are not without some ambiguity and 
the results themselves may not be as strong as they appear.

The following comments are organized into three parts. The first part dis-
cusses the specification that is being used by OBT in the perspective of the 
existing theory of inequality and growth. The second part focuses on the way
redistribution is measured, both conceptually and empirically. The last part 
handles the issue of distribution and redistribution data, as the authors use
a new ‘synthetic’ database that relies on multiple imputation techniques for 
missing direct observations and whose properties and implications are not 
fully known.

What kind of inequality on the right-hand side?

There are various concepts, definitions and measures of economic inequal-
ity. It may not mean very much when one hears that “inequality is harmful
to growth”, or possibly the opposite, as long as the kind of inequality that is 
being considered is not clearly specified. Is it the inequality of disposable (or
net) incomes, market incomes (that is, incomes before taxes and transfers),
wealth, education, or more generally the inequality of opportunities? On all
these aspects theory has something to say.

Too much net income inequality may be responsible for social and political
unrest, and even crime and violence, which discourage investment and entre-
preneurship. Absent unrest, however, inequality may be favorable to growth if 
rich people save and invest proportionally more than low- and middle-income
people. The net income distribution may also be seen as resulting from the
market income distribution and the redistribution policy in place. For instance, 
the higher the inequality of market incomes the stronger the redistribution,
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either through majority voting, as in the well-known Meltzer–Richard model, or
through other channels. Then, as a stronger redistribution may have a negative 
impact on growth - though higher taxes discouraging savings and entrepreneur-
ship - it is the inequality of market income that should ultimately be one of the 
exogenous determinants of slower or faster economic growth among others.

One may also argue that the distribution of market incomes is itself influ-
enced by all kinds of public interventions, including market regulation, price
controls, indirect taxes and subsidies, minimum wages, wage-setting in the 
public sector and state-owned enterprises, and so on. All these channels may
be responsible for changes in the degree of inequality and in the overall growth
rate of the economy. Which one is most often difficult to disentangle. In any
case, the point is that not even the inequality of market incomes can really be
considered as an exogenous determinant of economic growth.

One can then go one step further up and consider that market incomes
remunerate productive factors in the hands of people, so that the relationship
between inequality and growth has actually to be sought in the distribution
of wealth, labor skills, education and, more generally, the income-generating
opportunities offered to people. For instance, some theories were developed to
explain how, in presence of credit market imperfections, too unequal a distri-
bution of wealth could generate a slow growth of the economy through the
credit rationing of people with no or little wealth to be used as collateral.1 More 
generally market imperfections leading to people having an unequal access to 
income generating or enhancing opportunities, may be directly responsible
both for inefficient and slow growing economies and for high market income
inequality. If so, it is not the inequality of incomes that should appear on the RHS
of regressions trying to explain how inequality affects growth but the inequality
of opportunities.2

In short, the theoretical literature about the growth–inequality relationship
suggests that it is both complex and marred everywhere with endogeneity.
Without structural models describing the various channels just mentioned, 
it would be difficult to recognize any true causality between some inequality
variable on the RHS of a regression and growth on the LHS. Unfortunately, 
structural channels and the variables that could describe how they work are
themselves excessively difficult to observe or to quantify.

All this does not mean that nothing can be said on the relationship between
inequality and growth. Undoubtedly, capital market imperfections, labor mar-
ket discrimination, unequal access to quality education or undemocratic deci-
sion making about public goods and infrastructure are responsible for income
inequality, economic inefficiency and slow growth. There is ample micro-
evidence of such imperfections and their effect. But it is difficult to aggregate
all that micro-evidence to derive a quantitative macro relationship between 
those specific sources of inequality and growth.
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Under these conditions, having gross or net income inequality on the RHS of 
a cross-country regression is simply a way of taking into account that there are 
more or less important sources of inequality in the economies which somehow
reflect themselves in slower or faster growth. But it would be difficult to infer
from such a relationship any kind of causality and, in particular, to consider 
that changing the RHS variable, in one way or another, will affect growth in a
definite direction.

The specification used by OBT is an interesting way of resolving some of the
preceding ambiguity. By introducing the extent of redistribution as a potential
determinant of growth, along with income inequality, it should in theory allow
for the identification of that part of income inequality that affects growth
through redistribution – that is, the Metzler–Richard channel. The coefficient 
of the income inequality variables would then stand for the direct effects of 
inequality on growth, all causes combined. For this to be the case, however,
some exogeneity assumptions are required.

The complete structural model analyzed by OBT has the following
specification:

R = aGY + b+ u (1)

And

g = cX + dR + eGy + v (2)v

where GY andY Gy are respectively the inequality of the gross and net income dis-y

tribution, g the rate of growth of the economy,g R the extent of redistribution, as 
measured by R = GY − Gy, X a set of observed other growth determinants, whereasX
u and v stand for unobserved determinants andv a, b, c, d and d e are coefficients 
to be estimated on a panel of country observations in various periods.

Estimating (2) as a single equation actually requires assuming that both
the extent of redistribution and the inequality of net incomes are exogenous t
with respect to unobserved growth determinants, v. But using (1) does not
help. Clearly, R cannot be instrumented by GY, even assuming market income YY

inequality is truly exogenous. Indeed, (2) may be rewritten as:

g =cX + dR + e(GY + R)+ v

so that instrumenting R by GY would lead to full co-linearity. In the absence of 
some truly exogenous determinant of redistribution, other than GY, YY and pos-
sibly X, it is not be possible to identify separately the effects of R and Gy in (2)y

without assuming full exogeneity of both GY and R with respect to unobserved
growth determinants.3
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Another problem is that of the proper measurement and, as a matter of fact, 
the observability of R (or equivalently GY, given YY Gy). This is the issue we now
turn to.

Measuring redistribution

As seen above, OBT do measure redistribution, R, as the difference in the 
inequality of market and net incomes, R = GY − Gy. This is the so-called 
Smolenski–Reynolds measure of redistribution. There are other choices. One
could also use redistribution instruments, which is to say taxes and transfers,
rather than their effect on inequality. As a matter of fact, a sizable part of the
empirical cross-country growth literature tested the influence of taxation on 
growth rates, even though not necessarily in connection with inequality.4 But, 
of course, using information on the distribution of income before and after 
taxes and transfers is a more direct approach, even though the way a given
level of redistribution is achieved – for example, through various types of taxes
and transfers – may matter a lot in analyzing how redistribution may affect
economic growth.

Another issue is whether redistribution must be measured as the absolute
or relative difference between the inequality of the market and the disposable
income distribution. A simple argument suggests that a relative definition of 
redistribution may be preferred.

Consider the case of a linear redistribution system where disposable income, 
y, depends on market income, Y, in the following way:Y

y = Y(1− t) + T (3)

where t is the tax rate andt T is a lump-sum transfer identical for all people in T
the economy, or possibly the supply of a public good. The government budget
constraint imposes that, in the absence of leakages in redistribution:

T = t.Y* (4)

where Y* is the mean market income in the population. This formulation YY
permits a direct representation of both the progressivity and the potential 
growth effect of redistribution. The extreme case t =1 would correspond to the
full equalizing of incomes, whereas t = 0 corresponds to no redistribution and
t < 0 leads to a regressive distribution by which inequality increases though
the tax-benefit system rather than the opposite. This tax rate is relevant not
only because it is an indicator of the extent of redistribution but also because
simple theoretical models of growth suggest the tax rate on income is a major 
determinant of saving behavior and growth.
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It turns out that, when inequality is measured by the Gini coefficient, the
difference between inequality before and after linear redistribution as defined
by (3) and (4) is given by:5

R=GY −Gy = tGY

On that expression, it is easily seen that the same intensity of redistribution as
defined by the tax rate, generates more or less change in the degree of inequal-
ity depending on the initial level of inequality, GY. Conversely, a redistribution 
system that modifies the Gini coefficient from GY toY Gy may be considered asy

equivalent to a linear redistribution system with a tax rate, t°, given by:

t°tt = (GY −Gy)/GY =R’

In relation with the rate of economic growth, the intensity of the redistribu-
tion is thus better described by the relative variation in inequality, R’, than the
absolute variation, R.

Using R’ rather than’ R in the estimation of models (1) and (2) above can
make a difference. In model (1), the risk is that using the absolute difference
in Gini, rather than the relative difference, will exaggerate the role of initial or
market income inequality in determining the extent of redistribution. In effect,
regressing R on GY using the same database as OBT over the recent years yields Y

a significantly negative coefficient. Yet, the coefficient ceases to be signifi-
cant when R’, rather than R, is used.6 The OBT conclusion that redistribution 
increases with market income inequality must thus be taken with care.

As far as model (2) is concerned, the difference between R and R’ is less’
clear, except that it may be found more satisfactory to use a concept that has
the dimension of a tax rate rather than inequality to represent the impact of 
redistribution on growth. Yet, given the presence of Gy as an additional regres-y

sor, the model has both GY and Gy as explanatory variables. Therefore, using y Gy

and R or Gy and R’ is a matter of functional form and is unlikely to drastically’
modify results.

Another issue linked to using R=GY −Gy as an indicator of redistribution isy

the fact that, as noted by OBT, such a measure misses the redistribution that
goes through in-kind transfers. Whether public expenditures in primary and 
secondary education should be considered as part of the redistribution system 
may be debated. They may as well be considered as public investment in future
human capital and possibly redistribution towards future generations rather
than the present one. This ambiguity about the way public spending on edu-
cation is being handled in redistribution analysis is somewhat of a problem in
view of the fact that it is precisely one of the channels through which redis-
tribution may be thought to affect growth. Things are different in the areas of 



higher education, public health care or infrastructure investments in develop-
ing countries. In all these cases, the distributive impact of public spending has
been shown to be potentially sizable.7

Another component of redistribution not recorded in household surveys 
from which distribution and redistribution statistics are drawn is concerned
with indirect taxation and subsidies. The existence of differentiated indirect
tax rates on consumer goods and, in many developing countries, of consumer
price subsidies on some key products may be responsible for some sizable
redistribution. The only way their distributive impact may be taken into
account is through an in-depth analysis of the general equilibrium effects of 
indirect taxation on consumer prices and the structure of consumer spending
by household income level. Unfortunately, this kind of analysis is available
only for a small number of countries and at some points of time.

If redistribution measures drawn from household surveys miss some impor-
tant components of redistribution, they also sometimes include transfers
which are not truly redistributive. This is the case of those transfers that are
the counterpart of contributions made at an earlier stage in the life cycle of an
individual. In countries where the pension system is predominantly “Pay as
you go” (PYG), it is often the case that pension payments are considered
as cash transfers to households who generally have few other incomes, and
therefore as redistribution to low-income households. It follows that, other
things being equal, redistribution will appear to be much stronger in countries
with dominant PYG pension systems. Yet, it is difficult to ignore the fact that 
these transfers are, at least partly, equivalent to the remuneration of forced
savings by the pensioners during their active lifetime. Redistribution thus takes
place across various stages of the life-cycle rather than across individuals. Yet, 
as total contributions to the social security system are not observed in stand-
ard household income data sets, there is no way to correct for this bias. As a 
consequence, and other things being equal, market incomes will always appear
much more unequal and redistribution stronger in countries with PYG pen-
sion systems than in others. The same remark applies formally to that part of 
the unemployment compensation system that can be considered as  actuarially
neutral.

Data issues

The preceding remarks offer a good transition to data issues. Data on distribu-
tion are often not strictly comparable either across countries and sometimes
even across time periods within the same country. Very often, it is because
they are not based on the same definitions – that is, individual earnings vs fam-
ily incomes, income vs consumption expenditure – and sometimes because 
they do not cover the entire population of a country. OBT use a new data base
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which presents two very serious advantages over other available international
data bases for the kind of econometric analysis they pursue.

Relying practically on all existing primary and secondary data sources on
inequality, the standardized world income inequality database (SWIID) tries
to make inequality data as much comparable with each other as possible
by taking explicitly into account the way they are defined.8 Inequality may 
indeed refer to individual earnings, net household incomes per person or per
adult equivalent, to consumption expenditures, etc. A multiple imputation 
technique is used to convert available data with heterogeneous definitions
to common standards – that is, net and market household income per adult 
equivalent - making use of observations where several inequality measures
with distinct definitions are simultaneously available. As a rough example, a 
country where only the Gini coefficient of the individual earnings distribution
is available in a given year would be imputed a value for the Gini coefficient
of net income per adult equivalent for that year based on a comparison with 
countries, or other years within that country, where both measures of inequal-
ity are available. Final series of Gini coefficients are then smoothened through 
taking a moving average of annual estimates or imputed values. In that way,
SWIID provides annual series of Gini coefficients for equivalized household
income for more than 130 countries in the world over the period 1990–2005
and a bit less outside that period.9

A second advantage of the SWIID database in the present case is to provide
estimates of income inequality according to various definitions of income
and in particular the distinction between net and market income. This makes
it a unique data source for econometric studies of the relationship between 
inequality, redistribution and growth.

At the same time, one must not forget the conceptual difficulties stressed
above in measuring redistribution and also the fact that that there is much less
direct evidence on market incomes than on net incomes. Typically, household 
surveys from which distribution data are drawn would report net incomes and 
its various components, including, of course, cash transfers and direct taxes. It is 
essentially through the latter that market income is being reconstructed. Yet 
it is often the case that transfers and taxes are imperfectly reported. Moreover,
in surveys that report consumption expenditures rather than income, the exer-
cise of decomposing income by sources is not undertaken and the necessary
information for reconstructing market income is essentially missing. For all
these reasons, there are much fewer countries where it is possible to evaluate
with a reasonable degree of accuracy the degree of market income inequality, 
even when abstracting from the conceptual and practical difficulties discussed
above, than there are countries with data on the distribution of net incomes,
or some approximation of it. Given the way SWIID is built, imputations based
on a limited set of auxiliary data are much more frequent for market income
inequality figures. This automatically affects the precision of these data.



It is a good thing in the SWIID database that all data come with an indication 
of their precision. Namely, the multiple imputation technique used to reconsti-
tute unobserved inequality measures is performed a large number of times with
varying assumptions on comparator countries or inequality concepts and the
standard error of all these imputations is recorded in the database. In 2005, it
turns out that, on average, the Gini coefficient of net incomes has a standard
error of 1.3 percentage points, but that of market incomes has a standard error
of 3 percentage points. In some instances, it is indeed pretty high. The standard
error of the Gini coefficient of market incomes is above 5 percentage points
for several sizable countries like Bangladesh,10 Egypt, India, Kenya, Malaysia,
Pakistan, South Africa or Vietnam.

As a result, redistribution estimates, absolute or relative, are still more impre-
cise. For instance, the mean relative redistribution is found to be 17 percent
in 2005 – that is, the net income Gini coefficient is 17 percent below that of 
market income. Yet the mean standard error of that estimate is 5.3 percent.

The econometric consequences of measurement errors on the RHS variables
of a regression is to bias the coefficients of imprecisely measured variables 
downward, making them closer to zero. The issue thus arises of whether the 
non-significant effect of redistribution on growth found by OBT on the basis
of the SWIID data could not be the consequence of measurement errors. In
the present case, the availability of some information on the size of the error
should allow one to see whether this is a valid argument or not. The calcula-
tion is not an easy one as the model being estimated is not a single variable
OLS regression. If this were the case, however, the orders of magnitude of the 
measurement error appearing in SWIID would suggest a rather limited meas-
urement error bias. It was seen above that the standard error of the (relative)
redistribution variable was around five percentage points. This figure should be
compared to the standard error of redistribution in the whole sample which is
around 16 percentage points, a figure not far from the mean redistribution
itself. Converted into variance, this would mean that the measurement error
is around 1/9th of the variance of the redistribution variable. With OLS, the 
resulting bias on the growth-redistribution regression coefficient would there-
fore be 1/9th and would not modify the conclusion reached by OBT. However,
it would be worth trying to measure in a more accurate way this bias, and the 
bias on confidence intervals, entailed by the measurement error within the
GMM estimation framework they use.

It should also be kept in mind that the measurement error provided in the
SWIID database covers only errors due to the multiple imputation techniques
used to construct the database and put a value on missing observations. It does
not cover the conceptual errors discussed above, that is, in-kind redistribution,
contributory benefits (pensions), indirect taxes and subsidies.

A last remark has to be made about the net income inequality data. As men-
tioned above, they are less subject to difficult imputations in the construction of 
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the SWIID database so that their measurement error appears to be moderate and
it is unlikely that the estimated negative effect of inequality on growth rate in
OBT be severely biased. At the same time, it must be stressed that there are very 
good reasons to believe that inequality is grossly underestimated by available
surveys in most developing countries. This is because surveys usually ignore the 
very top of the income distribution - actually more so in those countries than 
in advanced countries - and also that, in surveys that collect income data, prop-
erty income is grossly under-reported. This is a problem both for cross-country 
and over-time comparisons, especially in view of the fact that the GDP share of 
capital income seems to have increased quite substantially in a large number of 
countries in the recent decades,11 suggesting an increasing divergence between
actual and recorded net income inequality. We might actually be missing 
important links between inequality and growth because of this.

Conclusion

In summary, the OBT paper exploits most of the data on distribution both 
pre- and post-redistribution that are available today, thanks to the SWIID data-
base. Of course, the generalized imputation technique used in that database 
makes it probably improper for the analysis of specific countries, imperfectly 
and incompletely covered by surveys. But it summarizes effectively all the
information available across countries and time periods for econometric work. 
The OBT paper innovates not only in relying on a richer set of data, but also 
in introducing some structure into the usual reduced form inequality–growth
empirical literature through explicitly taking into account the role of redis-
tribution, besides that of inequality per se. That inequality of net incomes
affects negatively growth on average and that ‘observed’ redistribution seems
not to have any significant effect are interesting results that are in agreement
with some arguments in the theoretical literature on inequality and growth,
and as far as the first result is concerned with some of the previous empirical 
literature.

Does this mean that these results translate easily into policy recommenda-
tions? Would increasing redistribution, through the instruments explicitly 
taken into account in the data – that is, taxation and cash transfers, really
entail no direct cost and a substantial growth benefit through a more equal
distribution of net incomes? Of course, the cross-country caveat applies here. 
The results obtained apply on average across countries, not necessarily at the
level of specific countries. But the limitation is more serious here because only
a limited set of redistribution instruments is actually taken into account – and 
sometimes wrongly so, as with pensions. If some redistribution instruments are
ignored, then the status of the net income inequality variable remains ambigu-
ous, even though a little less so than in the previous literature where all kinds 



of redistribution instruments are ignored. At the present stage, it remains pos-
sible that the net income inequality variable accounts both for the direct effect
of inequality on growth and for those redistribution instruments not taken
into account by the redistribution variable. In terms of the causality of the 
relationship between income inequality and growth, we have simply learned
that standard redistribution through taxes and transfers has little impact on
growth, provided, of course, that the assumption of exogeneity for market
income inequality and redistribution implicit in the whole approach holds.

Two general conclusions can be drawn from this valuable attempt at integrat-
ing all available data into a cross-country cross-time periods empirical analysis
of inequality, redistribution and growth. The first one is that considerable work 
remains to be done on the data side and some priority should be given to this
agenda at a time the academic and policy communities increasingly focus on
inequality issues as a factor affecting growth and development. Better data are 
needed for net income inequality figures in most developing and emerging
countries, where they are most likely to be underestimated in varying propor-
tions. Better redistribution analysis is needed at the country level beyond direct 
tax and transfer redistribution instruments.

The second conclusion is that, even though they suggest interesting regu-
larities across countries, cross-sectional or panel country analysis cannot be
a substitute to individual country micro- and macroeconomic policy analysis
based on a more comprehensive view of the relationship between inequality,
redistribution and growth.

Notes

1. An early survey of these models is Aghion et al. (1999).
2. On the relationship between the inequality of opportunities and economic develop-

ment, see World Bank (2006) and Chapter 2 in volume 1.
3. Note that instrumenting R and Gy on their lagged values and time variations, as well

as those of g, as done in system GMM estimation does not solve that issue since 
lagged values may depend themselves on unobserved growth determinants.

4. For a recent survey of this literature for developed countries, see Bergh and Henrekson 
(2011).

5. The proof is exceedingly simple when remembering that the Gini coefficient is 
defined as half the expected absolute income difference between two individuals 
taken randomly in the population.

6. This result was obtained by running simple OLS on R or R’ as a function of GY rather 
than the more elaborated model appearing in Table 2 of OBT.

7. See, for instance, Garfinkel et al. (2006) for developed countries and Lustig (2011) for 
Latin America.

8. See Solt (2009). An update of that paper is available at http://myweb.uiowa.edu/fsolt/
papers/Solt2014.pdf.
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 9. This was the case of version SWIID3.1. The last version covers more data points as
well as more data sources.

10. This may be the reason why, oddly enough, Bangladesh appears among the top
redistributive countries in OBT’s Figure 7, alongside with Germany, the UK, France
or Netherlands.

11. See Karabarbounis and Neiman (2014).
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5.1 Introduction

Social scientists have grappled for decades with the key question of whether
inequality in control over a society’s resources facilitates or hinders economic
growth. While there is a large theoretical and empirical literature on this topic,
the question is far from settled.

Three important aspects of the literature contribute to this lack of consen-
sus. First, while theoretical discussions are usually based on the distribution of 
wealth, empirical studies tend to use the distribution of income rather than
wealth because data on the distribution of wealth do not exist for a sufficient
number of countries (see, for example, Aghion, Caroli and Garcia-Penalosa,
1999, pp. 1617–18; Bénabou, 1996; and Ravallion, 2012, p. 506).1

Second, the literature does not adequately treat the varying nature and
sources of inequality. Indonesia and the United Kingdom, for instance, have 
similar Gini coefficients – 32.5 and 33.7, respectively. Yet they differ markedly 
on such dimensions as the role of political connections in achieving economic
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success and causing their distribution of income and wealth. It is striking that
virtually all empirical studies ignore this distinction and most of them analyze
the effects of overall measures of inequality on economic growth.2

Third, in a pioneering multi-country study, Ravallion (2012) has cast doubt
on inequality as a determinant of economic growth. His research suggests that 
it is initial poverty rather than income inequality that affects economic growth
of countries.

In this paper, we continue our research in this area (Bagchi and Svejnar,
2015), addressing the shortcomings noted in the first two points above and
providing new evidence on the third point, namely whether inequality or
poverty affects economic growth. As in Bagchi and Svejnar (2015), we first
develop a measure of wealth inequality based on Forbes magazine’s annual 
worldwide listing of billionaires. We then split billionaire wealth into three 
components reflecting the extent, if any, to which billionaire wealth has been
obtained through political connections (cronyism) and whether it was gener-
ated by entrepreneurship or through inheritance. The focus on the relative
role played by inherited billionaire wealth is the new aspect of our research.
We next use annual data for 1987–2007 to construct four five-year panels and 
test hypotheses regarding the effects on growth of our measures of self-made
politically unconnected, self-made politically connected, and inherited wealth
inequality, income inequality, and poverty. Ours is the first paper to examine
the effect of these different components of wealth inequality on economic
growth in a cross-country, panel data setting.3 We also tackle a methodologi-
cal issue in much of the literature in this area, namely that findings may be
biased on account of endogeneity of inequality in the growth regressions. We 
follow one of the leading empirical studies in this area – Forbes (2000) – and 
estimate a fixed effects model with lagged values of the explanatory variables.
We also find that our results hold when we use a random effects approach in
estimation.

As mentioned above, our key results come from specifications in which we
account for the fact that some billionaires acquired wealth through the use of 
political connections or cronyism, while others created it in a relatively stand-
ard legal environment, and some inherited it. Hence, beyond the classification
of billionaires as politically connected and politically unconnected (see Bagchi
and Svejnar, 2015), we classify billionaires based on whether wealth was gen-
erated primarily through entrepreneurship or primarily through inheritance.
Using these classifications, we split billionaire wealth into three components:
that attributable to entrepreneurs who exploited political connections in gen-
erating wealth; entrepreneurs who did not exploit such connections; and those
who inherited wealth. We then normalize these measures of billionaire wealth 
by GDP or physical capital stock or population and characterize the result-
ing variables as three distinct components of wealth inequality. We find that
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the effect on growth of inequality based on self-made politically connected
wealth and inherited wealth is negative, while the effects of self-made politi-
cally unconnected wealth inequality, income inequality, and initial poverty
are statistically insignificant. The results suggest that researchers need to pay
attention to the sources and nature of wealth inequality. Another important
conclusion is that in an encompassing model, it is the components of wealth
inequality, rather than income inequality or poverty that have a significant 
effect on economic growth.

The structure of the paper is as follows. In section 5.2, we offer a brief review 
of the theoretical and empirical literature that examines the impact of inequal-
ity and poverty on growth. In section 5.3, we present our empirical strategy
and describe the data set used. In section 5.4, we present the main results cap-
turing the impact of wealth inequality (and its components), income inequal-
ity, and poverty on growth. We also discuss a number of robustness checks that
show that our findings are robust. Section 5.5 offers concluding remarks and
outlines potential avenues for future work.

5.2 Review of the existing literature

The early view espoused by Kuznets (1955) and Kaldor (1956, 1961) was
that economic development influences income distribution, with economic
growth raising income inequality in the first stages of economic development
and reducing it later (the ‘inverted-U hypothesis’). Kuznets’ hypothesis has
been extensively examined and generally it has not received further empirical
support (see, for example, Fields, 2001).

The more recent studies on growth and development examine the causation
between inequality and growth in the opposite direction.4 The emphasis is on
the effect of wealth inequality – and, to a lesser extent, income inequality –
on economic growth, with the theoretical literature yielding two main strands
of studies. The first literature focuses on various transmission mechanisms
through which greater initial inequality generates economic growth. Important
mechanisms are a higher savings propensity of the rich (Bourguignon, 1981)
and investment indivisibilities (Attanasio and Binelli, 2003). The other lit-
erature identifies economic and political channels through which inequality
can be harmful for growth – redistributive taxation that would be favored by
the median voter and which would reduce incentives and hence also growth
(Meltzer and Richard, 1981; Alesina and Rodrik, 1994; Barro, 1999), credit
constraints generated by low levels of collateral by the poor (Galor and Zeira,
1993), sociopolitical instability originating from the sense of relative depriva-
tion by the poor (Gupta, 1990), and increased fertility among the poor who
cannot afford to provide adequate education to their children (De La Croix and 
Doepke, 2003). The idea common to many of these theories is that extreme
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wealth concentration may distort economic policies and therefore lead to poor
economic performance.

As mentioned earlier, the absence of adequate data on the distribution of 
wealth has led researchers to rely on alternatives, usually data on income
inequality as a proxy for wealth inequality. Two partial exceptions are a pio-
neering study by Alesina and Rodrik (1994) and an important later study by
Deininger and Olinto (2000), both of which employ land holdings as a meas-
ure of wealth inequality. However, as Alesina and Rodrik (1994) mention,
land is only one component of wealth and it does not quite fit their model’s 
concept of capital as an accumulating asset. In addition, inequality in land-
holding is not an adequate proxy for wealth inequality in more developed
economies.5 In fact, our own calculations based on the 26 countries for which
data exist indicate that there is no correlation between the Gini coefficient
for land (sourced from Deininger and Olinto (2000)) and Gini coefficient for
wealth, nor do we find a correlation between the 20 countries for which we
have data on the Gini coefficient for land and the share of wealth going to
the top decile of the population of a country (Bagchi and Svejnar, 2015).6 In
contrast, our measure of billionaire wealth normalized by GDP is positively
correlated with both the Gini coefficient for wealth and the share of wealth
going to the top decile.7

The empirical literature dealing with income inequality and economic growth
is based on cross-country regressions (see, for example, Alesina and Rodrik, 1994,
Persson and Tabellini, 1994, and Perotti, 1996) and, more recently, on panel data 
analysis (see, for example, Forbes, 2000 and Barro, 2000).8 We  contribute in the
spirit of the latter literature.

Finally, an important motivation for our study comes from Morck, Stangeland,
and Yeung (2000) who show that when the world’s billionaires are divided into 
those who were self-made versus those who inherited their wealth, a country’s
per capita GDP grows faster if its self-made billionaire wealth is larger as a frac-
tion of GDP and slower if inherited billionaire wealth is larger as a fraction 
of GDP. The authors argue that the negative consequences of having the very 
wealthy control a large fraction of a country’s assets can lead to entrench-
ment, bias capital allocation, retard capital market development, obstruct
entry by outsider entrepreneurs, and cumulatively retard economic growth.
These observations have led Morck, Wolfenzon, and Yeung (2005) to conclude 
that “inequality involving new money wealth seems different from inequality
involving old money wealth.” They suggest that “economists need to think less
about concentration of wealth per se and more about concentration of wealth
in whose hands.”

We use this finding, as well as our earlier research (Bagchi and Svejnar, 2015),
as our point of departure in analyzing the effect of different sources and nature
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of wealth inequality on growth. In particular, the negative correlation between
inequality and growth in a cross-section of countries could thus have more to 
do with the fact that a large share of the national wealth is held by a small
number of politically connected families or families with inherited wealth than
with higher tax rates or higher expenditure on transfers and subsidies, which
are among the channels through which inequality is often believed to affect
growth.

The literature on the effect of poverty vs income inequality on economic
growth is represented by a pioneering contribution by Ravallion (2012). He 
employs country-level data based on household surveys to examine the effect
of initial poverty and income distribution on subsequent economic growth.
Ravallion’s dataset includes 90 countries with two surveys at varying points in
time. Most of the estimation is hence carried out in a cross-sectional setting,
but for about two-thirds of the countries there are three or more surveys and 
these countries are used for robustness checks, including the GMM estimation
and allowing for country fixed effects. Ravallion’s (2012) key cross-sectional
result, obtained in an OLS model, is that poverty rather than income inequal-
ity influences economic growth and that the effect of poverty on growth is
negative.

5.3 Data and empirical approach

5.3.1 Construction of data on wealth inequality

We follow Bagchi and Svejnar (2015) and employ a new source of data – Forbes
magazine’s annual listing of billionaires. Forbes has been publishing a list of 
the four hundred richest Americans since 1982 and in 1987 it enlarged its
coverage to cover the richest individuals and families around the world.9 We
employ this latter list and assign each billionaire to a country with the locus
of his business activities, which often coincides with his location. We generate 
three measures of wealth inequality defined for each year as the sum of the
wealth of all the billionaires in a given country divided by either the coun-
try’s GDP or physical capital stock or population.10 Our first measure parallels 
that reported by The Economist (October 13, 2012 issue, SS3–SS6) for severalt
countries.

Given the nature of our wealth inequality variables, we focus, of course, on
the effects of concentration of wealth at the top of the wealth distribution
pyramid. As such, our research belongs to the class of studies that examine
inequality through the concentration of wealth or income in the top quantiles
rather than taking into account the entire distribution (for example, Davies et
al., 2008; Piketty and Saez, 2003; and Wolff, 2006). Focusing on the top of the
distribution is desirable because over the last several decades concentration of 
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income and wealth at the top has increased (for example, Piketty and Saez,
2003, Kopczuk and Saez, 2004, and The Economist, 2012) and it is also widely t
believed that this concentration affects economic, political and social out-
comes (for example, Stiglitz, 2012). Consequently, in a number of countries,
including the United States and France, government tax authorities have taken
keen interest in this group. Finally, Voitchovsky (2005) shows that inequality
in different parts of the income distribution has different effects on growth
and that a single inequality statistic for the entire distribution is insufficient to 
capture the effects of inequality on growth. Our research reported here and in
Bagchi and Svejnar (2015) hence focuses on the impact on growth of wealth
inequality at the very top of the distribution.

The key aspect of the present research is the focus on whether wealth has
been acquired through political connections or through inheritance. As in
Bagchi and Svejnar (2015), we identify the fraction of a country’s billionaire 
wealth that has been generated through the use of political connections by 
classifying each billionaire into one of two categories: those who benefited
from political connections in creating their wealth and those who did not.
We create a dummy variable called “Political connections” and set it equal
to 1 when we conclude, through an extensive search on Factiva and LexisNexis 
using news sources from around the world, that political connections had a 
material part to play in the success of the billionaire. We code this variable 0 
when we conclude that political connections have not been crucial to the
billionaire’s rise to riches even though he may have had prior political con-
nections. The criterion we use for classifying billionaires as being politically
connected is that our extensive review of evidence indicates that the person
would not have become a billionaire in the absence of political connections
that resulted in favoritism and/or explicit government support. Three examples
of billionaires who are classified as politically connected are given in the Data
Appendix A.3. A complete classification of billionaires into the two categories
of politically connected and politically unconnected is available from the
authors on request.

As our discussion indicates, our measure is conservative in that only indi-
viduals who quite clearly benefited from political connections as a means of 
becoming billionaires are included in the politically connected category. In
our sample, politically connected billionaires represent 4–13 percent of total
billionaire wealth, depending on the year under consideration.11

The classification with respect to self-made versus inherited billionaire
wealth – the key feature of this paper – is relatively more straightforward. If 
our research suggests that the billionaire had started the enterprise to which his
wealth can be attributed, we classify such a billionaire as self-made. The list of 
billionaires also includes individuals who inherited wealth and now continue
to either be passively involved or actively involved in growing the business.
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Individuals in both of these categories are classified as billionaires with
inherited wealth. In our sample, inherited billionaires account for anywhere
between 54 and 72 percent of total billionaire wealth, depending on the year
under consideration. We also observe a secular trend in that inherited wealth
declines monotonically over the 1987–2002 period.

Our panel begins in 1987 – the first year in which the Forbes magazine’s 
list of billionaires from around the world was published. Constructing the 
five-year panel structure in Forbes (2000) means that we use lists from years
1987, 1992, 1997, and 2002. We do so, but we substitute billionaire informa-
tion from 1996 for 1997 because Forbes magazine changed its editorial criteria 
for inclusion in its billionaire list for the period 1997 to 2000. Further details 
regarding the construction of the wealth inequality variable and the robust-
ness of results to using the 1997 list instead of the 1996 list are provided in
the Data Appendix A.1.

The unit of observation in our sample is a country-(five-year) period com-
bination. Summary statistics for the country-period observations with billion-
aires in the Forbes’ data are provided in Table 5.1.12

As may be seen from Table 5.1, the number of countries on the Forbes maga-
zine list grows over time. While only 23 countries appear on the first list in
1987, there are 42 countries on the list by 2002. The level of wealth inequality
in these countries, calculated as the sum of all billionaire wealth in the country
normalized by GDP, ranges from a low of 3.5 percent in 1987 and 1992, to a 
high of 7.6 percent in 1996. A list of countries which appear in the billionaire 
lists in each year of the sample is given in Data Appendix A.2.

We augment the sample that corresponds to the billionaire lists from the 
Forbes magazine with countries that do not have billionaires but for which
data on all other variables are available. We include these countries in our
base regressions and assign them a value of zero for components of billionaire 
wealth inequality. Assigning a value of zero is reasonable given the comprehen-
sive nature of Forbes magazine’s coverage of billionaires.

As in Bagchi and Svejnar (2015), for income inequality we employ data from
the second round of the World Income Inequality Database compiled by the 
UNU-WIDER project on “Global Trends in Inequality and Poverty”. This is the 
most recent data set on income inequality and it provides information on vari-
ous measures of income inequality for over 150 countries with most observa-
tions drawn from the period between 1970 and 2006. We exclude from the data
observations that do not cover an entire country or an entire population. Since 
the Gini coefficient is the most commonly available income inequality meas-
ure in the Database (and also the one used in the key study by Forbes, 2000), we
use it instead of other possible measures. To reduce any inconsistency resulting 
from the fact that some Gini coefficients are based on income, whereas others
are based on expenditure, we follow Deininger and Squire’s suggestion and
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Table 5.1 Summary statistics for Forbes’ billionaire data

1987 1992 1996 2002

No. of countries with billionaires 23 31 38 42
Total billionaire wealth (billions $) $353 $612 $1,152 $1,649
Billionaire wealth, normalized by GDP 3.5% 3.5% 7.6% 5.4%
Billionaire wealth, normalized by physical 
capital stock

0.69% 0.90% 1.7% 1.2%

Billionaire wealth, normalized by population 0.035% 0.047% 0.11% 0.10%
Self-made politically unconnected billionaire 
wealth (billions $)

92.2 161.7 372.9 705.9

Self-made politically unconnected billionaire 
wealth, normalized by GDP

0.97% 0.95% 2.48% 1.68%

Self-made politically unconnected billionaire 
wealth, normalized by physical capital stock

0.23% 0.27% 0.62% 0.41%

Self-made politically unconnected billionaire 
wealth, normalized by population

0.0089% 0.014% 0.034% 0.034%

Self-made politically connected billionaire 
wealth (billions $)

15.4 26.7 56.7 26.1

Self-made politically connected billionaire 
wealth, normalized by GDP

0.70% 0.58% 0.85% 0.28%

Self-made politically connected billionaire 
wealth, normalized by physical capital stock

0.10% 0.11% 0.16% 0.042%

Self-made politically connected billionaire 
wealth, normalized by population

0.0013% 0.0018% 0.0041% 0.0014%

Inherited billionaire wealth (billions $) 245.7 423.7 722.9 917.4
Inherited billionaire wealth, normalized 
by GDP

1.85% 1.95% 4.27% 3.42%

Inherited billionaire wealth, normalized 
by physical capital stock

0.36% 0.52% 0.96% 0.77%

Inherited billionaire wealth, normalized 
by population

0.025% 0.031% 0.068% 0.066%

Notes:
The summary statistics are calculated only for the countries with billionaires when they have data on
all the covariates. In the process, we lose between 1 to 4 countries given the lack of data on control 
variables depending on the year.
The billionaire list for 1996 is used instead of the billionaire list for 1997. Reasons for using the 
1996 list instead of the 1997 list are mentioned in the text and details are provided in the Data 
Appendix A.1.

add the value of 6.6 to Gini coefficients based on expenditure or consumption
(Deininger and Squire, 1998).

Finally, as in Bagchi and Svejnar (2015), for initial poverty we use the head-
count index (Hit), given by the proportion of the population living in house-
holds with consumption per capita (or income when consumption is not
available) below the poverty line and sourced from the World Bank’s PovcalNet 
tool. Following Ravallion (2012), we set the poverty line at $2 per person
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per day at 2005 PPP, which is the median poverty line amongst developing
countries. For robustness, we also use a lower line of $1.25 a day which is 
the expected value of the poverty line in the poorest countries in terms of 
consumption per person and obtain similar results as those obtained with the 
$2 per person per day definition.

5.3.2 Empirical approach

The key new explanatory variables, the components of wealth inequality, are
constructed as the respective component of billionaire wealth normalized by
the country’s GDP or physical capital stock or population. In other words, once 
we have classified billionaires as politically connected or not and as self-made
or inherited, we add up the wealth of all self-made politically unconnected
billionaires, all self-made politically connected billionaires, and all inherited
billionaires, and normalize these sums by the country’s GDP or physical capi-
tal stock or population. We call the resulting variables “Self-made politically
unconnected wealth inequality”, “Self-made politically connected wealth
inequality”, and “Inherited wealth inequality.” Thus:

Billionaire wealth= Self-made politically unconnected
billionaire wealth+ Self-made politically connected
billionaire wealth+ Inherited billionaire wealth (1a)

Equivalently,

Billionaire wealth/GDP= Self-made politically unconnected
billionaire wealth/ GDP+ Self-made politically connected
billionaire wealth/GDP+ Inherited billionaire wealth/GDP (1b)

Wealth Inequality = Self-made politically unconnected wealth
inequality+ Self-made politically connected wealth
inequality+ Inherited wealth inequality (1c)

and analogously for normalization by physical capital stock and population.
The choice of these variables for normalizing is based on the fact that the

preferred denominator – total wealth holdings in each country – is unavail-
able. At the same time, it is important to normalize the raw billionaire wealth
holdings by a measure of the size of a given economy since not doing so would
lead to artificially inflated values of wealth inequality for countries with a 
high per capita income and a large population. Thus, in the absence of meas-
ures of wealth holdings for each country, we use GDP, physical capital stock,
and population as alternatives for normalizing billionaire wealth.13 In using
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a country’s physical capital stock, we generate values of the physical stock of a
country by the perpetual-inventory method (Nehru and Dhareshwar, 1993)
and define wealth inequality as the ratio of the sum of billionaire wealth for a 
given country in a given year to the total estimated physical stock of capital in 
that country in that year.14 Using GDP, physical capital stock, and population
for normalizing billionaire wealth yield mostly similar results.

An important theme in the literature on the effects of income inequality and 
growth is that cross-country, cross-sectional regressions may lead to omitted
variable bias (Forbes, 2000) and non-robustness of results (Levine and Renelt,
1992, and Deininger and Squire, 1998). To overcome these concerns, we use 
panel data to examine the effects on growth of the three types of wealth
inequality, income inequality, and poverty. We start by using a fixed effects 
specification that is similar to Forbes (2000), with the difference being that we
use the three measures of wealth distribution, income distribution, and pov-
erty (rather than just income distribution) as our key regressors of interest. As
in Forbes (2000), we regress the real GDP growth rate per capita in a five-year
period t on the values of the explanatory variables at the end of period t-1 (that
is, in the year preceding the start of the five-year period t). We also assume that
in a fixed effects model the values of the lagged variables may be viewed as 
being predetermined and therefore unlikely to suffer from problems related to
reverse causality (endogeneity). Our initial specification hence is:

Growthi,t =β0 +β1 Self-Made Politically Unconnected Wealth 
Inequalityi,(t−1) + β2 Self-Made Politically Connected Wealth 
Inequalityi,(t−1) + β3 Inherited Wealth Inequalityi,(t−1) +β4 Income
Inequalityi,(t−1) + β5 Headcount Povertyi,(t−1) + β6 Incomei,(t−1) +
β7 Schoolingi,(t−1) +β8 PPPIi,(t−1) + β9 Dummyi,(t−1) +αi +ηt + νi,t (2)

where i denotes country and t annual time period (with t= 1, 2, ... T). Growth is
measured as the average annual growth rate in real GDP per capita in country
i in period t, while the components of wealth inequality, income inequality, 
and headcount poverty have been defined above. “Income” is the real GDP
per capita. “Schooling” is defined as the average years of secondary schooling 
in the male and female populations aged 25 and above, and PPPI is the value
of the investment deflator, used as a proxy for market distortions. “Dummy”
is coded 1 for all country-period observations which have at least one billion-
aire and 0 for countries which do not. Country fixed effects αi are included to 
account for time-invariant country idiosyncratic factors, while period fixed
effects ηt control for any global shocks in each period that are common across
countries. Finally, νi,t is the random error term. We cluster standard errors at 
the country level in order to allow arbitrary country-specific serial correlation 
(Bertrand, Duflo, and Mullainathan, 2004).
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Not all countries included in the estimation have billionaires in any given
year. As in Bagchi and Svejnar (2015), we control for this feature by using a
dummy variable with a value of 1 if a country had billionaires in a given year
and 0 if it did not. Including this dummy variable into the regression allows
country-year observations without billionaires to have different fixed effects
than countries with billionaires in any given period. Moreover, including coun-
tries without billionaires allows us to estimate more precisely the effects of the
other variables on economic growth.

The other variables used in equation (2) are relatively standard in the ine-
quality-growth literature. The dependent variable, namely the growth rate in 
real GDP per capita, is calculated as the average annual compounded growth
rate over a five-year period of Gross Domestic Product per capita in constant
prices and expressed in national currency (IMF, 2009).15 The level of initial
income at the start of each period is measured by the log of real GDP per
capita in International dollars in 2000 Constant Prices from the Penn World 
Tables v6.2. Schooling is captured by the average years of secondary schooling
in the male and female population aged 25 and above (Barro and Lee, 2001).
Because data on schooling are unavailable for years 1987, 1992, 1997, and 2002,
we use instead data from 1985, 1990, 1995, and 2000. Finally, the Price Level 
of Investment (PPPI) is obtained by dividing the purchasing power parity (PPP)
for investment goods by the US dollar exchange rate. This variable is used
frequently as a proxy for market distortion that affects the cost of investment, 
such as tariffs, government regulations, corruption, and the cost of foreign
exchange. This variable is common in growth regressions and it is also derived
from the Penn World Tables.16 In addition, we include initial poverty and head-
count poverty, defined above, as key explanatory variables. Summary statistics
for all these variables for the sample included in estimation are presented in
Table 5.2.

5.4 Empirical results

In section 5.4.1, we present the results from our base specification – a fixed
effects model with lagged values of the explanatory variables in which bil-
lionaire wealth is normalized by GDP, physical capital stock, and population,
respectively. In section 5.4.2 we summarize the results of a number of robust-
ness checks.

5.4.1 Base specification

In Table 5.3 we report the estimates of equation (2), with the components
of wealth inequality, income inequality, and initial poverty being the key
explanatory variables. The data are from countries reporting some incidence of 
poverty as measured by $2 per day. The Hausman test indicates that the fixed
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Panel B: Pair-wise Pearson Correlations of Variables

1 2 3 4 5 6 7 8 9 10

 1 Growth Rate 1
 2 Income 0.16 1
 3 Female Schooling 0.17 0.70 1
 4 Male Schooling 0.26 0.57 0.83 1
 5 PPPI –0.19 –0.13 –0.16 –0.23 1
 6 Self-Made Politically

Unconnected 
Wealth Inequality

–0.03 0.14 0.26 0.21 –0.07 1

 7 Self-Made Politically
Connected Wealth
Inequality

–0.00 0.21 0.28 0.31 –0.11 0.46 1

 8 Inherited Wealth
Inequality

–0.03 0.33 0.31 0.27 –0.09 0.37 0.40 1

 9 Income Inequality –0.22 –0.14 –0.01 –0.28 0.24 0.04 –0.04 0.06 1
10 Headcount Poverty –0.03 –0.84 –0.68 –0.54 0.02 –0.10 –0.11 –0.25 0.07 1

Note: This table presents summary statistics and Pearson correlation coefficients between the regres-
sion variables. Panel A includes the mean, standard deviation, minimum, and maximum. Panel B
reports the Pearson correlation coefficients with boldface indicating statistical significance at the 1%
level. Growth Rate is the annual rate of growth in real GDP per capita, averaged over a 5-year period; 
Income is the log of Real GDP per capita in 2000 constant prices (in international dollar per person); 
Female Schooling is the average years of secondary schooling in the female population aged 25 and 
above; Male Schooling is the average years of secondary schooling in the male population aged 25 and 
above; PPPI is price level of investment, measured as the PPP of investment/ exchange rate relative
to the USA; Self-made Politically Unconnected (Connected) Wealth Inequality is self-made politically 
unconnected (connected) billionaire wealth, divided by GDP. Inherited wealth inequality is defined 
similarly using the total wealth of all billionaires classified as inherited. Income Inequality is the Gini
coefficient of any quality level and with either person or house-hold as the unit of analysis. Headcount
Poverty is the percentage of the population in households with consumption per capita below $2/ day.

effects specification is more appropriate than the random effects specification
in each case and in Table 5.3 we therefore report the fixed effects estimates.17

Estimates from the random effects specification yield similar results and they
are discussed as part of our robustness checks.

In column (1) of Table 5.3 we present results from the specification in which 
the components of wealth inequality have been constructed by dividing
respective billionaire wealth by GDP, while estimates in columns (2) and (3) 
come from specifications where billionaire wealth has been divided by the 
country’s physical capital stock and population, respectively.

The results indicate that it is self-made politically connected wealth inequal-
ity and inherited wealth inequality that have a significant negative effect on
growth while self-made politically unconnected wealth inequality does not.
The estimated effects of both income inequality and poverty are insignificant
in all three specifications. These results hence suggest that it is important to
distinguish the nature of wealth inequality in drawing inferences about the 
effect of wealth inequality on growth and they highlight the negative effect
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Table 5.3 Impact of components of wealth inequality, income inequality, and head-
count poverty on economic growth

(1) (2) (3)

Dependent variable: Growth rate in real GDP 
per capita

Self-made Politically Unconnected Wealth Inequality 0.0333 0.325* –21.40
(0.0335) (0.166) (30.88)

Self-made Politically Connected Wealth Inequality –0.287*** –1.327** –42.76
(0.0960) (0.561) (26.36)

Inherited Wealth Inequality –0.356* –2.413 –96.02
(0.199) (1.567) (64.52)

Income Inequality 0.000525 0.000695 0.000489
(0.000415) (0.000437) (0.000411)

Headcount Poverty 0.000402 0.000378 0.000403
(0.000289) (0.000301) (0.000286)

Income –0.0833*** –0.0867*** –0.0836***
(0.0282) (0.0295) (0.0288)

Female Schooling 0.00565 0.00687 0.00913
(0.0220) (0.0227) (0.0218)

Male Schooling 0.00592 0.00262 0.00527
(0.0222) (0.0231) (0.0221)

Price level of investment –0.0694* –0.0640* –0.0632*
(0.0370) (0.0364) (0.0361)

Country On List Dummy 0.00143 0.00194 -0.00155
(0.0102) (0.0109) (0.00905)

Constant 0.624** 0.649** 0.626**
(0.236) (0.248) (0.241)

Number of observations 160 149 160
R2 0.62 0.62 0.61
F 64.91 62.56 80.81

Notes:
Growth Rate is the average annual compounded growth rate over a 5-year period of Gross Domestic 
Product per capita in constant prices and expressed in national currency; Income is the log of Real 
GDP per capita in International dollars in 2000 constant prices; Female (Male) Schooling is the aver-
age years of secondary schooling in the female (male) population aged 25 and above; PPPI is price
level of investment, measured as the PPP of investment/ exchange rate relative to the USA (rescaled
here by dividing by 1,000); Self-made Politically Unconnected (Connected) Wealth Inequality is
self-made politically unconnected (connected) billionaire wealth, divided by GDP (col. (1)), physical
capital stock (col. (2)), and population (col. (3)). Inherited wealth inequality is defined similarly using
the total wealth of all billionaires classified as inherited. Measures of billionaire wealth are based 
on Forbes’ billionaire lists for 1987, 1992, 1996, and 2002 along with author calculations. Country
on List Dummy = 1 if a country has billionaires in a given year, 0 otherwise and is also based on 
author calculations. Column (2) is estimated using observations for which the capital to GDP ratio
is between 2.58 to 14.43, corresponding to the 5th and 95th percentile values of the distribution of 
capital to GDP.
 A list of countries included in this estimation are: Algeria, Bangladesh, Bolivia, Botswana, Brazil,
Burundi, Cameroon, Central African Republic, Chile, China, Colombia, Costa Rica, Dominican 
Republic, Ecuador, Egypt, El Salvador, Fiji, Gambia, Ghana, Guatemala, Haiti, Honduras, Hungary, 
India, Indonesia, Iran, Jamaica, Jordan, Kenya, Lesotho, Malawi, Malaysia, Mali, Mauritania, Mexico,
Mozambique, Nepal, Nicaragua, Niger, Pakistan, Panama, Papua New Guinea, Paraguay, Peru,
Philippines, Poland, Rwanda, Senegal, Sierra Leone, South Africa, Sri Lanka, Swaziland, Thailand, 
Trinidad and Tobago, Tunisia, Turkey, Uganda, Venezuela, and Zambia.
 All regressions include country and period fixed effects. Robust standard errors, clustered by 
country, in parentheses * p< 0.10, ** p < 0.05, *** p < 0.01.
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of self-made politically connected wealth inequality and inherited wealth
inequality in comparison to the insignificant (or even positive) impact of self-
made politically unconnected wealth inequality.

In terms of the economic significance of the estimated impact of wealth
inequality, note that the –0.287 coefficient on self-made politically con-
nected wealth inequality in column (1) implies that a one standard deviation
(1.35 percent) increase in the level of wealth inequality would result in a 0.39 
percent decrease in real GDP per capita growth. Similarly, a one standard devia-
tion increase in the level of inherited wealth inequality, holding constant the 
levels of self-made wealth inequality, results in a 0.55 percent slowdown in 
per capita GDP growth. Given that the mean per capita GDP growth over the
period 1987–2007 was 1.9 percent, the slowdown of 0.39 percent associated
with self-made politically connected wealth inequality and 0.55 percent associ-
ated with inherited wealth inequality are substantial in magnitude.

The estimated effects of the control variables are in line with what has been
reported elsewhere in the literature. The effect of initial income is negative and
significant at the 1% test level, thus providing support for the conditional con-
vergence hypothesis that countries relatively close to their steady-state output
level will experience a slower rate of growth. The coefficient on the price level 
of investment is also negative as is common. The coefficient on the variables
corresponding to male and female schooling are positive but not significant.
These coefficients are similar to those found in other growth models estimated
using the same technique (for example, Caselli et al., 1996).

5.4.2 Additional robustness checks

We conduct a number of robustness checks (RCs) to assess the robustness of 
the result that self-made politically connected wealth inequality and inherited
wealth inequality have a negative effect on economic growth whereas self-
made politically unconnected wealth inequality does not. In the interest of 
brevity, the results are summarized below, with the detailed estimates being 
available from the authors upon request.

(a) RC1: Robustness to Forbes magazine’s choice of countries for the billion-
aires in the data set: As described in Data Appendix A.1, in a total of 30
of the 1,652 entries we assign a person a different country than wh at was
assigned to him by Forbes magazine. We examine the robustness of our
results to Forbes magazine’s assignment of country and find that the results
remain essentially unchanged.

(b) RC2: Use of a random effects instead of a fixed effects specification: Our use 
of the country fixed effects model is based on the results of the Hausman 
test. In all cases, the results of the Hausman test reject the null hypothesis
of no correlation between the unobserved country-specific random effects
and the explanatory variables, implying that random effects estimates are
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biased and inconsistent. However, we have also estimated the random
effects specification, given that Griliches and Hausman (1986) stress that 
observing similar estimates across alternative panel data estimation tech-
niques signals the absence of serious errors-in-variables problems. Using
the random effects specification, we find that self-made politically con-
nected wealth inequality has a coefficient that is negative and statistically 
significant at the 1% level in all three specifications. Inherited wealth
inequality is not statistically significant, but it is negative in all three speci-
fications. Finally, self-made politically unconnected wealth inequality is
statistically insignificant all throughout.

(c) RC3: Robustness to inclusion of additional explanatory variables:
   (i) Adding a measure of institutional quality: The inclusion of country fixed

effects deals with the problem of omitted variable bias in that all country-
specific factors that are invariant over time (for example, a country’s legal 
origin) are controlled for by the country fixed effect. However, the fixed
effects specification does not deal with country-specific factors that may
vary over time. Given the importance that the literature assigns to the
quality of a country’s institutions (for example, Rodrik, Subramanian, and 
Trebbi, 2004), we examine the robustness of our results to the inclusion
of a measure of institutional quality. We employ the very widely used
Economic Freedom Index constructed by the Fraser Institute and we find
that controlling for this aggregate measure of institutional quality does not
alter any of the findings of our paper.

(ii) Controlling for the exchange rate: The Forbes’ billionaire list converts 
wealth in local currency into US dollars using the current exchange rates. 
Fluctuations in the exchange rates thereby induce a variation in the meas-
ure of wealth inequality even when the true underlying level of wealth
inequality in the country is unchanged. We examine the robustness of our
results to inclusion of the exchange rate as a control and find that our basic
results continue to hold when this control is included.

(d) RC4: Using $1.25 per day per person as the poverty line: Thus far we have
used a headcount measure of poverty based on the fraction of individuals 
consuming less than $2 per person per day, as used by Ravallion (2012).
In addition, like him, we also consider for robustness a lower consump-
tion threshold of $1.25 per day per person which is the expected value of 
the poverty line in the poorest countries. The results obtained with such a
threshold are very similar to those obtained previously.

5.5 Concluding remarks

A key question in the social sciences is whether inequality in control over a 
society’s resources facilitates or hinders economic growth. The question has 
been studied intensively, but the answer is far from clear-cut, in part because 
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theoretical arguments have been based largely on the distribution of wealth,
while empirical studies have been forced to use the distribution of income as
a proxy. We build on Bagchi and Svejnar (2015) and bridge this gap by using
the first global measure of wealth inequality, focusing on the concentration of 
wealth at the very top of the pyramid – billionaire wealth. We proceed to split 
it into three individual components (self-made politically unconnected wealth, 
self-made politically connected wealth and inherited wealth) and estimate the 
effect of these components of wealth inequality on economic growth. In addi-
tion, motivated by Ravallion’s (2012) recent finding that poverty rather than
income inequality determines economic growth, we provide the first direct
comparison of the effects of the components of wealth inequality, income
inequality, and poverty on growth.

Our key finding is that when we enter self-made politically unconnected,
self-made politically connected wealth, and inherited wealth inequality as
three separate explanatory variables into our regressions, it is self-made politi-
cally connected and inherited wealth inequality that have a significant nega-
tive effect on growth, while the effects of self-made politically unconnected
wealth inequality, income inequality, and poverty are insignificant.

Our research suggests that the policy debate about sources of economic
growth ought to focus on the distribution of wealth rather than on the distri-
bution of income. Moreover, particular attention ought to be paid to the politi-
cally connected concentration of wealth as a possible cause of slower economic
growth. Further research in this area is obviously needed, especially with respect
to the effects of wealth inequality at different parts of the wealth distribution,
the effect of unequal distribution of income on growth, and the role of poverty.

A Data Appendix

5A.1 Construction of billionaire lists

Forbes magazine published a list of the four hundred richest individuals in the 
United States, the so-called “Forbes Four Hundred”, for the first time in 1982. It 
was then followed by the publication of a list of individuals and families from 
all countries from around the world having more than $1 billion in wealth (in
nominal terms) in 1987. Since then, these lists have been published annually.
For all countries of the world but the United States, we exclusively rely on the
wealth data provided in the billionaire lists. In the case of the United States 
only, where additional information is available from the Forbes Four Hundred, 
we also use the information contained therein and aggregate the wealth of fam-
ily members whose individual amounts of wealth are below a billion dollars, 
but cumulatively sum up to more than a billion dollars. We add them to the list
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of billionaires to get an augmented list. This step is necessary in order to make
the numbers comparable for the United States over all four years of the sample. 
All of our results are robust to the exclusion of United States from the sample.

In the vast majority of the cases, the locus of business activities for a billion-
aire is the same as the person’s country of origin and/ or his country of birth.
However, they do not match up in all cases. When that happens, we depart
from Forbes magazine’s chosen categorization of country and instead assign 
him to the country where he presently resides and maintains his business
activities. For example, in the case of Stelios Haji-Ionnanou of EasyAir, whose
business activities are currently based in the U.K. where he spends a consider-
able fraction of his time, we classify him as British. However considering his
Greek origin, Forbes classifies him as Greek. Likewise in the case of Lakshmi 
Mittal of ArcelorMittal who Forbes classifies as Indian considering that he is of 
Indian origin, we choose to classify him as British since he moved out of India
in the late 1970s and has been settled in London, U.K. since 1995. However,
such circumstances arise in only 30 of the 1,652 entries on our list – that is, less
than 2 percent of the total number of entries. These 30 billionaires who we cat-
egorize against a particular country different from Forbes’ initial classification 
account for less than 2 percent of the total billionaire wealth and the results we 
obtain for wealth inequality are robust to whether we go with our choice of a 
country or with Forbes’ magazine original assignment of country.

Finally, Forbes magazine changed its editorial policy for four years, between 
1997 and 2000. In these years, they included only those billionaires who were
either self-made (for example, Warren Buffett) or those who inherited their 
wealth and were actively managing it themselves (for example, Carlos Slim
Helu of Mexico). This leads to the exclusion of billionaires from around the
world who simply inherited their wealth and were no longer actively involved
themselves in growing their businesses, such as the duPonts and Rockefellers
in the U.S., the Quandt family of Germany (the largest shareholder in BMW),
and Liliane Bettencourt of France (the largest shareholder in L’Oreal) to provide
a few examples.18 Thus while the three other years of the panel – 1987, 1992,
and 2002 included all categories of billionaires, including those who simply
inherited their wealth and were not actively managing it themselves such
as those mentioned above, the 1997 list, generally failed to include them by
design making it challenging to have the lists comparable across the four years.
Given this limitation of the 1997 list, we use the 1996 list instead, assuming
that had Forbes chosen to include all billionaires in their 1997 listing, then the
measures of wealth inequality and political connections we would have arrived
at for 1997 are similar to what we arrive at by looking at the 1996 list. That
said, the correlation coefficient between wealth inequality, constructed from 
the 1996 and 1997 lists is 0.9456 (p-value=0.0000) and that between politi-
cally connected wealth inequality for the two years is 0.9600 (p-value= 0.0000).
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5A.2 Countries that appear on the Forbes’ billionaire list ’
at least once in the four years – 1987, 1992, 1996, and 2002
and level of wealth inequality in those countries

Table 5.A.1 Level of wealth inequality in countries that show up at least once on Forbes’ 
list of billionaires

Country 1987 1992 1996 2002

Argentina – 1.3% 2.5% 1.0%
Australia 1.0% 0.7% 0.4% 1.4%
Bahrain – – 16.4% –
Belgium – – – 1.5%
Brazil 2.0% 1.5% 2.4% 2.9%
Canada 3.3% 2.9% 2.6% 6.2%
Chile – 7.2% 11.5% 4.3%
China – – – 0.1%
Colombia 10.5% 7.8% 3.9% 1.2%
Denmark – 1.0% 2.6% 2.4%
Ecuador – – 5.6% –
France 0.4% 1.3% 2.3% 4.5%
Germany 2.2% 4.9% 5.4% 10.5%
Greece – 3.8% 9.8% 2.3%
Hong Kong 15.7% 20.0% 39.9% 25.6%
India 0.4% 0.8% 0.9% 2.5%
Indonesia 2.3% 2.3% 11.9% 0.9%
Ireland – – – 1.1%
Israel – – 1.9% 5.6%
Italy 0.9% 1.0% 1.3% 3.2%
Japan 3.5% 2.2% 1.9% 1.5%
Kuwait 4.8% – 9.5% 14.9%
Malaysia – 4.3% 25.4% 10.0%
Mexico 0.9% 3.8% 7.0% 4.5%
Netherlands 2.9% 2.0% 2.1% 2.2%
Norway – – – 0.7%
Peru – – 1.8% –
Philippines – 2.3% 28.2% 6.9%
Portugal – – – 1.3%
Republic of Korea 2.1% 2.7% 4.0% 0.8%
Russia – – – 4.3%
Saudi Arabia 8.2% 10.6% 12.0% 24.6%
Singapore 6.1% 4.8% 18.6% 13.5%
South Africa – – 2.9% 4.0%
Spain 0.4% 0.7% 0.7% 2.5%
Sweden 3.5% 3.7% 4.4% 16.0%
Switzerland 3.1% 4.0% 11.9% 15.6%
Taiwan 6.7% 4.7% 8.6% 4.7%
Thailand – 3.7% 11.6% 1.8%
Turkey – 2.4% 3.6% 6.2%
United Arab Emirates – – – 2.4%
United Kingdom 1.8% 1.2% 1.3% 2.0%
United States 3.2% 3.7% 5.7% 8.3%
Venezuela – 1.7% 3.4% 10.1%
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5A.3 Classifying billionaires as politically connected or not

The following are three examples of brief news reports that resulted in classifi-
cation of billionaires as “politically connected.”

1. The first example is of an Indonesian magnate, Prajogo Pangestu.
  In any case, there’s no denying that Indonesian government agencies 

have helped Mr. Prajogo make the leap from a successful timber merchant to
a major corporate force. His Barito Group of companies, for example, is the
state banking system’s largest borrower, with loans of more than $1 billion
outstanding, and benefits from an unusually attractive 1992 debt rescheduling
[Emphasis added] that stretched repayment periods on about $460 million in 
timber industry borrowings into the next century. Mr. Prajogo, Mr. Bambang 
and their partners also stand to gain from a change of government policy
last year that allowed them to proceed with their postponed $1.6 billion PT
Chandra Asri petrochemical project, the products of which will be protected
by steep new tariffs [Emphasis added] on imports. (The Wall Street Journal
Asia, 1993)

2. We next provide Forbes magazine’s description of the Birla family, India’s
only billionaire entry until 1996:

  The nationalists who later became free India’s power elite rewarded the 
Birla family with lucrative contracts. After independence, the Birlas con-
tinued their lavish contributions to the ruling Congress Party. So accom-
plished are they in manipulating the bureaucracy, and so vast their network
of intelligence, that they frequently obtain preemptive licenses, enabling 
them to lock up exclusive rights for businesses as yet unborn [Emphasis added] 
(Forbes, 1987).

3. Lastly, the following description pertains to Russian billionaire, Mikhail 
Fridman who shows up on the Forbes’ list in 2002:

  Mikhail Fridman founded OAO Alfa Bank in 1991 and soon after recruited
Pyotr Aven, former minister of foreign economic relations, to raise Alfa’s 
political profile. The partners were among a handful of businessmen who 
helped to finance Boris Yeltsin’s re-election campaign in 1996. The Kremlin
rewarded these men by selling them state-owned oil and metals companiesd
at bargain-basement prices [Emphasis added] (The Wall Street Journal, 2001).

A possible concern regarding the use of newspaper reports to construct the 
measure of politically connected wealth is that it may be biased by the level of 
press freedom. This concern can be allayed by the fact that our classification
of billionaires as politically connected or politically unconnected is largely
based on press reports from the international rather than the local press. To 
formalize this claim, we analyzed a subsample of twenty billionaires that we
classified as politically connected in order to note the sources of the stories



184  Inequality and Growth: Patterns and Policy

which led us to classify these billionaires as politically connected in the first
place. Of the 31 articles that were used in the classification process, about half 
were articles published in various issues of the Forbes magazine, with The 
New York TimesYY , The Guardian, and the Financial Times being the other sources 
that were most often referenced. Only two of the 31 articles referenced can be
classified as local sources and in each of these cases when we relied on local
sources, there was information available from other international sources to
substantiate our reasoning that these individuals were politically connected.
This suggests that, although the use of accounts in the press to classify indi-
viduals as politically connected may have its shortcomings, the corresponding
measures of politically connected wealth inequality are unlikely to be biased
because of variations in the level of press freedom across countries.

Notes

1. There are only two studies that directly use wealth inequality data and looks at 
the effect of wealth inequality on growth. Ravallion (1998) studies the effect of 
geographic differences in the distribution of wealth on growth in China and finds 
evidence that high wealth inequality impedes growth. In related work, we (Bagchi 
and Svejnar, 2015) examine the effects of wealth inequality, income inequality, and 
headcount poverty on economic growth and find that wealth inequality is negatively 
associated with growth whereas income inequality and headcount poverty do not 
bear a statistically significant relationship.

2. Easterly (2007) is a notable exception in that he distinguishes between structural
and market-based inequality. Moreover, as we discuss below, Morck, Stangeland, and
Yeung (2000) note that when they divide billionaires into those who were self-made
versus those who inherited their wealth, a country’s per capita GDP grows faster if 
its self-made billionaire wealth is larger as a fraction of GDP and slower if inherited 
billionaire wealth is larger as a fraction of GDP.

3. As we discuss below, a pioneering study by Alesina and Rodrik (1994) and an impor-
tant later study by Deininger and Olinto (2000) use land inequality as a proxy for
wealth inequality, but this measure is more appropriate for low income agrarian
societies than the world as a whole. In recent work (Bagchi and Svejnar, 2015) we
have examined the effects of wealth inequality on economic growth and compared 
its effects to the effects of income inequality and headcount poverty.

4. A review of this literature may be found in Aghion, Caroli, and García-Peñalosa
(1999), Ehrhart (2009), and Galor (2009).

5. As a study of income tax returns by Bakija et al. (2012) suggests, professionals account
for an overwhelming share of the top 1 percent of income earners in the U.S.: 31
percent started or manage nonfinancial businesses, about 16 percent are doctors, 14 
percent are a part of the financial services industry, 8 percent are lawyers, 5 percent 
are scientists and engineers, and about 2 percent are a part of the sports, entertain-
ment or media industries. It would be hard to argue that for such individuals, their 
holdings of land capture, to any reasonable degree, their asset holdings.

6. Both measures of wealth inequality are sourced from Davies et al. (2008).
7. These results are reported in our paper, Bagchi and Svejnar (2015) and are available 

from the authors on request.
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 8. Another strand of the literature examines the relationship between growth spells 
and inequality and finds that high levels of inequality increase the likelihood that 
a growth spell will end (Berg, Ostry and Zettelmeyer, 2012 and Ostry, Berg, and 
Tsangarides, 2014).

 9. The list of countries that appear on the Forbes’ billionaire list in each year is provided 
in the Data Appendix A.2.

10. As billionaire wealth, GDP, and physical capital stock are expressed in nominal
terms, the ratio of billionaire wealth to GDP or billionaire wealth to physical capital 
stock should not exhibit any secular trends because of inflation.

11. By this measure, the countries with the highest level of politically connected wealth 
inequality are Malaysia, Colombia, Indonesia, Thailand, and Mexico.

12. We lose eight of the 134 country-period observations which have billionaires in 
the estimation because data on schooling is not available for these observations. 
These correspond to Saudi Arabia (all four years: 1987, 1992, 1996, and 2002), 
Liechtenstein (1996 and 2002), Russia (2002), and the United Arab Emirates (2002).

13. Morck, Stangeland, and Yeung (2000) also use a similar measure in their paper and 
mention the lack of wealth-based Gini coefficients as an obstacle to estimating the 
effect of inequality in wealth distribution on economic growth.

14. We use the Stata module, Stockcapit (Amadou, 2011) for this exercise.
15. Sourced from:http://www.imf.org/external/pubs/ft/weo/2009/01/weodata/index.

aspx.
16. Initial income and PPPI are obtained from the Penn World Tables (http://pwt.econ.

upenn.edu/php_site/pwt62/pwt62_form.php). PPPI is frequently used in the mac-
roeconomic and international literature and measures how the cost of investment 
varies between each country and the United States.

17. E.g., for column (1), χ2= 135.80, and Probability > χ2 = 0.0000.
18. This is how Forbes described its change in editorial policy in 1997: “Ten years ago 

Forbes started counting billionaires outside the U.S. We found 96. Last year, 298–
plus 149 American billionaires. With stock markets around the world up an average 
23 percent in the last year, the billionaire population, like the deer population, is 
sure to have increased. Bowing to economic reality, we have revised our selection 
process this year. A billion bucks no longer gets you in. You’ve got to have made it
yourself, or you’ve got to be actively managing it. This eliminates a fair number of 
jet-setters and Palm Beach residents. We have culled the roster of billionaires down
to 200 people around the globe, the Global Superrich.”
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A Sociological Perspective on Wealth Inequality
and Opportunity

In light of the theme of the roundtable – Shared Prosperity and Growth – as well
as the topic of this paper’s panel – Inequality and Opportunity – I use Bagchi and
Svejnar’s paper “Does Wealth Distribution and the Source of Wealth Matter for 
Economic Growth? Inherited v. Uninherited Billionaire Wealth and Billionaires’ 
Political Connections” as a springboard to focus my comments on the relation-
ship between wealth inequality and opportunity. In this paper, the authors 
use cross-national panel data to investigate the much-debated and methodo-
logically thorny relationship between inequality and economic growth. They 
operationalize the theoretical concept of inequality using a measure of wealth
inequality instead of income inequality. Wealth is a more appropriate measure
of resources than income, but data limitations have largely prevented scholars
from analyzing the extent, causes, and consequences of wealth inequality in 
previous research. Using a measure of billionaire wealth, the authors find that 
upper-tail wealth inequality reduces economic growth, but only if that wealth
inequality is generated by political connections or inheritance. Self-made politi-
cally unconnected wealth inequality, as well as income inequality and initial 
poverty levels, have no effect on economic growth.

Bagchi and Svejnar note that studies of resource inequality are generally
theoretically linked to wealth, even if data limitations often prohibit its meas-
urement. Put simply, wealth is equivalent to one’s assets minus one’s debt. 

A Soc iological Perspective on 
Wealth Inequality and Opportunity: 
Comments on “Does Wealth
Distribution and the Source of 
Wealth Matter for Economic Growth? 
Inherited v. Uninherited Billionaire
Wealth and Billionaires’ Political 
Connections” by Sutirtha Bagchi and
Jan Svejnar
Kendra Bischoff
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Wealth provides financial security during shocks in individual and family
life, such as temporary unemployment or natural disasters (Keister and Moller 
2000; Wolff 2002). This may allow families to stay in their homes during unsta-
ble times, providing continuity in children’s schooling and social networks. If 
a family member becomes ill or disabled, wealth may provide the means to
obtain medical assistance that allows other family members to continue work-
ing. Wealth can also help families weather even predictable peaks in expenses, 
such as the cost of a child attending college or the purchase of a home. Wealth 
is a durable resource that eases uncertainties and allows for investments that
reap dividends over a lifetime. In addition, wealth inequality is more extreme 
than income inequality. In 2010, the top 10 percent of earners commanded 
44 percent of all income in the United States, whereas the top 10 percent of 
wealth holders commanded 74 percent of all wealth. In the same year the Gini
coefficient for wealth was 0.87, compared to 0.55 for income (Keister 2014).
Thus, wealth inequality is arguably more consequential than income inequal-
ity for disparities in short- and long-term wellbeing, not only because of its
differential effects, but also due to its magnitude.

Despite the paper’s many strengths, the use of GDP as a measure of growth
is questionable, especially in light of the roundtable’s theme of shared prosper-
ity. Instead, one might consider a measure that better captures the distribu-
tion of the rewards of growth across race/ethnicity, class, and gender groups.
And if national economic growth is realized unequally across groups within
a society, then the relationship between growth and opportunity must also 
be questioned. In addition, the authors focus on billionaire wealth inequal-
ity, however, from a within-country, structural perspective, wealth inequality 
even at a much lower level – for instance, the wealth of the top 5–10 percent 
of the resource distribution – is highly consequential. Nevertheless, this paper 
takes on a large and important question, and does so in an innovative way. 
Importantly, the authors ask not simply if inequality affects growth, but also 
whether the source of inequality matters.

Deviating from a macroeconomic perspective, I take a sociological perspec-
tive, focusing on structural processes that manifest through social institutions
such as families, schools, and neighborhoods. In the remainder of my com-
ments, I focus on social inequality by outlining three dimensions of the link 
between “everyday” wealth inequality and individual opportunities. These
dimensions are not mutually exclusive, but highlighting them separately is
worthwhile for conceptual clarity.

Intergenerational mobility

Intergenerational mobility, or the movement between social classes from one
generation to the next, has long been of interest to sociologists and economists.
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The rate of upward intergenerational mobility is considered a marker of a
nation’s commitment to equality of life chances regardless of circumstances at
birth. From a meritocratic perspective, it is unfair that circumstances at birth 
should dictate a child’s fate. Nonetheless, even in the United States, where the
rhetoric of equal opportunity is ubiquitous, the education, occupation, and 
income of one’s parents are highly predictive of their child’s position in the class
structure as an adult (Groves, 2008; Hout and Janus, 2011). Wealth inequality 
matters for intergenerational mobility because it creates disparate opportunity 
structures, especially during childhood when many of the building blocks of 
social mobility are set. Income can have the same effect, but wealth allows peo-
ple to live “beyond their means” by enabling consumption that their incomes 
alone would prohibit. While some of this spending might be inconsequential 
to persistent intergenerational inequality, such as purchasing expensive cloth-
ing, other types of consumption may have significant consequences for the 
transmission of privilege, such as buying a residence in certain neighborhoods, 
providing high-quality schooling (public or private), and obtaining superior
healthcare. In addition to advantages conferred during childhood, wealth can
be gifted to young adults. This may provide the means to start small businesses,
make investments, or pursue personal interests that are not financially lucrative.
These pathways facilitate the maintenance and generation of wealth, as well as
provide the freedom to explore various life trajectories.

Wealth can therefore bolster life outcomes throughout the life course, but, 
perhaps more importantly, the intergenerational transmission of wealth facili-
tates the accumulation of physical, financial, and human capital, as well as the 
maintenance of health and the advantage of physical safety. The inability to 
partake in this intergenerational process disadvantages those with little wealth,
especially in highly consequential and competitive arenas, such as elite college
admissions. Thus, individuals and families with similar incomes but differen-
tial wealth may experience very different opportunities and outcomes, which
in turn affects the likelihood of intergenerational mobility.

Spatial manifestation

One way in which wealth inequality directly affects opportunities is through
the spatial patterning of residential choice. The segregation of families by
income, or by their ability-to-pay, has always been a feature of residential life, 
but it has grown more severe in recent decades in the United States in large
part because of the rise in income inequality (Reardon and Bischoff 2011).
Research has shown that income segregation increased by nearly 30 percent in
US cities between 1970 and 2009, with large increases occurring in the 1980s
and 2000s. By another metric, 65 percent of families in large US cities lived in
middle class neighborhoods in 1970, but only 42 percent of families lived in 
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such neighborhoods by 2009. And although the segregation of poverty (separa-
tion of the bottom 10 percent of earners from all others) increased more over
this 40 year period than the segregation of affluence (separation of the top 10
percent of earners from all others), the level of the segregation of affluence is 
considerably higher in all years than the segregation of poverty (Bischoff and
Reardon 2014).

The uneven distribution of income and wealth across neighborhoods matters
because the neighborhood environment may be consequential for individual
outcomes, especially those of children. Theoretically, the effect of neighbor-
hood context operates through the demographic composition of a local envi-
ronment as well as the quality of available resources. For instance, there is great
variation in the percentage of college graduates and unemployment rates across 
local environments, which may affect the outcomes of individuals who live 
there. In addition, the quality of public schools and the quantity of green space
varies considerably across neighborhoods, as does the density of hazards, such
as crime and pollution. Thus, not only might there be direct effects of lower-
quality public goods, but there may also be fewer spillovers across proximate
local environments as the rich and poor grow more geographically disparate.
Spillovers would not only distribute some portion of the higher quality goods
from affluent to low-income families, but it would also perhaps encourage
more interaction between socially distant individuals. And given what is known 
about the substantial effect of income on political influence (Bartels 2008),
increasing income segregation also means increasing polarization of political
power across jurisdictions. As Durlauf (1996) has shown theoretically, resource
deprivation in neighborhoods may contribute to the intergenerational transfer
of social class through investments in local institutions that serve children, such
as schools. In areas of concentrated wealth (poverty), households are not only 
advantaged (disadvantaged) by their own assets, but also by the assets of their 
neighbors. Wealth segregation may be even more severe than income segrega-
tion due to the extreme level of wealth inequality in the US, but less is known
about the degree to which families are spatially separated by wealth.

It is also possible that wealth segregation itself – a characteristic not of indi-
vidual neighborhoods, but of the arrangement of neighborhoods in a region or 
metropolitan area – affects individual opportunities and outcomes. This would
imply that the abundance of resources in some neighborhoods is not inde-
pendent of the dearth of resources in others. Although theories of how segrega-
tion distinctly affects individual outcomes are not particularly well developed,
research has demonstrated the negative effect of metropolitan- and state-level
segregation on inequality of educational attainment, infant health outcomes,
and labor market outcomes (Mayer 2002; Mayer and Sarin 2005; Cutler and
Glaeser 1997). More recently, Chetty et al. (2014) show that in metropolitan 
areas, income segregation is negatively correlated with social mobility in the



United States. It may be the case that segregation is simply an indicator of more
pervasive structural inequality that negatively affects egalitarianism in a local
environment. Alternatively, more direct mechanisms may be at work. Both
Durlauf and Chetty provide a link between the spatial patterning of resource
inequality and intergenerational mobility.

Racial/ethnic stratification

The final dimension of wealth inequality I emphasize is that of stratification by
race/ethnicity. In 2011, the median net worth of the average white household 
was an astonishing 14 times greater than the median net worth of the aver-
age African-American household ($91,405 versus $6,446). The typical Hispanic 
household faired only slightly better than the typical African-American house-
hold, having a median net worth of $7,843. Put a different way, the median net 
worth of African-American households was 7 percent of that of white house-
holds in 2011. Although also cause for great concern, income gaps are far smaller 
than wealth gaps – in 2011, the median African-American household earned 59
percent of the income of the median white household (Pew Social Trends 2013).

The difference in racial/ethnic disparities between income and wealth high-
lights the fact that wealth inequality is stubborn and difficult to remedy in
the short term. This is, in part, because of its entrenched, structural roots in 
discriminatory practices in the housing market, the education system, and
the labor market. Even in the case of a first-generation college graduate who 
experiences upward intergenerational mobility and a relatively high salary, the 
resources at her disposal, especially in young adulthood, will most likely be of 
her own making. It may take several generations for families and individuals
to build wealth and achieve true equity in opportunity, despite the façade of 
equity provided by income alone.

Subnational inequality is not captured by blunt measures such as GDP.
National economic growth is likely not distributed equally among all members
of a society, and, likewise, the perils of economic downturns affect some groups
more than others. During the Great Recession, Hispanic and African-American
families’ median wealth declined by 66 and 53 percent, respectively, while
white families’ median wealth fell by only 16 percent (Kochhar, Fry, and Taylor
2011). As we move toward a more multi-ethnic and global society, inequality
that cuts along ascribed characteristics is not only contrary to the norms and
values that most societies claim to embrace, but it also causes special injury to
the social and economic fabric of our societies, the effects of which are experi-
enced over generations.

As highlighted by Bagchi and Svejnar, wealth inequality is rarely studied
despite the theoretical interest in linking national resource inequality to growth. 
Although data limitations prevent the authors from including a comprehensive
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measure of wealth inequality, their approach highlights the overreliance on
income inequality as the standard measure of resource inequality. My comments
have taken the issue of wealth inequality from a macroeconomic to a socio-
logical perspective, highlighting social structural dimensions of the link between
wealth inequality and opportunities for social and economic advancement.
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6
Inequality in Arab Countries
Radwan A. Shaban

Inequality is often mentioned as a factor contributing to the recent and ongoing
regional changes in the Arab countries. This paper briefly highlights what is
known about measured inequality in the region. The focus of the paper is on
inequality measures that are based on national household consumption and
income surveys, while the final section broadens the discussion on inequality.

6.1 Levels of inequality in Arab countries

The data used in this paper are taken from the World Bank database. Inequality 
is reported using the Gini index of inequality in consumption/income. Table 6.1
reports the inequality measure for Arab countries in the database for all avail-
able years. One thing to note is that some countries are missing from the table
as a result of non-availability of their household datasets. In particular, Qatar 
is the only Gulf Cooperation Council (GCC) country for which a Gini index is 
available and only in 2007.

6.2 In a global context, measured inequality in Arab countries is 
not excessively high

In a comparative global context, inequality in the Arab countries is not exces-
sively high. The median Gini index across countries for the latest available
year is: 38.5 percent for the world and 40 percent among all emerging and 
developing economies. Whether compared to the global median or that of 
emerging and developing regions, the median Gini index among Arab countries
is comparatively lower at 36.0 percent (Table 6.2). The only emerging/develop-
ing region with lower median inequality than Arab countries is that of Eastern
Europe and Central Asia. In particular, the median Gini index is higher in Africa 
or in the East Asia and Pacific region. While median inequality in Latin America
is the highest among all developing and emerging regions, this partly reflects 
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Table 6.2 Gini index (%) – the regional median

Region Median

World 38.5
Emerging and Developing Countries 40.0
North America 37.0
Western Europe 32.0
Latin America and Caribbean 50.0
Eastern Europe and Central Asia 34.0
Arab Countries 36.0
Africa 43.5
South Asia 36.0
East Asia and Pacific 38.5

Source: World Bank Inequality database.

the fact that the welfare measure captured in most Latin American surveys relies 
on income, the distribution of which is typically more unequal than that of 
consumption.

As the median can hide country variations, Figure 6.1 shows a scattergram
for emerging and developing countries of the Gini index versus GDP per capita
in purchasing power parity terms. While there are indeed country variations,
the figure clearly shows that the Gini index in the Arab countries is not parti-
cularly higher than in other regions, except for countries in Eastern Europe
and Central Asia.

Figure 6.1 Gini index of inequality in Arab countries is not comparatively high
Source: World Bank Inequality database.
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6.3 The Gini inequality index in Arab countries has not 
increased excessively over time

Figure 6.2 shows the trends over time in the Gini index for Arab countries with
at least two years of available measures. There are indeed several patterns of 
changes in measured inequality over time. The figure does not reveal a gener-
alized trend of rising measured inequality. Indeed, the most recent change in
the Gini index reflects a decline in measured inequality in Algeria (2000, 2011), 
Egypt (2000, 2005, 2008), Tunisia (2005, 2010), and Palestine (2007, 2009).

6.4 Divergence/convergence among Arab countries

One possibility to consider is that rising inequality among Arab countries in g
economic fortunes could be an important factor. This would be the case if 
people compare their wellbeing with that of others in the whole region of 
Arab countries, not just their own country. This regional comparison could be 

Figure 6.2 Measured inequality in Arab countries has not increased excessively
Source: Table 6.1.
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driven by the large disparity in economic indicators, particularly among oil
and non-oil countries, along with the close proximity and shared history and
culture. The pattern of convergence or divergence across Arab countries would
be an important indicator for whether inequality at the level of the whole Arab
Region has increased or not.

There is a striking link between the oil price and the average regional GDP 
per capita for the Arab countries,1 weighted by their population (Figure 6.3). 
Both the oil price and the regional average nominal GDP per capita dropped
throughout the 1980s, fluctuated in a narrow range in the 1990s, and only
recovered, and strongly so, in the 2000s. The oil price reached its 1980 level of 
USD 37/barrel only in 2004. The Arab regional GDP per capita reached its 1980
level of USD 2,886 only in 2003. This demonstrates the significance of oil not
only for the oil-exporting countries, but for the whole Arab region. Indeed,
the correlation coefficient of the oil price with GDP per capita is 0.986 for
the oil economies, 0.913 for the non-oil economies, and 0.984 for the whole
Arab region during 1980–2013. While outside the scope of this paper, there are
important linkages that transmit outcomes from oil-exporting to oil-importing

Figure 6.3 Arab region’s GDP per capita is closely tied to the oil price
Source: World Bank.
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countries through labor migration and remittances, trade, investment flows,
and official financial assistance.

Given the dominance of oil in the economies of all Arab countries, it is there-
fore important to explore whether Arab economies have converged or diverged
over time. This is done by examining the trends for Arab countries in GDP
per capita relative to the year-specific regional population-weighted average of 
GDP per capita. The ratio of GDP per capita to its regional average is shown for
the richer-than-average countries in Figure 6.4 and for the  poorer-than-average
countries in Figure 6.5. The GCC countries have higher income levels, and 
hence fall above the 1.0 ratio in any given year. If rich countries get richer while
poor countries get poorer over time, then the trends in relative GDP would
be rising over time in Figure 6.4 and declining over time in Figure 6.5. This is
the case for Qatar, with a rising GDP per capita relative to the regional average
since the mid-1990s, as a result of substantial investment in the production 
and export of gas. But the UAE’s relative position has fallen since 2002, largely 
as a result of rapid population increase. While all six GCC countries have 
higher GDP per capita than the regional average, there are varying patterns for 
each country, making it difficult to conclude a specific generalized pattern for 
all oil or richer countries in Figure 6.4.

Similarly, the pattern in Figure 6.5 for poorer countries shows different
country-specific patterns of their position relative to the regional average, but 
no generalized trend of relatively poor countries getting poorer over time.

Figure 6.4 GDP per capita of richer Arab countries relative to the regional average, since
1990
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Whether there has been increasing or declining spread among Arab countries
in their nominal GDP per capita, Figure 6.6 shows the coefficient of variation
(CV) of GDP per capita among Arab countries. The CV has declined in the
1980s, reflecting the greater impact of the drop in the oil price on the richer
oil-exporting countries at this time. Separating Arab economies into oil and 

Figure 6.5 GDP per capita of poorer countries relative to the regional average, since 1990 
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Figure 6.6 Coefficient of variation of GDP per capita among Arab countries 
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non-oil economies, the CV increased for both groups in the 1990s and declined
in the 2000s. Consequently, the CV for all Arab economies slightly increased in
the 1990s and the early part of the 2000s, only to fall from 1.9 in 2004–05 to a
low of 1.5 in 2009–10; the latter period had a low oil price following the global
financial crisis while the economies of Arab countries with large population
were doing relatively better. The increase in the CV in 2011 is a reflection of a
stronger oil price on the one hand, and difficult economic condition in poorer
and oil-importing Arab countries. In conclusion, the trend in the coefficient 
of variation of GDP per capita among Arab countries would not be consist-
ent with rising inter-country inequality accompanying the rapid increase in 
incomes in the 2000s.

6.4 Other explanations

There are several other explanations that have been proposed for the popular
demand for fairness and social justice and that are not fully captured by the
levels or trends in measured income/consumption inequality. The following 
are four sets of such explanations.

One set of arguments focuses on measurement errors as an explanation.
Household surveys are known to be relatively inadequate in capturing income/
consumption among the rich and extremely rich. But this is true in many
countries, and over time. Thus, for this argument to be valid, either of two
things also has to happen. First, the surveys in the Arab World are worse in
capturing the extent of inequality than in other regions of the world, mak-
ing measurement errors larger in Arab countries compared to other regions.
Second, measurement errors have increased over time in the Arab region,
thus diluting the true underlying increase in inequality in any given country. 
However, the validity of either of these two arguments requires additional rig-
orous investigation.

The second set of arguments is that the relevant population for inequality
comparison is not at the level of a given country. (i) It could be larger than 
the country to include the whole Arab region, which would bring inequality
among countries into focus; this was discussed in the previous section. (ii) The 
relevant population for analysis could also be viewed as among subsets of a 
country’s population. For example, growth may have benefited urban popula-
tion more than the rural population, or those in the capital city than in outly-
ing areas, or the coastal than inland regions. (iii) Also, the relevant group to
observe could be other subsets of the population, such as the middle class in
relation to other classes.

A third set of arguments relates to the notion that another variable broader
than income is the relevant factor for the sense of social justice or fairness.
Inequality in wealth may be the variable of focus. Another dimension is 
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inequality of opportunity, with a focus on public services such as education 
and health, or access to economic factors such as land, jobs, or other economic
resources.

A fourth set of arguments is based on relative deprivation, and the percep-
tion of improvement relative to others.

Note

1. This section uses data for 19 Arab countries, broken down into the richer 9 “oil”
economies of Algeria, Bahrain, Iraq, Kuwait, Libya, Oman, Qatar, Saudi Arabia, the
UAE; and 10 poorer “non-oil” economies of Egypt, Jordan, Lebanon, Mauritania, 
Morocco, Palestine, Sudan, Syria, Tunisia and Yemen. GDP and population data are 
from the World Bank database.
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For the decade prior to the Arab Spring of 2010–11, the developing countries
in the Middle East and North Africa were enjoying relatively rapid economic 
growth, averaging about 5 percent a year (Figure 6a.1). Yet a number of these 
countries faced uprisings and popular protests that toppled four autocratic
leaders. The call for “bread, freedom and social justice” by the protesters led 
many observers to speculate that the growth was not broadly shared (see, for
instance, Ncube, Anyanwu and Hausken, 2013; Alvaredo and Piketty, 2014).

Radwan Shaban’s paper, “Inequality in Arab Countries,” challenges the notion 
that the fruits of economic growth were not being shared across the population. 
He shows that, for Arab countries, within-country inequality was lower than the
average for middle-income countries.

Furthermore, this inequality was declining during the period prior to the Arab g
Spring. In addition, whereas there is a wide variation in per capita GDP among
Arab countries, these differences were narrowing during the same period. That
is, between-country inequality was also declining.

Shaban’s paper therefore raises a puzzle: If growth was high and inequality
low and declining, why did the Arab Spring happen? What were the protesters
demanding if these standard measures of economic welfare were moving in
a favorable direction? A partial answer lies in the particular social contract
between the government and the people in Arab countries. This contract was
responsible for the positive indicators observed in these countries. But it could
not meet the needs and aspirations of the growing middle class, who rose up
to demand a new social contract.

Before going any further, we note that there are other indicators that cor-
roborate Shaban’s findings. First, in addition to declining inequality, extreme
poverty in MENA has been falling and, at 2.4 percent, is one of the lowest in the
world (Figure 6a.2). Secondly, the World Bank’s second goal, boosting shared
prosperity, where the latter is defined as the per capita income of the bottom
40 percent, also appears to be within MENA’s reach. For those countries where

Resolving the Arab-Spring Paradox:
Comments on “Inequality in Arab 
Countries” by Radwan A. Shaban
Shantayanan Devarajan
World Bank
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there are reliable data, in all but Iraq, the per capita income of the bottom
40 percent grew faster than the average (Figure 6a.3). These included the Arab
Spring countries of Egypt and Tunisia. Finally, in terms of human indicators,
MENA countries have had one of the best performances in the world. For
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Figure 6a.2 Poverty rates in MENA
Source: World Bank, World Development Indicators, 2013.
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instance, child mortality rates fell faster than anywhere else, and the levels are
comparable to those in much richer countries today (Figure 6a.4; Iqbal and 
Kiendrebiego, 2014).

While these facts may add to the Arab Spring paradox, in fact they contrib-
ute to its resolution. We start by asking the question: how did these countries 
manage to achieve such remarkable progress? The answer has to do with the 
social contract that existed between the government and its people. In almost
all countries, governments provided free education and health; subsidies for
food and, later, fuel; and jobs in the public sector with guaranteed benefits
for life. The result was that human development progressed at a rapid pace; 
the economy grew thanks to oil-related rents and public investments; and the 
poor were protected with food subsidies. The outcome, as Shaban notes, was
low and declining inequality, low poverty and, at least using the World Bank’s
definition, shared prosperity.

On the other side of this social contract, however, were governments that
were authoritarian, brooked very little dissent, and in some cases denied human
rights to certain groups.

At the turn of the century, several aspects of this social contract were begin-
ning to fray. First, because of significant fiscal deficits, the public sector could 
no longer be the “employer of first and last resort.” In fact, the public sector
started retrenching. A generation of young people, who had diligently gone to 
school thinking they would get a public sector job, found themselves unem-
ployed. Worse, their skills were not suited to the private sector, which never-
theless was not growing rapidly enough to absorb them. MENA found itself 
with the highest unemployment rate in the developing world, with the rates
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Figure 6a.4 Child mortality in different regions
Source: Iqbal and Kiendrebeogo (2014).
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for young people and women nearly double the overall rate (Figure 6a.5). The 
unemployment rate was highest among those with a tertiary education.

Moreover, the few jobs that were available were based on connections (or 
“wasta”) rather than merit, adding insult to injury (Figure 6a.6).

An important point to note is that these unemployed people were not the
poor. The fact that they had finished high school and, in some cases, university 
puts them in the top half of the income distribution. They were the people
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Figure 6a.5 Unemployment in MENA and other regions
Source: World Bank, World Development Indicators.
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whose families could support them while they were searching for a job. The 
majority of workers were in the informal sector, with much lower earnings. In
Egypt, the share of the private labor force in informal employment ranges from
41 to 54 percent (World Bank, 2014). These people were technically not unem-
ployed, but their situation was arguably worse. As the public sector retrenched,
more and more workers entered the informal sector, further bidding down 
their earnings.

Secondly, it was becoming clear that lagging private sector job growth was
related to the autocratic nature of the regimes. In particular, friends and families
of the autocrats benefited through monopoly rents in domestic industries, under-
mining export competitiveness and employment creation. For instance, the 
firms associated with former Tunisian President Ben Ali’s family, while they were 
only 0.8 percent of industrial output, accounted for 21 percent of profits (Rijkers, 
Freund and Nucifora, 2014). Moreover, these firms profited from regulations 
that restricted foreign investment in sectors where they were involved – mostly
non-tradable sectors such as transport, banking and telecommunications – which
raised prices for inputs to the tradable sectors and made them less competitive
globally. As a consequence, growth was insufficient to absorb the large number
of young people entering the labor market each year. Put another way, while the
growth rate was relatively high, and variation in growth among MENA countries
declining, the job-intensity of that growth was lower than in other middle-
income countries, leading to a different kind of resentment.

Thirdly, while they protected the poor to some extent, the web of subsidies
that were part of the social compact had become more of a burden than a ben-
efit. Fuel subsidies, in particular, accrued mainly to the rich and resulted in an 
economic structure that favored capital- rather than labor-intensive industries.
There is also evidence that, in Egypt, politically connected firms benefited
disproportionately from fuel subsidies (Schiffbauer et al., 2014). And the pre-
viously free education and health, while it delivered on basic education and
health, was becoming increasingly ineffective at delivering quality. Teacher and 
doctor absenteeism in schools and clinics were common. And a private sector
emerged that made people pay for the same services to which they were enti-
tled. As a woman in Egypt put it, “You can go to the private clinic and lose all
your money, or go to the public clinic and lose your life” (World Bank, 2013).

As a reflection of these difficulties with the social compact, citizens’ satisfac-
tion with their governments was deteriorating, even when other economic
indicators were looking promising. In almost all countries, the “life satisfaction
index” was declining during the five years before the Arab Spring (Figure 6a.7).

Governments – and, to some extent, the international community – did not 
heed these signs. Resentment grew to the point where it erupted into wide-
spread protests and in four countries, the autocratic leader was removed from
office.
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In the four years since the Arab Spring, owing to continued political conflict
and civil unrest, the economic situation in these countries has deteriorated. To 
calm political dissent, governments have undertaken actions that have served
to reinforce the original social contract. Subsidies and public sector employ-
ment have increased. Public education and health continue to be delivered
with  little accountability to citizens. In some countries, political repression
continues.

Yet the lesson from this interpretation of the Arab Spring is that a new social 
contract is needed. The resolution of the Arab Spring paradox gives us the
contours of such a contract. Industrial policy should emphasize competition 
(a “level playing field”) to avoid capture of privileged industries by political
elites. Subsidies should be replaced with targeted cash transfers, which reduce
leakage of resources to the rich and give poor people a choice in which goods to 
consume. Health and education should be reformed to give citizens a voice in
the quality of services. And the public sector should be rationalized to perform
those functions that government should perform, rather than be an employer
of first or even last resort.

By pointing to the paradox of low inequality and citizen unrest in the Arab
World, Shaban’s paper has helped focus attention on the social contract, which
contributed both to the low inequality and to the popular protests. This obser-
vation, in turn, provides the basis for a new social contract, one that is better
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Figure 6a.7 Indicators of life satisfaction7
Note: *Answer to question: Please imagine a ladder, with steps numbered from 0 at the bottom to 10
at the top. The top of the ladder represents the best possible life for you and the bottom of the ladder represents rr
the worst possible life for you. On which step of the ladder would you say you personally feel you stand 
at this time? 
Source: Gallup World Poll (2015).
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suited to the modern-day Arab World. Rarely has a paper that posed a puzzle
made such an important contribution.
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Introduction

High inequality is a characteristic feature of Latin America. After rising in
the 1990s, however, income inequality in the region has declined while it 
has increased in other parts of the world. For the region as a whole, the Gini
coefficient declined from an average of 0.550 in the early 2000s to 0.496 circa
2012. Of the 18 countries with available data, 16 experienced a decline in their
Gini coefficient during this period. What explains this remarkable shift in
inequality trends in Latin America?

This chapter presents a survey of existing results drawing on our own research 
and a selection of available studies.3 The analysis suggests that the decline in
inequality is robust to the selection of the time interval, inequality measure and
data source. Existing studies point to two main explanations for the decline in
inequality: a reduction in hourly labor income inequality, and more robust and
progressive government transfers (Azevedo et al., 2015; Azevedo et al., 2013a;
Cornia, 2014; De la Torre et al., 2012; Lopez-Calva and Lustig, 2010; Lustig et al.,
2013). Available evidence suggests that it is a fall in the skill premium (returns 
to schooling) that drives the decline in hourly labor income inequality. The
causes behind the decline in returns to schooling, however, have not been
unambiguously established. Some studies find that returns fell because of an
increase in the supply of workers with more educational  attainment; others,
because of a shift in demand away from skilled labor.

This chapter is organized as follows. Section 7.1 presents the evolution of 
inequality for Latin America. Section 7.2 includes detailed country narratives
that delve into the determinants of inequality changes. A synthesis of the main
findings on the causes of the decline in the returns to education is presented in
section 7.3. Section 7.4 concludes.
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7.1 Inequality trends in Latin America

Income inequality has declined in Latin America over the 2000s. The Gini
coefficient for household per capita income fell from a weighted (unweighted)
average of 0.550 (0.532) in the early 2000s to 0.496 (0.483) circa 2012. The
decline occurred in 16 of the 18 countries for which there is comparable data
(Figure 7.1, Panel A). The rate of decline ranged from an annual average of 
−2.64 percent in Nicaragua to -0.28 percent in Venezuela. The Gini coefficient
for household equivalized income fell from a weighted (unweighted) average of 
0.530 (0.511) in the early 2000s to 0.475 (0.463) circa 2012. The rates of decline
ranged from an annual average of –2.74 percent in Nicaragua to –0.25 percent
in Paraguay (Figure 7.1, Panel B). The ranking of declines is virtually unaffected
by using either per capita or equivalized income.4

Based on actual and interpolated Gini coefficients for 18 Latin American coun-
tries, weighted estimates suggest that inequality reduction has decelerated since
2010 (Figure 7.2, Panel A). However, as shown in panel B, this result is driven 
entirely by Mexico. When Mexico is excluded from the group, the decline
in inequality continued.5 Using pooled regional data for Latin America as a
whole, World Bank (2014) and Cord et al. (2014) have argued that inequality 
reduction in the region has stalled. The stagnation in inequality reduction is 
attributed to the impact of the financial crisis on Mexico and Central America,
which reflects a cyclical fluctuation, rather than a structural underlying trend 
(Cord et al., 2014).

The decline is also significant in terms of orders of magnitude. As shown in 
Figure 7.3, in 11 of the 12 countries for which the comparison is possible, the 
decline in the 2000s was higher than the increase in inequality during the 1990s.
The global recession in 2008–09 did not change the downward trend in most
countries.

Another indication of the significance of the decline in inequality is its con-
tribution toward reducing poverty. Since 2000, the incidence of extreme pov-
erty – i.e., the percentage of the population earning daily incomes of US$2.50
in purchasing power parity, PPP, or less – has dropped from 25 to 12.3 percent, 
a reduction of roughly 49 million people (Figure 7.4). During the same period,
the incidence of total poverty – defined as those earning below US$4.00 PPP 
per day – fell from 42 to 25.3 percent, a reduction of roughly 57 million people. 
Applying the Datt–Ravallion decomposition approach (Datt and Ravallion,
1992)6 reveals that, on average, 39 percent of the reduction in poverty is due to 
the decline in inequality. In Argentina, Bolivia, Chile, the Dominican Republic, 
Ecuador, El Salvador, Mexico, Nicaragua and Peru the decline in inequality
accounted for over 40 percent of the reduction in poverty (Figure 7.5).

Additionally, as a result of growth and the reduction in income inequality, 
Latin America experienced increased upward mobility over the last decade. 
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Figure 7.1 Change in the Gini coefficient; circa 2000–2012 (annual percentage change)
Notes: The average change in the Gini for each country is calculated as the percentage change between
the end year and the initial year, divided by the number of years. The average for LAC-18 is the simple 
average of the changes by country. Using the bootstrap method, with a 95 percent significance level, 
the changes were not found to be statistically significant in Costa Rica. The changes in Colombia
should be interpreted with caution due to comparability issues between the 2001 and 2012 surveys. 
The overall decline in inequality for the region as a whole remains virtually unchanged by including
or excluding the Colombian figure: respectively, −0.86 and −0.88 percent for household per capita 
income, or −0.88 and −0.91 percent for household equivalized income. The following time periods 
were used to estimate the changes: Argentina (2000–13), Bolivia (2000–12), Brazil (2001–12), Chile
(2000–11), Colombia (2001–12), Costa Rica (2001–09), Dominican Republic (2000–11), Ecuador
(2003–12), El Salvador (2004–12), Guatemala (2000–11), Honduras (2001–11), Mexico (2000–12), 
Nicaragua (2001–09), Panama (2001–12), Paraguay (2001–11), Peru (2000–12), Uruguay (2000–12), 
and Venezuela (2000–06). The periods used for non-Latin American countries are as follows: China 
(1999–2009), United States (2000–10), Indonesia (1999–2011), Russia (1999–2009), and South Africa
(2000–09). CEDLAS defines the household equivalized income as the total household income divided 
by (A (( +α1·K1 + α2α ·K2)q, where A is the number of adults, K1 the number of children under 5 years 
old, and K2 the number of children between 6 and 14. Parameters α (with α α1 = 0.5 and α2α = 0.75) are
weights for adults and kids, while q regulates the degree of household economies of scale (CEDLAS,q
2012; p. 24). The changes based on household equivalized income in Panel B are for Latin American 
countries only.
Source: Authors’ calculations, based on data from the Socio-Economic Database for Latin American
and the Caribbean, SEDLAC (Center for Distributive, Labor and Social Studies, CEDLAS, and The
World Bank), February 2014, for Latin American countries; World Development Indicators (World
Bank) for China, Indonesia, Russia and South Africa; and Income Distribution Database (Organisation 
for Economic Co-operation and Development, OECD) for United States.
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Figure 7.2 Evolution of the Gini coefficient in Latin America; 1992–2012
Notes: Linear interpolation is created in those countries with missing inequality data in a given year.
This method provides Gini series during the 1992–2012 period for the following countries: Argentina, 
Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, El Salvador, Guatemala, 
Honduras, Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay and Venezuela. Those series are used
to estimate regional weighted averages.
Source: Authors’ calculations, based on data from SEDLAC (CEDLAS and The World Bank), February 
2014.
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Declining income inequality appears to have had an instrumental value, not
only in influencing poverty reduction, but also in contributing to the rise of the
middle class. To analyze the effect of declining inequality on the size of the mid-
dle class, we consider the definition of middle class put forward by Lopez-Calva 
and Ortiz-Juarez (2014). The definition proposes an absolute income-based 
threshold, setting economic security as the condition that separates the middle
class from the vulnerable.7 Ferreira et al. (2013), using this vulnerability-based
approach, show that the Latin American middle class is on the rise. Indeed,
results indicate that the share of the middle class increased, on a regional
weighted average, from 21.9 percent to 34.3 percent between 2000 and 2012.8

How much of the rise of the middle class is accounted for by the decline
in income inequality? Azevedo et al. (2015) decompose the contribution of 
growth and inequality to the changes in the size of the middle class. Their
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Figure 7.3 The rise and fall of income inequality (changes in Gini coefficients (in bars), 
expressed in percentage points)
Note: The percentage-point change in the Gini coefficient, before and after inequality started to
decline. Although inequality in Ecuador started to decline in 2003, no comparable data were available 
for earlier years. The same occurred in Guatemala and Dominican Republic.
Source: Authors’ calculations, based on data from SEDLAC (CEDLAS and The World Bank), February 
2014.
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Figure 7.4 Poverty in Latin America, circa 1992–2012 (percentage of population)
Note: These figures represent the weighted average of the incidence of poverty in Argentina, Bolivia,
Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, El Salvador, Guatemala, Honduras, 
Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay and Venezuela.
Source: Based on data from SEDLAC (CEDLAS and The World Bank), February 2014.
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Figure 7.5 Contribution of the decline in income inequality to changes in poverty 
(p ercentages of contribution in selected countries; 2000s)
Note: The contribution which the decline in inequality made toward reducing poverty was calculated 
using the standard Datt–Ravallion decomposition methodology (Datt and Ravallion, 1992). The
following time periods were used: Argentina (1998–2011), Bolivia (1997–2011), Brazil (2003–11), 
Chile (2000–09), Costa Rica (2002–09), Dominican Republic (2003–11), Ecuador (2003–11), El Salvador 
(1998–2010), Guatemala (2000–11), Honduras (2003–11), Mexico (2000–10), Nicaragua (2001–09),
Panama (2001–11), Paraguay (2004–10), Peru (1997–2010), Uruguay (2004–11), and Venezuela (2004–11).
Source: Based on estimates provided by CEDLAS.
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results suggest that, even while economic growth explains the largest share
of the change in the middle class, redistribution also played a significant role.
Decomposing the effects shows that, on average, 21 percent of the change
in the size of the middle class was associated with the decline in inequality
between 2003 and 2010. As Figure 7.6 indicates, the effect found is especially
large in Bolivia, the Dominican Republic, Nicaragua and Mexico, where the 
reduction in inequality accounts for over 50 percent of the changes in the size
of the middle class.

7.2 The equalizing role of declining skill premiums and 
government cash transfers

Disentangling the principal determinants of the decline in inequality in Latin
America during the 2000s is not a straightforward task. Interestingly, there is
no clear link between the decline in inequality and economic growth. Inequality
has declined in countries that experienced rapid economic growth, such as
Chile, Panama and Peru, and in countries with low-growth spells, such as Brazil
and Mexico. Nor is there a link between falling inequality and the orientation
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Figure 7.6 Contribution of the decline in inequality to changes in the size of the middle
class (percentages of contribution in selected countries; circa 2003–2010)
Note: The contribution of the decline in inequality toward changes in the size of the middle class is
calculated using the Datt–Ravallion decomposition method (Datt and Ravallion, 1992). The following 
time periods were used: Argentina (2004–11), Bolivia (2002–08), Brazil (2004–11), Chile (2003–09), 
Colombia (2003–11), Costa Rica (2003–09), Dominican Republic (2003–11), Ecuador (2003–11), El 
Salvador (2003–10), Honduras (2003–11), Mexico (2004–10), Nicaragua (2005–09), Panama (2007–11), 
Paraguay (2003–11), Peru (2004–11), and Uruguay (2003–11). The average for LAC-16 refers to the
simple average of the effect in all 16 countries.
Source: Adapted from Azevedo et al. (2015), based on data from SEDLAC (CEDLAS and The World
Bank).
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of political regimes. Inequality has declined in countries governed by leftist 
regimes, such as Argentina, Bolivia, Brazil, Chile and Venezuela, as well as in 
countries governed by centrist and center-right parties, such as Mexico and Peru.

Existing studies point to two main explanations for the decline in inequality:
a reduction in hourly labor income inequality, and more robust and progres-
sive government transfers (Azevedo et al., 2015; Azevedo et al., 2013a; Cornia,
2014; De la Torre et al., 2012; López-Calva and Lustig, 2010; Lustig et al., 2013).

Applying a variation of the nonparametric decomposition method developed
by Barros et al. (2006) to quantify the contributions to observed distributional
changes,9 Azevedo et al. (2013a) explored whether the recent decline in 
income inequality is the result of changes in demographic indicators (share
of adults, defined as members 15 years old or more, and share of employed
adults), labor income (hourly earnings) and non-labor incomes (e.g., public
transfers, pensions and income from capital). Their main finding is that, for
ten of the 14 countries included in their study, the most important factor has 
been relatively strong growth in labor income for workers at the bottom of 
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the income distribution and, in particular, an increase in hourly earnings. On
average, 54 percent of the reduction in the Gini coefficient can be attributed
to changes in hourly labor income. In terms of the contributions of non-labor
incomes, changes in government transfers contributed, on average, 21 percent
of the observed regional decline in inequality, while changes in pensions10

contributed 9 percent (Figure 7.7).11 There is, however, substantial heterogene-
ity across countries (see Azevedo et al. 2013a, Figure 7.7). A parametric decom-
position following the Lerman and Yitzaki (1985) methodology shows similar 
results. During the 2000s, changes in labor income accounted, on average, for
62 percent of the reduction in inequality in the region, while transfers and
pensions accounted, respectively, for 17 and 2 percent (Figure 7.7).

The key question then becomes: What explains the reduction in (hourly)
labor income inequality?12 There are several not mutually exclusive candidates:
(i) human capital; (ii) labor market institutions; (iii) demographic composi-
tion of the labor force; and (iv) spatial segmentation. Human capital is usually
measured by education (e.g., years of schooling) and work experience (e.g.,
actual years worked). Under labor market institutions, existing studies usually

Figure 7.7 Contribution of proximate determinants to the decline in inequality7
(percentages of contribution; Latin America, circa 2000–2010)
Source: Azevedo et al. (2015). The nonparametric decomposition results are from Azevedo et al.
(2013a), while the parametric results were provided by CEDLAS, based on data from SEDLAC (CEDLAS 
and The World Bank). The negative (positive) sign indicates an unequalizing (equalizing) effect of 
each determinant. The results shown are averages for 14 countries in the case of the nonparametric 
decomposition (Argentina, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, El 
Salvador, Honduras, Mexico, Panama, Paraguay, Peru, and Uruguay) and 12 countries in the case of 
the parametric decomposition (Argentina, Bolivia, Brazil, Dominican Republic, Ecuador, El Salvador, 
Mexico, Nicaragua, Peru, Paraguay, Uruguay, and Venezuela). The sum of the contributions of each 
determinant is, as expected, 100 percent.
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focus on the role of minimum wages, unionization and formality. The demo-
graphic composition of the labor force considers variables such as age, gender, 
and race (or ethnicity). Spatial segmentation looks into the distribution of the
labor force by rural and urban areas, and by regions within a country.

Following standard labor economics, studies tend to separate out what can
be attributed to changes in the distribution of the observable characteristics
of workers (e.g., age, years of schooling, race, gender, working in formal or
informal markets, earnings above/below minimum wages, and geographic
location) – the composition or endowment effect –, and what is due to changes
in returns to those characteristics – the pay structure effect.13 Estimates of the 
size of the endowment and pay structure effects for each factor help identify
the orders of magnitude of the ‘proximate’ determinants of observed changes
in labor income inequality. The search for the ‘fundamental’ causes requires 
further steps. One key step, for example, is to assess the role of demand, sup-
ply and other factors (e.g., changes in the quality of education) in explaining
the changes in returns to human capital. In turn, one may want to push the 
causal inference process further by, for example, linking the changes to struc-
tural changes in the composition of output (led by, for example, a boom in
international commodity prices) and changes in education policy.

Existing studies do not cover the entire range of potential candidates in each
case. However, in line with Lopez-Calva and Lustig (2010) and Gasparini and
Lustig (2011), available evidence suggests that a fall in the returns to human
capital – or, more precisely, in the returns to education – is a common factor to
explain the decline in hourly labor income inequality (Azevedo et al., 2013b;
Barros et al., 2010; Campos et al., 2014; De la Torre et al., 2012; Ferreira et al.
2014; Gasparini and Cruces, 2010). In particular, during the 2000s, in the
majority of the 16 countries where overall inequality declined, the return
to primary, secondary and tertiary education versus no schooling or incom-
plete primary schooling declined. In Brazil, Ecuador, Nicaragua, and Paraguay
the return declined for all levels of education, vis-à-vis no schooling or
incomplete primary, while in Costa Rica a decline was reported only for the 
return to primary education versus no schooling or incomplete primary, and 
in Uruguay only for the return to tertiary education. Results are more mixed
for the remaining countries (Figure 7.8). Cornia’s analysis (2014) confirms
most of the previous evidence for six countries: Chile, Ecuador, El Salvador,
Honduras, Mexico, and Uruguay. In particular, his findings show that changes
in labor income explain a significant share of the shift in income inequality
observed during the 2000s, and that the upward (during the 1990s) or down-
ward (during the 2000s) trends in labor income inequality were accompanied
in most cases by parallel shifts in the skill premium.

It should be noted that the endowment effect associated with changes in the
distribution of education have tended to be unequalizing in spite of the fact
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Figure 7.8 Changes in the Gini coefficient and in the returns to education (annual 
percent change; 2000s)
Note: The returns to different levels of education are calculated with respect to no schooling or incom-
plete primary school. Skill categories are determined by level of formal education. Educational levels 
correspond to completed primary school, lower- and upper-secondary school, and tertiary education. 
The time periods used to estimate the percentage changes are the same as those used in Figure 7.1.
Source: Authors’ calculations, based on data from SEDLAC (CEDLAS and The World Bank), February 
2014.
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that the distribution of educational attainment has become more equal (see, for
example, Campos et al., 2014; Ferreira et al., 2014; and Gasparini et al., 2011).
This means that, had the pay structure by education level remained unchanged,
the more equal distribution of the education endowment would have resulted
in an increase in labor income inequality. Because this sounds counter-intuitive,
this finding is known as the “paradox of progress.”14 Essentially, the ‘paradox 
of progress’ is a by-product of the convexity of returns: when returns to edu-
cation are convex, there can be an inverse relationship between inequality
of education and income inequality; i.e., as education inequality falls, for
instance, income inequality can rise. Eventually, as the dispersion of years of 
schooling becomes smaller and smaller, this paradoxical result will disappear.

It is not just changes in the returns to education, however, that lie behind
declining inequality in hourly earnings. For example, Ferreira et al. (2014)
conclude that in the case of Brazil “[a]lthough the conventional explanation
of falling returns to education did play a role, … [the] analysis suggests that 
substantial reduction in the gender, race and spatial wage gaps conditional 
on human capital and institutional variables explain the lion’s share of the 
decline in earnings inequality. … [They] account for 6.3 of the 10 Gini points
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difference between 1995 and 2012” (p. 1). The authors also find that rising
minimum wages played a role in the period 2004–12 but not in 1995–2002.

The determinants of the decline in non-labor income inequality include:
returns to capital (interests, profits and rents), private transfers (for example, 
remittances), and public transfers (for example, CCTs and noncontributory 
pensions). The contribution of changes in returns to capital in Argentina, Brazil
and Mexico, for example, tended to be small and unequalizing (Lustig et al. 
2013). However, a well-known fact is that household surveys underestimate
income from capital so the unequalizing effect may have been larger than cur-
rent estimates indicate. Esquivel et al. (2010) show that, in Mexico, remittances
proved to be equalizing and they became even more so in the 2000s because
they closed the gap between rural and urban household per capita incomes. 
Cornia (2014) also shows that the increase in migrant remittances in total
household income appears to have had an equalizing effect in El Salvador and
Mexico; however, in Honduras their effect was unequalizing.

In terms of public transfers, as mentioned above, Azevedo et al. (2013a) find
that, on average, government transfers account for 21 percent of the decline in
overall inequality. The role of noncontributory pensions cannot be disentan-
gled because the authors included noncontributory pensions as part of total 
pensions (which account, on average, for 9 percent of the decline in overall per 
capita income inequality). Their analysis, therefore, may underestimate the role
of government transfers in explaining the decline in inequality. For example,
Lustig and Pessino (2013) show that for Argentina the large expansion in non-
contributory pensions was fundamental in accounting for the reduction in
inequality during 2006–09. In the case of Brazil, Barros et al. (2010) find that
for the period 2001–07 changes in the size, coverage and distribution of public
transfers account for 49 percent of the decline in inequality while in the case
of Mexico, Esquivel et al. (2010) find that these factors account for 18 percent
of the decline in inequality for the period 1996–2006.

7.3 The causes of the decline in the returns to education

As mentioned above, existing studies suggest that one of the main factors
underlying the income inequality was the decline in the returns to education. 
Why did the returns to education decline? This is where explanations begin
to differ. There are five potential – and not mutually exclusive – explanations
for this phenomenon: a reduction in the relative demand for skilled workers; 
an increase in the relative supply of skilled workers; a mismatch between the
demand and supply of skills of younger or older cohorts; and a degradation of 
the quality of education, especially at the tertiary level.15 The quality of tertiary 
education could occur due to a combination of an expansion of tertiary educa-
tion of lower quality and/or because those entering tertiary education programs
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increasingly include individuals with lower abilities, as compared to previous
patterns of human capital accumulation. The “mismatch” could occur because
younger cohorts are graduating from the “wrong” majors (i.e., those with a 
declining market demand) or because the skills of the older workers become
obsolete at a faster pace (e.g., older workers are slow in acquiring the skills
required by the IT revolution and are replaced more quickly by younger and
less expensive workers).

Lopez-Calva and Lustig (2010) posit that the most important factor behind
the decline in the returns to education has been an increase in the relative
supply of workers with completed secondary and tertiary education, a result 
of the significant educational upgrading that took place in the region during
the 1990s (Cruces et al., 2011). This conclusion is also supported by Azevedo
et al. (2013b), who suggest that the decline in the skill premium has been
driven by an increase in the supply of experienced and educated workers in the 
region. In Brazil and Mexico, Barros et al. (2010), and Esquivel et al. (2010) and 
Campos et al. (2014), respectively, show that there have been notable changes 
in the composition of the labor supply and an increase in the relative supply
of skilled workers seems to dominate as a factor explaining the decline in the 
skill premium. In Argentina (Gasparini and Cruces, 2010), the reduction in
the skill premium appears to be related not just to the change in the composi-
tion of labor by skills but also to the employment effects of a booming economy.

The expansion of basic education that underlies the change in labor compo-
sition by skill in Brazil and Mexico, in turn, seems to be associated with higher
public spending per student in basic education and an increase in education
coverage in rural areas. These factors eased supply-side constraints. In addi-
tion, the conditional cash transfer programs Bolsa Família (Brazil) and Progresa/
Oportunidades (Mexico) reduced demand-side constraints by compensating
poor households for schooling costs and for the opportunity cost of children’s
labor.16 A summary of these findings can be found in Table 7.1.

Not all studies find that the decline in the skill premium is the result of an
increase in the supply of skilled workers, however. The study by Gasparini et al.
(2011) for 16 countries in Latin America during 1989–2009 uses a partial equi-
librium framework to study the supply and demand for labor. They assume 
a production function with an elasticity of substitution between skilled and 
unskilled labor (sigma) for different values17 and find that, more often than not,
demand-side factors dominate supply-side factors in explaining the decline in 
skill premiums (Table 7.2).

Linking these results to changing patterns in the composition of output, 
however, has proven elusive. In an attempt to disentangle the importance of 
supply and demand factors, Gasparini et al. (2011) estimate a series of wage 
skill premium regressions. In the absence of an unambiguous indicator for rela-
tive demand, the authors use several proxies, including country and year fixed
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Table 7.1 Declining skill premium: summary of results

Study Country coverage Countries
where supply-
side factors
dominate

Results

Azevedo et al.
(2013b)

Argentina, Bolivia, 
Brazil, Chile,
Colombia, 
Costa Rica, 
Dominican 
Republic, 
Ecuador, El
Salvador, 
Honduras, 
Mexico,
Panama, 
Paraguay, Peru, 
Uruguay

Labor 
population 
weighted 
average for
LAC-15

The decline in the skill
premium has been driven by 
a larger supply of experienced 
and educated workers in the
region.

Campos et al.
(2014)

Mexico Mexico Returns declined between 1994
and 2006, due to changes in
supply and, to a lesser extent, 
in demand; institutional
factors were not relevant.

Barros et al.
(2010); Jaramillo 
and Saavedra 
(2010); Lopez-Calva 
and Lustig 
(2010)

Argentina, 
Brazil, Mexico,
Peru

Brazil, 
Mexico, 
Peru

In Brazil, the fall in the skill
premium seems to be caused 
both by changes in the 
composition of supply and 
demand. In Peru, it appears to 
be the result of the combined 
effect of an increase in the 
supply of workers with more 
years of schooling and the fact 
that demand for skilled workers 
did not outpace supply.

Gasparini and
Lustig (2011); 
Lustig et al. 
(2013)

Argentina, 
Brazil, Mexico

Brazil, 
Mexico

In both countries, the main
driver of the decline in the skill 
premium was an increase in
the relative supply of workers
with high levels of education 
as a result of the educational
upgrading that took place
during the 1990s.

Gasparini et al.
(2011)

Argentina, 
Brazil, Chile, 
Colombia, 
Costa Rica, 
Ecuador, El
Salvador, 
Honduras, 
Mexico,
Nicaragua,
Panama, 
Uruguay, 
Venezuela

Colombia, 
Costa Rica

The skill premium rose in the 
1990s and shrunk in the 2000s,
within a context of a greater
relative supply of skilled
workers. This is consistent
with an increase in the relative
demand for skilled labor in 
the 1990s. Estimates of relative 
demand for the 2000s indicate
a reversal (except for Colombia
and Costa Rica) in these trends, 
i.e., a negative shift in the 
relative demand for skilled
labor in the 2000s.
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effects – which are assumed to capture the evolution of relative demand; unem-
ployment rates of different skill groups – assumed to affect remuneration gaps 
between skill groups; an index of minimum wage levels, by country – assumed 
to capture the potential impact of labor market institutions on the wage skill pre-
mium; and an index of “net barter terms of trade” – assumed to capture the effect
of international prices in the region on the wage skill premium. Among all of 
these, only the role of the terms of trade, which captures the effect of the recent 
boom in commodity prices, seems to support the demand-side hypotheses.

Along these lines, De la Torre et al. (2012) suggest that this boom in commodity
prices appears to have played an important role by inducing a significant real-
location of labor from non-commodity tradable sectors such as manufacturing,
to sectors which are less intensive in skilled labor, such as services, which in
turn reduced the skill premium and wage inequality. Nonetheless, Gasparini et al.
(2011) show that despite the promising role played by the commodity boom,
the patterns of employment by sector suggest a significant role for other forces.

For the six case studies included in his analysis, Cornia (2014) suggests that
the drivers of the changes in the skill premium depended on the stagnation of 
demand for skilled labor during the 2000s; an increase in the supply of skilled
workers following the surge in educational investments by governments during

Table 7.2 Changes in the wage premium and the relative supply and demand for skilled/
unskilled workers (annual percentage change)

Wage
premium

Relative 
supply

Relative 
demand 
(σ = 2)=

Relative 
demand 
(σ= 3)=

  1990s 2000s 1990s 2000s 1990s 2000s 1990s 2000s

Argentina 3.5 –2.4 4.6 2.4 11.5 –2.3 15.0 –4.7
Bolivia 7.9 –4.6 –0.2 5.1 15.6 –4.1 23.5 –8.7
Brazil –0.4 –3.2 1.6 4.4 0.8 –1.9 0.4 –5.1
Chile 0.5 –1.9 3.1 1.1 4.1 –2.7 4.6 –4.7
Colombia 2.5 –2.0 6.4 6.0 11.5 2.1 14.0 0.1
Costa Rica 0.4 –0.2 4.0 3.4 4.9 3.0 5.3 2.8
Ecuador –3.2 3.4 –3.0 –6.3
El Salvador 1.7 –0.1 5.5 –0.3 8.9 –0.4 10.6 –0.5
Honduras 0.0 –1.9 2.6 2.3 2.6 –1.4 2.6 –3.3
Mexico 1.8 –2.8 3.6 2.2 7.2 –3.5 9.0 –6.3
Nicaragua 3.5 –6.9 4.6 6.6 11.6 –7.2 15.0 –14.1
Panama 0.3 –2.3 2.3 2.4 2.9 –2.2 3.1 –4.4
Paraguay 0.8 –5.6 5.3 6.1 6.9 –5.2 7.6 –10.8
Peru 0.6 –2.8 0.2 3.8 1.3 –1.8 1.9 –4.6
Uruguay 2.3 –0.9 2.9 1.1 7.4 –0.6 9.6 –1.4
Venezuela 1.1 –4.8 3.9 4.2 6.2 –5.4 7.3 –10.3
Mean 1.8 –2.8 3.4 3.4 6.9 –2.3 8.6 –5.1

Source: Gasparini et al. (2011), based on data from SEDLAC (CEDLAS and The World Bank).
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the 1990s and 2000s; an increase in the demand for unskilled workers due
to the adoption of a more competitive exchange rate favoring the unskilled,
labor-intensive tradable sector; and a decline in the supply of unskilled labor 
due to rising educational attainment, a fall in birth rates and an increase in 
the rate of emigration. These results derive from a two-step approach in which
changes over time in the Gini coefficient were first decomposed into changes
in their proximate determinants,18 and then changes in the shares and concen-
tration coefficients of labor, transfers, capital, and remittance income were
correlated with their underlying determinants.19

From a methodological point of view, it is not an easy task to determine whether 
demand or supply factors were predominant. A comparison of the results for
Mexico between Gasparini et al. (2011) and Campos et al. (2014), for example,
reveals that the results are overly sensitive to the age cohorts of workers, the 
period under study and, above all, the elasticity of substitution between skilled
and unskilled workers which is very difficult to estimate in a robust manner –
see, for example, the discussion by Manacorda et al. (2010). This is an area in
which further research may prove useful, using alternative methods to esti-
mate the elasticity of substitution in order to disentangle the contribution of 
demand and supply factors more precisely and robustly.

As mentioned above, another factor that could explain the decline in the
returns to education is degradation in the quality of tertiary (as well as other 
levels of education). The average (relative) returns to secondary and tertiary
education could have fallen because, as its coverage expanded, either the quality
of the marginal institution or the quality of the marginal student, or both, were
lower. Filmer and Schady (2014) show evidence suggesting that the expansion 
of school enrolment induced by CCTs has reduced the quality of education 
for these students, since there is no evidence that test scores or wages of the
“CCT generation” are higher. Carneiro and Lee (2011) find a similar result. For
college graduates in the US between 1960 and 2000, they find that increases
in enrolment led to a decline in the average quality of college graduates, result-
ing in a decrease of 6 percentage points in the college premium. Castro and
Yamada (2012) find evidence of the ‘convexification’ of the wage profile as a 
consequence of the low quality of basic education and the better quality of 
tertiary education began reversing starting in the 2000s. As documented by the 
authors, that finding is consistent with the decreasing quality of basic and 
tertiary education observed during the last ten years, as well as with the lower
rate of increase in real wages for skilled workers compared to unskilled workers
observed since the 2000s.

Using a completely different approach, Reyes et al. (2013) find that a signifi-
cant proportion – between 35 and 42 percent, depending on the degree and the 
institution – of graduates from tertiary education obtain negative net economic 
returns. These findings, complemented with data for income which show that



Nora Lustig et al.  227

the gap between the cost and the benefits of tertiary education depend on the
quality of tertiary education (World Bank 2011), suggest that the quality of 
certain types of tertiary education has decreased the skill premium in Chile. In 
the case of secondary education, the study by Bassi et al. (2012) for Argentina,
Brazil, and Chile finds that the decline in the skill premium for secondary 
education is due to a mismatch between the skills acquired by workers that go 
directly from secondary education to the labor market and the skills required 
by the labor market that hire these workers.

There is also evidence that a mismatch of skills for workers with tertiary 
education in the younger cohorts might be present in Brazil (Menezes Filho,
2012). In contrast, Campos et al. (2014) find evidence that there may be a
mismatch between demand and supply of workers with tertiary education for
the older – but not the younger – cohorts in Mexico.

7.4 Summing up

During the 2000s, inequality in Latin America declined in the majority of 
countries for which a comparison can be made. The decline was statistically 
significant and significant in terms of the order of magnitude. On average, the
decline in inequality accounted for above 40 of the decline in poverty – 
the remaining 60 percent was accounted for by economic growth.

The two main explanations for the decline in inequality are a reduction in 
hourly labor income inequality and higher and more progressive government
transfers. The fall in hourly labor income inequality, in turn, is explained – 
among other factors – by the reduction in the returns to education. Whether the
latter is predominantly the result of an increase in the supply of workers with
more educational attainment, a decline in the demand of workers with higher
skills, a reduction in the quality of higher education, or a mismatch between 
the demand and supply of skills has not been unequivocally established.20

Notes

 1. An earlier version of this chapter appeared in Spanish in “Los determinantes de la dis-
minución de la desigualdad en América Latina,” in Devlin, Robert, Oscar A. Echeverría 
and José Luis Machinea, editors, América Latina en una era de globalización. Ensayos 
en honor de Enrique V. Iglesias, Edición Cero, CAF, Banco de Desarrollo de América 
Latina, 2014. 

 2. The authors would like to thank Eduardo Levy-Yeyati and Norbert R. Schady, who
provided very useful comments to an earlier draft.

 3. Note that this chapter does not pretend to be a full-fledged survey of the existing liter-
ature on the subject. The papers used as sources here tended to use a common frame-
work (e.g., decomposition analysis to estimate the orders of magnitude of various 
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determinants). However, there may be other papers that also use  decomposition 
analysis that were not included here.

 4. The decline in inequality is observed regardless of the indicator or source. For
example, the Theil index declined in the same countries and with almost the same 
ranking (it declined by –1.6 percent annually for LAC-18). The ratio of the share of 
the top 10 percent to the share of the bottom 40 percent (the so-called Palma ratio) 
also shows a decline in exactly the same countries and with the same ranking, mak-
ing it a bit of a redundant indicator. In addition, in our view indicators based on 
partial information of the income distribution are less desirable because they are not 
sensitive to regressive transfers (i.e., they do not fulfill the Pigou-Dalton axiom) that 
occur outside the shares or quantiles considered in the ratio. If we use CEPALStat 
Gini’s or PovcalNet (World Bank), although there are some changes in the ranking 
of countries and the orders of magnitude, the results are qualitatively the same.

 5. Using pooled regional data for Latin America as a whole, World Bank (2014) and
Cord et al. (2014) have argued that inequality reduction in the region has stalled. 
The stagnation in inequality reduction is attributed to the impact of the financial 
crisis on Mexico and Central America, which reflects a cyclical fluctuation, rather
than a structural underlying trend (Cord et al., 2014).

 6. This approach quantifies the relative contributions of economic growth and redistri-
bution to changes in poverty. Changes in poverty are decomposed into three compo-
nents: growth, redistribution, and a residual term. The growth component represents
the change in poverty attributable to changes in mean income when holding the 
relative distribution of the reference year constant; the redistribution component 
represents the change in poverty attributable to changes in the distribution holding 
mean income constant; and the residual term represents the part that cannot be 
exclusively attributed to growth or redistribution.

 7. Using a regression-based approach Lopez-Calva and Ortiz-Juarez (2014) establish
the lower threshold by determining the amount of income associated with a given 
probability of falling into poverty.

 8. Updated results for Ferreira et al. (2013), available in Azevedo et al. (2015).
 9. The methodology developed by Barros et al. (2006) identifies the contribution that

interactions between variables make in terms of changes in welfare, first by com-
puting the joint impact of a subset of variables, and then subtracting the marginal 
impact of each variable. The simulation of a given factor therefore ends up being a
“residual”. In contrast, Azevedo et al. (2013a) compute a cumulative counterfactual 
distribution by adding one variable at a time, so that the impact of changes in each 
variable and its interactions with all other variables is calculated as the difference 
between the cumulative counterfactuals. According to the authors, the advantage 
of this variation is that it avoids attributing the residual to the last variable consid-
ered and allows for a more straightforward interpretation of the results. Since this
approach may suffer from path-dependence, they remedy this by calculating the 
decomposition across all possible paths and then take the average between them. 
These averages constitute the Shapley–Shorrocks estimates of each component.

10. The category called pensions here includes both contributory and noncontributory
old-age pensions. In some countries (e.g., Argentina), the latter are not trivial. Thus, 
the decomposition exercise may be overestimating the contribution of pensions and 
underestimating the contribution of government transfers.

11. Regarding the changes in demographic indicators, the equalizing effect of the 
share of adults accounted, on average, for 11 percent of the decline in inequality.
Remarkably, the share of occupied adults in the household had no significant
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importance in the majority of the analyzed countries, and for the regional average it 
even contributed to increase inequality with an effect of 4 percent, (see Azevedo et al. 
2013a, Figure 7.7).

12. Studies have found that the change in labor earnings is not due to changes in hours 
worked but to changes in the hourly remuneration of labor (both for wage-earners 
and self-employed).

13. See the seminal papers by Oaxaca (1973) and Blinder (1973) and all the rich  literature 
that followed.

14. The term was first introduced by Bourguignon et al. (2005). For a formal explanation,
see their section “Education and Inequality: The Paradox of Progress” in  chapter 10.

15. Another potential explanation – related to the degradation of tertiary education – is 
suggested by De la Torre et al. (2013) for the case of the returns to secondary educa-
tion: a broadening of secondary education that may have included individuals with
lower abilities. According to the authors, returns to secondary education vis-à-vis pri-
mary education declined more steadily and deeply in the past 15 years than those to 
tertiary education, vis-à-vis secondary education, and “this would imply a lower aver-
age aptitude for secondary (and possibly tertiary) education groups, and would correspond 
broadly to a mean-reducing spread in the distribution of skills for higher education groups”
(De la Torre et al., p. 52).

16. There is some evidence that due to the poor quality of education, however, the
additional schooling induced by these conditional cash transfers programs may not 
result in a palpable increase in returns.

17. This study uses the methodology developed by Katz and Murphy (1992) and Goldin 
and Katz (2007), who formalized Tinbergen’s (1975) framework.

18. Depending on the country, the decomposition methods used were those proposed
by Lerman and Yitzhaki (1985), Milanovic (1998), and Bourguignon et al. (2005).

19. The second step follows a least square dummy variables (LSDV) model to correlate
the Gini coefficient with a set of explanatory variables, including indicators of exter-
nal economic conditions; economic growth; distribution of human capital; taxes 
and public expenditure; minimum wage; real exchange rate; and democracy.

20. While not discussed in this chapter, some authors have linked the rise of pro-poor
government transfers to the process of democratization and Latin America’s turn to 
the left. See, for example, Robinson (2010), Cornia (2010) and Huber and Stephens 
(2012). 
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7a.1 Introduction

Good news, even when it is true, is disturbing: it does not make for good stories
and often raises perplexing philosophical questions. Homer certainly felt that
way when he observed that “the Gods arranged [all of men’s trouble], and sent
them their misfortune in order that future generations might have something
to sing about” (Odyssey, Book IV). The news of declining income inequality 
in Latin America over recent decades (Lustig et al., 2013, 2014; Cornia, 2015,
2014) is therefore perplexing: it should be cause for celebration to those who
believe in positive theories of redistribution and in the idea that the quality
of human life is closely linked to income and wealth indicators or to various
forms of material rewards. In a region that has been home to Simon Bolivar, 
Che Guevara, Fidel Castro and other Hugo Chavez, the news of a more equal
distribution of income should generate enthusiasm.

However, there are always several sides to morality, especially when it comes 
to issues regarding fairness and interpersonal theories of wellbeing. From that
angle the good news in the empirical analyses by economists and statisticians
may be of little value. Moreover, the positive trends from analyses of Gini
coefficients would not have impressed Jorge Luis Borges (one of Latin America’s 
literary giants and an admirer of Homer), who never believed in mechanical
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computations of inequality measures: after all, it seems frivolous to try to sum-
marize the richness, complexity, and mysteries of human life and equity into a 
few (randomly) collected numbers related to income and material wealth. Borges
would probably have treated with disdain the reductionist approach consist-
ing of deriving theories of inequality from some “objective” measures of social
status or monetary rewards. If anything, he would have stressed the intrinsic
and unshakable “equality” of people facing the infinite, undecipherable joys and
tragedies of their human condition, well-beyond anything economics and num-
bers can conceptualize and capture.

From such a philosophical perspective, the enthusiasm over the declining trends 
of inequality in Latin America – assuming that they actually reflect a “true” 
evolution – may seem naive. From a political perspective, there is also the “Deng
Xiaoping theorem,” that is, the notion that economic development can only
be achieved through gradualist economic strategies and sociopolitical trade-
offs, which implies the social acceptance of some level of inequality. One of his
most famous slogans was: “We should let some people get rich first, both in the
countryside and in the urban areas. To get rich by hard work is glorious.” That 
was perhaps a Chinese version of the Kuznets curve …1

In any event the news of declining inequality has not settled the debate on
the reality and meaning of trends described in empirical studies. Mgr. Jorge
Mario Bergoglio, the former Jesuit Archbishop of Buenos Aires better known
these days as His Holiness Pope Francis (“a prominent figure throughout the 
continent” as noted in his official biography), is not impressed with the declin-
ing trends of poverty and inequality in his native region – or in the world for
that matter.2 He bluntly expressed his concerns about growing inequality – well
beyond Latin America – in his November 2013 Evangelii Gaudium, in which he
decried an “idolatry of money” in secular culture and warned that it would lead 
to “a new tyranny.”

This chapter discusses the news of declining inequality in Latin America and 
some of the various perspectives from which it could be analyzed. Section 2
explores a few possible reasons why the progress on social inclusion could still 
seem doubtful to Pope Francis and to some analysts. Section 3 highlights the 
need to complement the existing body of empirical works based on the Gini
coefficient with broader the macroeconomic framework that defines the condi-
tions for shared prosperity. It also suggests an accounting exercise to assess the 
distribution of the benefits growth. Section 4 offers concluding remarks.

7a.2 If inequality is declining, why is Pope Francis
still so unhappy?

Researchers have long debated whether economic inequality actually does
matter in the pursuit of social goals, and, if so, what should be done about it.
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Theories of distributive justice have challenged and enriched the notions, prin-
ciples, and modes of conceptualization of fairness, social preferences, collective
and individual responsibility, and the possible resource allocation mecha-
nisms that could be considered – assuming, of course, that inequality is in fine
about resources.3 Theories of utilitarianism, popular with economists, deserve
scrutiny in this context, and should be at least acknowledged up front when
dealing with the empirics of inequality. Yet it is striking that most empirical
analyses of inequality and poverty do not explicitly provide the caveat and
hidden assumptions that they carry.

An old Japanese tradition recommends that one always gets into an argu-
ment with the genuine belief that the interlocutor holding the opposite view
is right. So let’s leave aside any philosophical skepticism and start with the
acceptance that inequality has really been declining in Latin America in recent
years (and perhaps decades). At face value, the news should be cause for cel-
ebration: the Gini coefficient fell in 15 of the 17 countries where there is com-
parable data, and the change was statistically significant in all of them. Even
in Brazil, a country that once held the historical and worldwide record of a
Gini coefficient of 0.63, there appears to be a major turning point: after rising 
in the 1970s and 1980s and a decade of almost no change in the 1990s, the
Gini coefficient has declined steadily since 1998. Moreover, the income of the 
bottom 10 percent of the Brazilian population grew at 7 percent a year, nearly 
three times the national average of 2.5 percent (Lustig et al., 2013). Other stud-
ies confirm the declining trend: between 2002 and 2010 inequality fell in all
18 countries analyzed by Cornia (2015), with the exception of Nicaragua and
Costa Rica.

Yet not everyone is convinced. Pope Francis, for example, is on a mission to
combat inequality, which he sees as “the roots of social evil.” Without refer-
ring specifically to the situation in his native region of Latin America, he has
issued several important statements on what he sees as the rise and dangers of 
inequality, and criticize those people who

continue to defend trickle-down theories which assume that economic growth,
encouraged by a free market, will inevitably succeed in bringing about greater
justice and inclusiveness in the world […] This opinion, which has never
been confirmed by the facts, expresses a crude and naive trust in the good-
ness of those wielding economic power and in the sacralized workings of 
the prevailing economic system […] Today’s economic mechanisms pro-
mote inordinate consumption, yet it is evident that unbridled consumer-
ism combined with inequality proves doubly damaging to the social fabric.
Inequality eventually engenders a violence which recourse to arms cannot 
and never will be able to resolve. It serves only to offer false hopes to those
clamoring for heightened security, even though nowadays we know that
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weapons and violence, rather than providing solutions, create new and
more serious conflicts. Some simply content themselves with blaming the 
poor and the poorer countries themselves for their troubles; indulging in
unwarranted generalizations, they claim that the solution is an “education”
that would tranquilize them, making them tame and harmless. All this
becomes even more exasperating for the marginalized in the light of the
widespread and deeply rooted corruption found in many countries – in their 
governments, businesses and institutions – whatever the political ideology 
of their leaders. (Pope Francis, 2013)

An entire volume could be devoted to the many possible reasons why the 
Pope’s view of growing inequality and poverty could be reconciled with the 
positive trends from empirical studies on Latin America. Perhaps the Supreme
Pontiff of the Universal Church who served as Archbishop of Buenos Aires in
2001 when Argentina’s economy collapsed is bound to have an asymptotic
reading of any improvements in economic welfare: having witnessed sudden
misery on a large scale and given his role as a global pastor and a moral force, 
he can only see the glass half-empty rather than half-full.

Perhaps Pope Francis is still viewing the world mainly through the prism of 
his Latin America’s and his country’s long history of poor economic performance
and injustices (Edwards, 2009). Argentina used to be a high-income country,
ranking among the ten richest in the world, well ahead of France, Germany
and Italy. In the four decades years leading up to 1914, GDP had grown at an
annual rate of 6 percent, the fastest recorded in the world. Its income per head 
was over 90 percent of the average of 16 rich economies. Unfortunately, the
past hundred years have been marked by economic decline. The land of fertile
pampas, which has produced the best beef steak in history, an extraordinary
number of literary talents (Jorge Luis Borges, Silvina Ocampo, Julio Cortazar, 
Adolfo Bioy Casares among others), some colorful and larger-than-life politi-
cal leaders (from Isabel Martinez de Peron, the first female president in the
Americas, to Carlos Menem and Cristina Fernandez Kirchner, and of course, Luis
Cesar Menotti (one of the most sophisticated football coaches of all times), Diego
Maradona, and Lionel Messi, has been underperforming for a very long time.

Perhaps Pope Francis, a student of Fernand Braudel’s theory of the longue
durée, prefers looking at social problems with a different time scale. From that 
perspective he may choose to remember that high levels of income inequality
has afflicted Latin America for almost five centuries—and that a relatively small
dent of a decade does not (yet) mean much in the long continuum of time. 
The unfair distribution of land and political power started with colonial powers
and was subsequently codified and perpetuated by social and economic insti-
tutions that granted enormous and pervasive privileges to a few (Engerman 
and Sokoloff, 2005). That self-fulfilling process was reinforced over time and 
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validated across generations,4 with small agrarian and commercial oligarchies
persuading themselves of the legitimacy of their power. It eventually led to
structural distortions and injustices that an improvement of a few years of 
progress cannot reverse credibly.

By the 1950s, the region had accumulated much injustice that it became the
land of exclusion: Gini coefficients of land distribution ranged between 0.61
(Mexico) and 0.93 (Paraguay), compared to between 0.29 and 0.56 in Asia and
Africa (Frankema, 2009). In addition, Latin America exhibited a highly unequal
distribution of human capital and suffered from an urban bias resulting from
overvalued exchange rates and policies that penalized agriculture. During the
three decades of import-substituting industrialization strategies (c.1950–c.1980),
the story of inequality was mixed: while it fell markedly through the mid-1970s
in Argentina, Costa Rica, Uruguay, and Venezuela due to urbanizationVV and the
introduction of income tax (Cornia, 2015) or the adoption of redistributive poli-
cies (Ocampo and Ros, 2011), it rose in the Southern Cone where neoliberal
policies where implemented aggressively by military juntas.

Like most of the developing world, Latin American countries mainly gave up 
on their initial structuralist policies to embrace the Washington Consensus
that became dominant in the 1980s and 1990s. The expectation that stabiliza-
tion, liberalization, and privatization would generate sustained growth and
shared prosperity did not materialize (Lin and Monga, 2014). The distributive
impact of such neoliberal policies was mixed: despite the return of moderate
growth and extensive internal and external liberalization, income concentration
worsened further. “As a result, the average regional Gini index rose by 2.2 points
from the early 1980s to 1990, by another 1.7 points between 1990 and 2000,
and by 1.2 point during the recession of 2001–02, that is by 5.1 points for the 
two neoliberal decades” (Cornia, 2015, p. 2).

Perhaps Pope Francis, the first non-European to lead the Catholic Church in
more than a millennium, approaches the complex problems of inequality in a
very aggregated and holistic manner and – deliberately or unwittingly – mixes
up all levels of discussion. If that is the case, it may be useful to break down the 
issues of inequality into several different levels of analysis:

One could start with first-order issues, which are mainly definitional: what
is the meaning of inequality and what kind of inequality is being discussed?
Depending on the answers one chooses to believe, the question will remain
whether inequality can be reduced to any particular measurable metric. The
logical next question is whether it matters. Empirical economists tend to
ignore such questions, which they consider to be either philosophical in nature
or unimportant. They generally start their analyses with second-order issues
and focus on the causes of whatever they define as inequality. Glaeser’s (2005) 
review of popular theories conclude that they tend to consider long-standing
differences in inequality to reflect a wide variety of factors, such as colonialism
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and patterns of agriculture, political institutions, policies and structures. More
recent increases in inequality, at least in advanced economies, are often attrib-
uted to skill-biased industrial change, though government policies are seen as 
important instruments to mitigate its impact (Katz and Murphy, 1992;yy Hanratty
and Blank, 1992).

Problems of empirical strategies, the selection of accounting techniques, and
measurement, could be considered third-order issues. While empirical analyses
of the dynamics of inequality are about income, it is well known that wealth,
consumption, and many other variables could be good or even better proxies
for wellbeing. In the battle of variables and indicators, the Gini has emerged as
the winner, perhaps because its advantages outweigh its shortcomings.5 Still, 
even using the Gini, measurement problems cannot be underestimated, as they
involved substantial data issues, and methodological choices that can be sub-
jective: for example, the debate over whether to use pre-tax or post-tax income
as the proper metric for assessing inequality has not be concluded satisfactorily
(Wolf, 2012). Likewise, the questions of whether the metric used should be lim-
ited to money income, or instead include income in kind, and whether non-
taxed benefits such as employer-provided health insurance should also be part
of the analysis, are still wide open, despite insightful new empirical analysis by
Cobham and Sumner (2013).

Gini coefficient values at the extreme (0 or 1) are conceptually easy to judge: 
they reflect country situations where there is no gap between the income and
population percentages (perfect equality) or where one person captures all the 
income (perfect inequality) and provide for relatively easy, black-and-white ver-
dicts: almost everyone would feel psychologically comfortable formulating moral
judgments under such scenarios. The problem is that such situations do not exist
in reality. The difficult questions arise when things do not appear as clear-cut,
and when Gini coefficients move from, say, .32 to .36, and tell stories in shades of 
gray. That is where the difficult art of the nuance is required: it becomes debatable
whether a particular value of the Gini coefficient is inherently “good” or “bad.”

After Atkinson (1970) pointed out that the Gini coefficient is too sensitive
to changes in the middle of the distribution and does not adequately reflect
changes at the bottom and top, it became clear that other tools should be
used to complement it. The observation that the middle-income groups (the
middle deciles between 5 and 9) generally receive about half of gross national
income (GNI), and that the other half is typically shared between the poorest
(10  percent) and the richest (40 percent) has led Palma (2011) to propose a 
new way of measuring inequality and poverty – one that focuses on income 
concentration by deciles, and analyzes more precisely the evolution of income
between the richest 10 percent and the poorest 40 percent (the so-called tails).

Cobham and Sumner (2013) have carried out an empirical analysis to do just
that. The story that emerges from their work is consistent with Palma’s initial
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observation: even in very different countries the middle 50 percent share of 
the national income appears relatively immune from changes in government
policies on taxation and transfers, while the tails are significantly affected.
This is particularly true in the case of Latin American countries. So perhaps
Pope Francis intuitively knew something that economists and statisticians had
to devote lots of time and effort to perceive: despite many years of economic
growth life has not necessarily been that good for the poorest – or perhaps not
as good as it could have been.

Then there is the question of sustainability. Even leaving aside the first- and
second-order issues flagged earlier, the “good news” of declining inequality 
in Latin America is disturbing when one examines the factors driving the 
process. Two main explanations stand out in the empirical literature:
the reduction in hourly labor income inequality (that is, the declining skill
premium) and the patterns of robust and progressive government transfers 
(Lustig et al., 2014). Studies provide a variety of reasons for the declining skill
premium: a reduction in the relative demand for skilled workers; an increase 
in the relative supply of skilled workers; an increase in minimum wages and
unionization rates; the degradation of tertiary (or other levels) of education; 
and so on.

If true, many of these driving factors are neither sustainable, nor necessar-
ily positive for the long-term growth of these countries. Economic growth is
a process of continuous industrial, technological, and institutional upgrading, 
which requires incremental but constant improvements in the endowment
structure based on the evolving comparative advantage (Lin and Monga,
2013). For these improvements to materialize, developing economies must set
in motion a realistic system for producing an increasing quantity of higher-
quality factors of production (skilled labor and capital). The reduction in rela-
tive demand for skilled workers or the degradation of the quality of education
may contribute to the decline in Gini coefficients but, ultimately, these trends 
would become binding constraints on growth and poverty reduction. In that
sense, the “good news” of declining inequality in Latin America may actually
be “bad news” if the real causes of the decline in returns to schooling are found
to be unsustainable.

So perhaps the Gini is not the right instrument to actually assess the dynam-
ics of inequality? But even if one finds the appropriate metrics to capture
progress, the underlying philosophical questions related to interpersonal com-
parisons of wellbeing will remain unanswered. If that is the case, the marginal
intellectual gains research in the social sciences has devoted to this topic can
only come from enriching the toolbox, and examining the issues from various
complementary angles. One potentially fruitful perspective may be the estima-
tion of the macroeconomic space available for improving social inclusion in
each country.
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7a.3 A macro accounting framework for thinking 
about shared prosperity

Where do we go from here? In searching for the way forward it may be legitimate
and useful to go beyond the calculus of inequality and explore what the people 
of Latin America themselves think about their own welfare. It turns out that the 
evolution of national macroeconomic aggregates continues to be closely corre-
lated with personal satisfaction: richer people, on average, report being happier.
A 2014 Pew Research Center survey found that the decade of economic growth 
recorded in Latin America is reflected in self-assessments of wellbeing.6 In fact, 
Latin American publics were the most content, with roughly two-thirds or more
in Mexico, Venezuela, Brazil and Argentina saying they were doing well.

That is striking. Consider Mexico, a country described by its own political 
leaders as plagued by high levels of crime, violence, and corruption: it had the
overall highest score in the survey, measuring in at 79 percent satisfaction in
life. Just like Argentinians and Peruvians, Mexicans reported being considerably
happier in 2014 than they were in 2002. These views were echoed by those of 
citizens in Venezuela and Brazil, who assessed their lives as “highly satisfying.”

These stylized facts provide some new justification for digging deeper into
the broad macroeconomic conditions under which social exclusion and inequal-
ity (measured by wealth and income indicators) could be addressed by public
policy. It should be noted, however, that the analytical choice of trying to 
capture the mysteries of human condition and welfare through the minuscule
lenses of simple surveys or some “mechanical” accounting techniques may
eventually help appease Pope Francis’ concerns about inequality, but would
probably have infuriated Jorge Luis Borges who never believed that human
experience could be reduced to microscopic issues of material poverty and social
exclusion.

Borges’s views of the determinants of the quality of human life and his con-
tempt for calculations of income and wealth measures of inequality as prox-
ies for human suffering could not differ more starkly from that of his fellow
Argentinian Pope Francis. In a famous poem titled “John 1:14” (1969), Borges 
imagined Jesus back in Heaven after death and described Him as nostalgic about
life on earth – a life that economists and empiricists would probably define
mostly as frustrating in terms of his fight for justice and his combat against ine-
quality, which culminated tragically with crucifixion on the Cross. Yet the poem
presents the Holy Son as only reminiscent of the many pleasures that made his
life on Earth a memorable and positive journey. Jesus misses some of the wonder-
ful things he was able to “know only as a Word made flesh,” such as the taste of 
honey and apples, the cry of birds flying high, smell of the rain in Galilee, and
“the smell of that carpenter’s shop.” Borges also imagine with pity that from 
Heaven, poor Jesus would never see the night and its stars in the firmament…
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Unfortunately, economists may not be able to assess human and social
progress and design public policies based on such abstract principles. With
apologies to Borges, one must assume that most people link the quality of their
lives to the opportunities that they receive. Therefore, indicators of economic
distribution of wealth and income must be constantly examined and taken seri-
ously. Among those, consumption – or at least the ability to consume – appears 
to be a fundamental prerequisite to self-reported welfare. This is important, as
wealth also has a significant effect on who is happy in any country. Individuals 
with higher incomes, more education, more key household goods and paid
employment are more satisfied with their lives than people who are less well-off.

These survey results highlight the need to broaden the analysis of inequal-
ity and to go beyond the traditional discussions of Gini coefficients and other
indicators of changes of relative shares of income and wealth. It is indeed
imperative to also examine the broader accounting framework that determines
the macroeconomic space available for social redistribution in the first place.

A macro accounting exercise also provides useful clues about the ways in
which various countries absorb the growth in their domestic income, and sheds
light on the many reasons why material wellbeing as measured in the national
accounts may (or may not) translate into a perception of overall wellbeing.
Various factors, such as increased expenditures associated with worsening infra-
structure or health problems, may appear in the national accounts as increased
output but they often reflect adverse welfare effects relative to GDP per capita.
In the specific case of Latin American countries, as welfare theories predict,
rising expectations from one household survey to another could eventually
lead to the perception that living conditions are not improving as they should.

In addition to “micro” links between poverty as measured by income per
capita and consumption-based welfare, two important “macro” links need to
be considered. First, because the Gini coefficient does not tell the whole story
of inequality in Latin America (as can be seen from studies using the Palma
ratio), one can conclude that there are still important distributional differences
between income groups and socioeconomic groups. Also, empirical analyses
should assess the expected correlation between aggregate consumption indica-
tors on the one hand, and the consumption of the lowest income quintiles
or consumption in the poorest provinces of each country, on the other hand.

The link between aggregate output per capita and consumption per capita is
a complex one, but it can be simplified to a certain extent when told from the
accounting identity that links gross domestic product, total consumption, gross 
domestic investment, and exports and imports of goods and services. As illustrated
in Figure 7a.1, GDP growth can then be broken down into its three components
(aggregate consumption, investment, and the growth of the resource balance).

The decomposition of GDP into these components (consumption, invest-
ment, and the resource balance) offers an accounting framework that can
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be used to analyze the dynamics of wealth creation (at the macro level) and
poverty reduction, which in turns provides a useful context for discussions of 
social exclusion and inequality.

Starting with the well-known identity

Y = C+ I + (X − M) (1)

Where Y is the gross domestic product,Y C total consumption, I gross domestic I
investment, X − M the trade balance with exports and imports of goods andM
services in current prices.

Looking at the 2000–10 decade one can express the base year situation (2000
prices) as follows:

Y0YY = C0 + I0II  + X0 − M0MM (2)

Let’s bring into the picture the adjustment of terms of trade over a given period,
AT0TT , which is the difference between the exports’ capacity to pay for the imports

Figure 7a.1 GDP growth and its absorption
Source: Author.
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Consumption
of the poor

Resource
Balance

Poverty Reduction
and Shared Prodperity

GDP Growth

Strong positive correlation Patterns of influence



242  Inequality and Growth: Patterns and Policy

(X(( CM) and the ratio of export pricesMM X0 (exports in current prices divided by 0

export price index with 2000 base year):
If, as stated, XCM = Exports’ capacity to pay for the imports (exports in current

prices divided by import price index with 2000 base year), then it follows that

AT0TT =XCM −X0 (3)

Or

X0 =XCM −AT0TT (4)

Therefore, GDP at current prices in 2000 prices can be expressed as follows:

Y0YY = C0 + I0II + (XCM − AT0TT )00 − M0MM (5)

Which can be rearranged:

Y0YY − C0 = I0II + (XCM − M0MM )00 − AT0TT (6)

This equation helps measure the uses of GDP over any given period of time.
Let D be the change in base year prices between 2000 and 2010. Then

DY0YY −DC0 = DI0II +D(XCM − M0MM )00 − DAT0 TT (7)

Divide both sides of equation (7) by the 2000 GDP, Y0YY

DY0YY /Y00 0YY −DC0/Y00 0YY = DI0II /Y0YY +D(XCM − M0MM )/Y00 0YY −DAT0TT /Y00 0YY (8)

Again we can rearrange equation (8) as follows:

DY0YY /Y00 0YY +DAT0TT /Y00 0YY =DC0/Y00 0YY + DI0II /Y0YY +D(XCM − M0MM )/Y00 0YY (9)

Since we know that gross domestic income at 2000 prices equals the gross
domestic product of the same year—the terms of trade adjustment in the base
year is obviously zero—we can write

DY0YY /Y00 0YY +DAT0TT /Y00 0YY = DGDI0II /Y00 0YY (10)

where GDI0II  is gross domestic income at 2000 prices.
Therefore, equation (10) can be re-written

DGDI0II /Y00 0YY =DC0/Y00 0YY + DI0II /Y0YY +D(XCM −M0MM )/Y00 0YY (11)
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and used as the accounting framework for understanding how change in gross
domestic income as a percentage of gross domestic product has translated into
change in consumption, change in investment, and change in import capac-
ity of the resource balance – which is an important indication of how growth
affects (or does not) poverty dynamics and inform the discourse and public
policy on social exclusion and inequality.

Table 7a.1 shows the change in gross domestic income and its absorption for 
Latin American countries.7 The decomposition of the difference between changes
in GDP and consumption indicates the following: GDP grew by 46.4 percent
between 2000 and 2010 (simple average); terms of trade gains accounted for
9.6 percent of GDP and hence gross domestic income (DGDI0II /Y00 0YY ) increased by 
56 percent of GDP. The raise in income was absorbed in increased consumption
of 38.7 percent of GDP (DC0/Y00 0YY ), increased investment of 15 percent of GDP
(DI0II /Y0YY ), and improved import capacity of resource balance of 2.3 percent of 
GDP [D(XCM − M0MM )/Y00 0YY ].

In other words, Latin America has consumed most of its GDI gains during
the 2000–10 period, which may explain poverty reduction and the higher
levels of self-reported happiness in many countries. On average, the region has
only invested about one-fourth of its GDI gains (15 percent of GDP out of a
total of 56 percent of GDP), which may be insufficient to sustain high rates of 
growth in the long run – even under the assumption that these investments
are productive and efficient.

These findings have an important implication for the design of macroeconomic 
frameworks in Latin American countries: the policy packages under consid-
eration for the years ahead should reflect analyses of: (i) the determinants of 
aggregate consumption; (ii) the real welfare effects of reforms; and (iii) the impact 
of changes in relative prices, terms of trade, and in foreign financing on domes-
tic absorption – public expenditures should target the poorest segments of the 
population.

The numbers in Table 1 also set the stage for future debates about the mac-
roeconomic space for policies that reduce inequality and social exclusion. Since
much of the recent research on inequality and the intellectual discussions have
been narrowly on the declining Gini coefficients, one should expect Pope Francis 
and his successors to have even more to complain about in the years and decades 
ahead.

7a.4 Conclusion: elusive inequality?

The empirics of inequality in Latin America – measured with Gini indexes – 
are generally consistent across various recent studies and point to a clear
improvement since the beginning of the decade of the 2000s. Aggregate-level
survey results on self-reported wellbeing also indicate that the people there are
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feeling happier and more confident about their future. Yet, if one digs deeper, 
the broad picture appears to be less clear-cut: first, the two main explanations
often given for the reduction in inequality (reduction in hourly labor income 
inequality and robust and progressive government transfers) are not sustainable.

Second, analyses based on income concentration measures such as the Palma
ratio shows that social exclusion is still a major structural and policy issue,
even in countries that have achieved remarkable rates of growth for more
than a decade. The lower deciles of the population do not seem to be getting
their “fair” share of the expanding pie and they are increasingly angry about
it – as seen in violent demonstrations and riots in Brazil in 2013–14. Moreover, 
sustained growth in many countries brings additional expectations to various
social groups. This highlights the limits of “objective” measures of inequality,
and validates some of the “subjective” perceptions of a welfare deficit in the 
region.

Since the real causes of the decline in returns to schooling are not well
understood and the continuous creation of employment opportunities valued
by workers in the labor force are in fine the best remedies to inequality, this 
chapter has suggested that the discussion be broadened. An exploration of the 
“macro” links between wealth creation and consumption provides additional
information to reflect on the dynamics of poverty and inequality in Latin
America.

However, it is unlikely that any level of sophistication in empirical analyses
will satisfy the intellectual demands of skeptics such as Pope Francis, who
rightly point to the moral aspects of inequality and poverty. Any society –
especially of Latin America, where social exclusion is several centuries old and 
where human suffering is solidly entrenched – should constantly challenge 
itself and reassess and adjust public policies to meet ever higher ethical goals.
Wealth and income measures of inequality are essential indicators of the per-
tinence and effectiveness of public policy, and perhaps also the quality of life. 
But at a much deeper level, the problems are of a philosophical nature. In a 
popular novel, Fuentes (1962) tells the story of a Mexican millionaire who 
meditates on his deathbed after a life as a revolutionary and a greedy business-
man. He observes his body’s decay, and contrasts the poverty of his own physi-
cal disintegration with the wealth of his soon-to-be useless assets. He amuses
himself with images of an entire wall of his office covered with the diagram of 
the vast businesses he controls.

To those who assume that more equitable wealth and income distribution 
is a prerequisite for stable and happier societies, the meditations of Fuentes’s
dying character stress the fundamental equity among humans, and the impar-
tiality of death as the ultimate regulator of life. But this is unlikely to settle 
debates that will continue forever, well beyond economics, accounting, and 
statistics.
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Notes

1. The famous Kuznets Curve depicts inequality rising first and then falling as countries 
get richer (Kuznets, 1955).

2. Pope Francis has denounced in several public statements the “culture of selfishness” 
that, in his view, is widening the gap between rich and poor. He has condemned 
“savage capitalism” and the “dictatorship of the economy.”

3. John Rawls, Amartya Sen, Robert Nozick, Ronald Dworkin and many others have 
made seminal contributions on these themes. See Roemer (1998), Cohen (2000), 
Gosepath (2011) and Lamont and Christi (2014) for critical summaries.

4. According to Prados de la Escosura (2005), even the improvements of international 
terms of trade experienced by Latin American economies during the globalization 
period 1870–1914 only made things worse: it raised land yields and the land rental/
wage ratio, which benefitted the small class of landowners.

5. See for example De Maio (2007) for an excellent summary discussion of such 
methodological questions and the relevance of various income inequality indicators.

6. The Pew Research Center survey was conducted in 43 countries among 47,643 respon-
dents from March 17 to June 5, 2014. The survey asked respondents to measure their 
happiness on a scale of 0 to 10, where 10 represents the highest rung of life’s lad-
der. Those who answered between 7 and 10 were counted as being happy. See Pew
Research Center (2014).

7. The difference in growth of GDY and total absorption is due to minor inaccuracies 
in deflators and some data inconsistencies. However, since there are no substantive
differences, valid conclusions can be drawn from this accounting exercise.
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8.1 Introduction

To what extent do social identities rooted in antiquity, such as caste, shape 
present-day socioeconomic outcomes in a rapidly globalizing and modernizing 
economy, such as India? It has been argued that “rapid economic growth and
the expansion of the middle class are accompanied by new opportunities for
individual mobility which further loosens the association between caste and 
occupation” and that “there are other areas of life in which the consciousness 
of caste has been dying down” (Beteille, 2012). In addition to rapid changes in
the economy, the critical 73rd and 74th amendments to India’s constitution in
1992 paved the way for greater political representation of the so-called lower 
castes. Their sustained increased presence in the political arena, both as elected
representatives at various levels, as well as important leaders within several 
political parties, has been termed India’s “silent revolution”. This is one more
reason to expect either a reversal, or at least a flattening of traditional caste hier-
archies. Indeed, this has been viewed as a large enough flux, such that we now
have “a plethora of assertive caste identities... [that] articulate alternative hier-
archies” leading to a scenario where “there is hardly any unanimity on ranking 
between jatis” (Gupta, 2004). 

These views suggest that present-day disparities between the so-called upper
and lower castes are essentially a hangover from the past, mostly lingering effects
of historical discrimination, and not a result of active discrimination in the
modern segments of the Indian economy which is market-driven and not based
on traditional systems of reciprocity and patronage that were hallmarks of the
caste economy. This conclusion would be strengthened by the belief that mar-
kets have no mechanism, and presumably no interest, in actively perpetuating 
discrimination based on social identities.

This paper attempts to verify the validity of this view by reviewing the
latest national level, macro evidence on the current state of caste disparities

8
Caste Discrimination in
Contemporary India1

Ashwini Deshpande
Delhi School of Economics, University of Delhi, India



Ashwini Deshpande  249

and discrimination in various spheres, and finds that discrimination against
formerly untouchable castes (officially, Scheduled Castes, SCs, or Dalits) and
marginalized tribal groups (Scheduled Tribes, STs, or Adivasis) is very much a 
characteristic of the modern, contemporary, globalizing Indian economy. It
is not merely seen in rural areas where caste is more easily known, but also
in urban areas where caste is, prima facie, anonymous. The existence of the
presumably antiquated practice of caste discrimination in a modern economy
characterized by high growth, fundamental structural changes and rapid 
integration into the global economy might seem anachronistic at first sight.
However, evidence from across the world indicates that discrimination based 
on social identities is compatible with fully market-driven economies. The
evidence leads to the conclusion that caste as an axis of disadvantage is not
about to wither away in post-reform India, and the simultaneous existence
of discrimination in so many different spheres presents serious challenge to
policy makers.

The rest of the paper is organized as follows: Section 8.2 presents the evidence
on disparities in outcomes on a variety of indicators, both at the household
and individual levels, and conducts a difference-in-differences (D-I-D) analysis
across six birth cohorts of the three broad caste groups (SC-ST, Other Backward
Classes (OBCs) and Others) such that we can trace intergenerational shifts
across the three caste groups to trace patterns of convergence or divergence
in each individual indicator. Section 8.3 presents estimates of labor market or 
wage discrimination. Section 8.4 examines the disparities and discrimination
in the self-employment sector. Section 8.5 offers concluding comments.

8.2 Disparities in outcomes

The nature and degree of change in the economic ranking between castes, or
broad caste groups, is a matter of empirical verification. The caste system is a 
system of graded inequalities, with the so-called upper castes conventionally
at the top of the socio-economic hierarchy, and the ex-untouchable castes,
now clubbed together in the official category of Scheduled Castes, at the
bottom.2 Researchers have used data from large sample surveys such as the
National Sample Survey (NSS), National Family and Health Survey (NFHS) and 
so forth to analyse relative position of broad caste groups, ST-SCs,3 OBCs and 
“Others”, the residual group of the non-SC-ST-OBC population (for instance,
Deshpande 2007; Iyer et al. 2013; Madheswaran and Attewell 2007; Zacharias
and Vakulabharanam 2011). “Others” include the Hindu upper castes and
could be considered a loose approximation for the latter, but data constraints
do not allow us to isolate the upper castes exclusively. Some papers, such as
Hnatkovska et al. (2012) and Deshpande and Sharma (2014) divide the groups
into two broad categories – SC-ST and non-SCST.
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These studies establish disparities between the broad caste groups, but the
more interesting question is whether disparities are widening or narrowing
over time. Ideally, good quality, nationally representative longitudinal data
would be best able to answer the issue of change over time. However, in
the absence of such data,4 Deshpande and Ramachandran (2014) use cohort
analysis based on data from two quinquennial rounds of the employment-
unemployment surveys (EUS) of the NSS for 1999–2000 and 2009–10 (NSS-55
and NSS-66, respectively), to examine the multiple dimensions of material
standard of living indicators, and the changes therein for the three broad
caste groups.5 We construct six cohorts aged between 25 and 74 years in 2010 
from the two NSS rounds, and examine changes in multiple indicators using
a difference-in-differences (D-I-D) approach, comparing gaps between succes-
sive cohorts across the three social groups to see if the gaps in key indicators 
of interest have increased or decreased over time.

Through an analysis based on a comparison of different age cohorts, we are 
able to build a comprehensive trajectory of change for each of the caste groups
since Independence, as the oldest cohort in our analysis consists of individuals
born between 1926 and 1935, and the youngest cohort consists of those born
between 1976 and 1985. Thus, we are able to track outcomes for successive gen-
erations of individuals who reached adulthood in the 63 years between Indian
independence (in 1947) and 2010.

8.2.1 The broad picture: household-level indicators

We examine four indicators of standard of living for the three major caste 
groups: SC-STs considered together, OBCs and the “Others”, for the two 
survey rounds, NSS-55 and NSS-66, respectively. The indicators of interest
are monthly per capita expenditure (MPCE), proportion of the group that is 
urban (percent urban) and two land holding measures: land owned and land
possessed.

D-I-D for household-level variables is calculated as:

D− 1− Djk = [(Indicatorijs − Indicatoriks) −(Indicatorij(s−1) − Indicatorik(s−1))] (1)

where j and k are the two caste groups being compared, for the ith indicator 
(say MPCE) between survey rounds s and s-1.

“Others” have the highest MPCE, followed by OBCs, and then the SC-STs. 
While the MPCE for each of the groups has expectedly increased in nominal
terms, the D-I-D allows us to see the relative gains of groups. In 1999–2000
the gap between “Others” and OBCs was Rs. 213, which increases to Rs. 640
in 2009–10. Thus the OBC MPCE has fallen behind that of the “Others” by 
Rs. 428 over the decade. Comparing the “Others” to SC-STs, the gap increases
from Rs. 293 to Rs. 893 over the two decades, implying the Others’ MPCE has
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increased by Rs. 600 relative to SC-STs over the ten-year period. Thus, SC-STs 
not only continue to have the lowest MPCE, but the other two groups have
gained relative to them in terms of MPCE. OBCs have gained relative to SC-STs,
but the magnitude of their falling behind Others is over 2.5 times their gain 
over SC-STs. Thus, on MPCE, there is no evidence of convergence between
“Others,” either with OBCs or with the SC-STs.

Urbanization (the percentage of the group’s population which is urban) is 
an indicator of structural change or of potential integration into the modern,
formal sector economy. We see a rise in urban proportions for both OBCs and 
“Others” (from 24 and 39 to 28 and 43 percent, respectively, between the two
survey rounds, but virtually no change for the SC-ST population at around
17 per cent in the same time period). Again, looking at relative changes across
groups using D-I-D, we find a similar pattern to the indicator MPCE, with
no evidence of convergence. The two land holding variables (land possessed
and land owned)6 show sharp disparities across caste groups in both rounds,
with average values for SC-STs slightly over half of the values for Others. The 
changes over the period are not significant.

Overall, at the household level, we see a clear hierarchy in MPCE, with
“Others” at the top, followed by OBCs and then SC-STs. Over the decade, the
gap between OBCs and SC-STs has increased in favor of the former, and “Others”
MPCE has increased relative to both SC-STs and OBCs, but the magnitude of 
gain has been larger vis-à-vis the SC-STs than OBCs.

8.2.2 Individual-level indicators

The D-I-D for individual-level indicators over consecutive birth cohorts is
calculated as follows:

D − 1 − Djk = [(Indicatorijn − Indicatorikn) −(Indicatorij(n−t)t − Indicatorik(n−t)t )] (2)

where j and k are the two caste groups being compared, for the ith indicator,
first for the nth cohort and then for the n-tth cohort.

8.2.2.1 Education

The gaps in years of education for the oldest cohort in our data (born during
the period 1926–35) are 1.85 and 2.29 years of education, between “Others”
and OBCs and SC-STs, respectively. For the youngest cohort, born between
1976 and 1985, the equivalent gaps are 2.21 and 3.68 years, respectively.
Comparing the youngest and oldest cohort shows that over the 50-year period,
gaps between the “Others” and the OBCs and SC-STs increased by 0.36 and
1.59 years, respectively, and the D-I-D are significant at the 1% level.

We also analyse the trends for four separate categories of education, viz.,
the proportion of each cohort that is literate or more, has finished primary
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schooling or more, has finished secondary schooling or more, and finally is
a graduate or above. The analysis shows convergence between “Others” and
the two other groups – SC-STs and OBCs – for lower categories of educational 
attainment, namely, literacy and primary schooling. However, this picture is
overturned when higher categories of education, viz., secondary schooling 
or higher, and graduate degree or above are considered. For instance, com-
paring the same two cohorts for the category of graduate degree or higher, 
we see that the OBCs and SC-STs fall further behind “Others” by 1.6 and
5.5 percentage points, respectively. The fact that on the higher categories 
of education, which would be critical to achieve social mobility, traditional
hierarchies have not only persisted but also widened over the 50-year period 
is noteworthy. This indicates that policies targeted towards closing the gaps 
at the higher education levels are not entirely misplaced, as the lower edu-
cational levels are witnessing a convergence between broad caste groups, but
higher levels are not, and hence targeted policies would be needed to close
those gaps.

8.2.2.2 Intergenerational transmission of education

We estimate relative intergenerational persistence in education, for the three
social groups and two survey rounds, by estimating the following equation:

E s
i =α  +bE fiE   +ff Ri + SjS +Ai + ei (3)

where E s
i ands E f

i refers to the years of education of son labeled i and father of i,f

respectively, Ri is the religion dummy for individual i, SjS  is the state fixed
effect, Ai is the age of son i, ei is the error term, and b the parameter of interest.b
The b parameter measures how strongly the son’s education depends on hisb
father’s education. A value of 0 would imply that there is no independent
effect of father’s education on the son’s education and there is complete
intergenerational mobility.

The estimates for b parameters show that the intergenerational persistence b
of education is seen to be strongest for SC-STs, followed by OBCs and finally
“Others” for both the survey rounds. We find that SC-STs have the lowest levels 
of mobility in the economy. The fact that fathers’ education has the biggest
impact seems to suggest that “family factors” are more important for the rela-
tively more backward groups. This finding resonates somewhat with Munshi
and Rosenzweig (2006) who find that lower-caste working class families are
more likely to use referrals, i.e. use their family and caste networks that are
predominantly working class.

However, over the two survey rounds we see a decrease in the relative inter-
generational persistence of education. The average b coefficient decreases from b
0.51 to 0.42 over the two NSS rounds indicating an increase in mobility for all
three social groups; hinting at an increase in equality of opportunity.
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The education transition matrix
The results reported so far have analysed shifts across birth cohorts. We go
further to examine generational shifts by constructing a matrix which depicts 
the transitional probabilities of the son’s education belonging to a particular
education category given the father’s level of education.

The transition matrix provides us easy visual representation of the underly-
ing intergenerational mobility in education for the three social groups. It helps
us understand whether the pattern of increasing educational attainment which
we observed above is driven by sons of household heads with high education
obtaining even higher education (i.e. intergenerational persistence), or is it due
to the upward movement of sons whose fathers had low education moving up
the ladder (intergenerational mobility).

Comparing the transitional probabilities of NSS-55 with those of NSS-66, we 
first observe that for all three social groups there is an increase in the average 
proportion of fathers in higher educational categories. For instance, the propor-
tion of fathers with more than primary schooling but less than secondary school-
ing increases from 17.45 to 22.85 percent, 23.98 to 29.87 percent and 27.87 to 
29.80 percent for the SC-STs, OBCs and Others, respectively. We also observe 
that for sons whose fathers had education categories of secondary schooling and 
above, the probability of the son achieving an educational category equal to or 
higher than their father increases for all three groups, that is, intergenerational 
persistence is high for families with higher levels of education. For instance, for 
the probability of the father belonging to the education category “more than 
secondary but lower than higher secondary” and his son belonging to a same
or higher category increases from 73.8 to 75.9 percent, 72.8 to 85 percent and
82.1 to 87.8 percent for the SC-STs, OBCs and Others, respectively.

Having said this, it should be noted that conditional on fathers’ education,
sons from the group “Others” are more likely to achieve an education category 
equal to or higher than their father as compared to SC-STs and OBCs. So, for
instance, in 2009–10, for fathers with education category “graduate education 
and higher”, the probability that the son also achieves the same educational
category is 37.8, 33.56 and 54.01 percent for the SC-ST, OBCs and Others, 
respectively. The reading of the matrix suggests that the ability of highly
educated parents to ensure an equivalent or higher education level for their
children is best reaped by the “Others”. The fact that SC-ST sons have a higher 
probability of being graduates and above, compared to OBCs, contingent upon
their fathers being graduates suggests that reservations for SC-STs in higher
education might be playing a role. All these results are confirmed through the
multinomial probit regressions reported in the paper.

8.2.2.3 Occupation

The paper classifies occupational attainment in several different ways. One,
based on skill level, we can classify occupations into white-collar, blue-collar 
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and agricultural workers. Another classification could be the NSS usual and
principal activity status (UPAS), for which the first cut is threefold: whether
in the labor force or not, and, if yes, whether employed or not. For those who
are employed, the categories are own-account worker, and employer, helper
in household enterprise, regular wage/salaried employment, casual wage labor
in public works and casual wage labor in other types. We can also divide all
jobs into private versus public sector (regardless of whether they are white or
blue-collar). We look at D-I-D for all three classifications.

To sum up some of the key findings, the proportion of those in agricultural 
jobs is highest for the oldest cohort, and steadily declines to the youngest
cohort for all the caste groups. This is matched by an increase in proportions
in blue-collar jobs, with inter-caste differences. The disparities are the sharpest
for white-collar jobs. Comparing the cohort born in 1926–35 to that born in
1966–75 (these would be 35–44 years old in 2010), the gap between OBCs and
“Others” and between SC-ST and “Others” has increased to 12.04 and 16.65
percentage points, respectively (from 5.4 and 5.8). Thus, occupational dispari-
ties in attainment of the most prestigious jobs have sharpened over the six dec-
ades. This mirrors the continued divergence in secondary and higher education
categories. The same finding is reinforced by multinomial logit estimates of 
probability of being in one of the three job categories.

8.2.2.4 Public sector jobs

However, one important finding needs to be highlighted. We find that SC-ST 
percentages with access to public sector jobs are consistently higher than those
for OBCs, a trend that is at variance to that for white-collar jobs. We believe
that the difference in the relative picture between SC-STs and OBCs reflects 
the longer operation of SC-ST quotas. Others have the highest percentage of 
public sector jobs across cohorts. The D-I-D reveals that OBCs are catching up,
both with SC-STs and “Others”. This is most strikingly true for the cohort born 
between 1956 and 1965, individuals who would have been between 35 and 25
years old in 1990, and hence eligible to take advantage of the new quotas. This
catch-up also continues to the next younger cohort. We see a similar conver-
gence between SC-STs and Others, which is contrast to the divergence in access
to white-collar jobs.

Within the public sector, white- and blue-collar jobs present different sce-
narios. The result of quotas can be clearly seen here. Take a representative
example. 6.51 percent SC-STs, 13 percent OBCs and 26.29 percent of the 
cohort born between 1956 and 1965 are in white-collar jobs. But of these, 36
percent of (the 6.51) SC-ST, 21.2 percent OBCs and 24.08 percent “Others” are 
in the public sector. This reveals that there are gaps between caste groups, even
within the public sector, but a much higher proportion of SC-STs owes their 
access to white-collar jobs to the public sector. If there had been no quotas, the
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SC-ST access to white-collar jobs would not have been as large as 6.51, which
is already less than one-fourth the proportion of the “Others”. The D-I-D for
white-collar public sector jobs reveals that OBCs are gaining vis-à-vis both
SC-STs and “Others”, whereas SC-STs are losing vis-à-vis the “Others”.

Thus, our suspicion, that the lagging behind of the SC-STs in white-collar 
jobs is a result of gaps in the private sector, is further confirmed by this picture.
Of course, our data do not allow us to identify quota beneficiaries explicitly;
hence attributing the catch-up to quotas is conjectural. The OBCs access to
white-collar jobs (both public and private), as well as public sector jobs (both
blue- and white-collar) shows convergence with “Others”. A part of this con-
vergence would be due to the operation of quotas but not all of it, since there
is convergence between OBCs and “Others” in both public and private sectors.

8.3 Wage gaps and labor market discrimination

The average wages for the three caste groups show the expected ranking.
In 2009–10, the average daily wages were Rs. 145, 188, and 310 for SC-STs, 
OBCs and Others respectively. Interestingly, for OBCs and Others, average
wages for the cohort born during 1956–65 were the highest, as this cohort is
between 45–54 years old, at the peak of its earning cycle, but somehow this is
not true for SC-STs.

Overall, comparing Cohort 2, which is the oldest cohort that went to school
after Independence (born 1946–55), with Cohort 5, the D-I-D shows that both
OBCs and SC-STs have fallen behind “Others” in terms of average daily wages 
by Rs. 55 and Rs. 57 respectively, despite some convergence occurring among 
the younger cohorts.

8.3.1 Blinder–Oaxaca decomposition

We perform the Blinder–Oaxaca (B–O) decomposition on the average male 
wage gap between “Others” on the one hand, and OBCs and SC-STs, respec-
tively, in order to separate the explained from the unexplained component (the
latter often treated as a proxy for labor market discrimination). We control for
three different sets of observable characteristics: one, personal characteristics
(PC), namely, years of education, age, age squared, marital status; two, added 
to PC, we control for region and sector (rural/urban) of residence;7 and three,
added to all these, occupation – agricultural, white-collar or blue-collar jobs.

Based on NSS-66, the results of the B–O decomposition exercise between
Others and OBCs reveal that in regressions including personal characteristics
as controls, for all cohorts between 25 to 74 years, the (geometric) means of 
daily log wages are Rs. 194 for Others and Rs. 135.88 for OBCs, amounting to
a difference of 42.8 percent. The differences in endowment account for about 
62 percent of the gap with around 38 percent remaining unexplained. With
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the full set of controls, differences in personal and geographical characteristics
account for about 65.5 percent of the observed gap. Running similar regres-
sions for each of the cohorts separately, we find that from older to younger
cohorts, the absolute wage gap reduces, but the proportion that cannot be
explained by differences in personal characteristics increases.

As is well known, the decomposition estimates are sensitive to the choice
of the counterfactual, that is, the assumption about the wage structure that
would prevail in the absence of discrimination. The results described here are
based on the assumption of the pooled model, where the counterfactual wage
structure is one that characterizes the whole population. Using the “Others”
wage structure as the counterfactual, for all cohorts, the proportion of the gap
that is explained by endowments alone is smaller. This implies that, with the
PC specification, if OBCs had characteristics similar to the Others, the wage
gap would be 54 percent smaller. If the labor market treated OBCs like Others, 
the wage gap would be reduced by 28 percent. The interaction term captures
the combined effect of characteristics and coefficients, and shows again that if 
the OBCs were more like the Others, and if the market treated them as such,
the wage gap would be smaller by 18 percent. Similar to the pooled model,
we find that the absolute gap is lower for younger cohorts, but the proportion
explained by endowments also goes down, and the proportion due to coeffi-
cients (conventionally taken as a measure of discrimination) increases as we 
move from older to younger cohorts.

We conduct similar decompositions between SC-ST and Others, which reveal 
that the average daily wages are Rs. 194 and Rs. 109 for Others and SC-ST, 
respectively, implying that the absolute wage gap between these two groups is 
77 percent. Thus, the average wage gap between SC-ST and Others is a little less
than twice the wage gap between OBCs and Others. However, the unexplained
proportion of the daily wage is around 39 percent, which reduces to 27 percent
once differences in region, sector and occupation are taken into account.

These are results from the pooled model. Using Others’ wage structure as the 
counterfactual, we find that the absolute wage gaps between Others and SC-STs 
are higher than the corresponding gaps between Others and OBCs, reiterating
once again that SC-STs are at the bottom of the economic hierarchy. Again the 
proportion of the gap explained by endowment differences is higher for SC-STs 
than it is for OBCs. However, overall and for the three youngest cohorts we see 
that the proportion of the gap explained by the interaction term is higher for
SC-STs than for OBCs. This suggests that if SC-STs were more like the Others,
and if the labor market treated them more like the Others, the wage gap would
be significantly less.

The absolute wage gaps between the Others and SC-ST are higher than the
gaps between Others and OBCs for all cohorts. However, the proportion that 
can be explained by differences in observed characteristics is always higher
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for the SC-ST as compared to the OBCs. One potential explanation could be 
that even though in terms of access to schooling, the OBCs have been closing
the relative gap with the Others faster than the SC-ST, that has not necessar-
ily translated into convergence in quality. This implies that the educational
attainments of OBCs and Others converge, but returns (coefficients) diverge as 
increased access might be masking the differences faced in schooling quality
by the two groups. Similarly, our occupational categories reflect broad differ-
ences in occupation status, and the movement of OBCs into what are classified
as white-collar jobs might be at the lower end, again implying convergence 
in endowments, but returns (coefficients) could diverge as the two groups are
employed in different kinds of white-collar jobs.

8.4 What does the self-employment sector reveal?

Given compelling evidence of labor market discrimination, there is a view that
members of marginalized groups should turn to self-employment (and entre-
preneurship). Indeed, there are several examples where ownership of small 
business has been an important factor in the economic success and mobility of 
immigrant groups such as the Chinese, Koreans, Jews and Italians in the United
States (see Fairlie, 2006 and the references therein) and ethnic minorities in
England and Wales (Clark and Drinkwater, 2000). The implicit assumptions 
underlying these claims have been that one, a sufficiently large part of the
self-employment activity would be entrepreneurial, rather than survivalist; and
two, discriminatory tendencies that characterize the labor market would some-
how be missing from other markets, such as land, credit or consumer markets,
critical to the success of entrepreneurial activities.

The suggestion that marginalized groups should focus on setting up their
own businesses has several strands, one of which argues that members of these
groups should create jobs, especially for members of their own community.
This argument has prompted, in India, the advocacy of “Dalit Capitalism” –
inspired by “Black Capitalism” in the United States – the first step of which has 
been the formation of the Dalit Indian Chamber of Commerce and Industry
(DICCI), mirroring the long-established industry association Federation of 
Indian Chambers of Commerce and Industry (FICCI).

DICCI was founded on April 14, 2005, on the birth anniversary of 
Dr B. R. Ambedkar, acknowledged by the DICCI as their “messiah and the
intellectual father”. Interestingly, while Ambedkar was responsible for making
compensatory discrimination for Dalits mandatory through constitutionally
guaranteed quotas in government jobs, the DICCI group rejects job reserva-
tion as a means to Dalit emancipation, as they feel quotas have added yet 
another (negative) stereotype to the Dalits, seen as they are as “the State’s
Jamais” (sons-in-law of the State). Instead of depending on the State to provide 
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Dalits decent jobs, the DICCI has adopted as its mission statement “be job
givers, not job seekers”, exhorting members of the Dalit community in India
to become entrepreneurs.8 The DICCI believes that this will help Dalits rise to
the top of the social pyramid, and will pave the way for the end of the caste 
system. The long history of engagement with the question of annihilation
of caste is testimony to how vexed this question is, with no easy answers.
Deshpande and Sharma (2013) argue that in order to understand the spread of 
“Dalit Capitalism” it is not enough to focus on the top end of Dalit businesses 
(the billionaires), but instead, to investigate the extent and spread of Dalit
participation in small businesses, which more accurately reflects the material
conditions of millions of Dalits who are not in wage employment. The small
group of highly successful Dalit industrialists represents a miniscule fraction,
not only of the overall Dalit population, but also of Dalit businesses. An over-
whelming proportion of Dalit businesses are small, household enterprises 
that are often owner-operated.

8.4.1 Caste in the MSME sector

Deshpande and Sharma (2013) use unit-level data from the registered manufac-
turing segment of the Third and Fourth rounds of the Indian Micro, Small and
Medium Enterprises (MSME) census data for 2001–2 and 2006–7, respectively,
to understand the changes in involvement and dynamics of Dalits, Adivasis
and women in this sector.

We find clear caste and gender disparities in the ownership of registered
manufacturing MSMEs, where SCs and STs are under-represented compared to
their population shares, OBCs are roughly equal to their population share and
“Others”, especially Hindu upper castes9 are over-represented. Caste disparities
have marginally increased over 2001–2 and 2006–7, whereas gender disparities
have marginally decreased. Proportions of SC, ST, OBC and female ownership
are higher in rural compared to urban areas.

8.4.1.1 How is production differentiated by caste?

The top five activities, which collectively account for roughly 62 percent of all
registered manufacturing MSMEs, are food products and beverages, apparel,
fabricated metal products, furniture and textiles.

This overall picture changes somewhat when we differentiate by caste of 
the owner. Activities dealing with leather – tanning and dressing of leather,
manufacture of luggage and footwear – stigmatizing jobs traditionally asso-
ciated with one of the Dalit castes, are the most important activity for SC
manufacturing and these do not appear in the top five activities of any other
caste group. However, over the period, the proportion of SC-owned enterprises 
engaged in leather has shown a decline. Also, leather forms a larger share of 
urban SC-owned units, compared to rural.
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The stigma of untouchability has traditionally kept Dalits out of food-related
industries (Navsarjan Trust 2010; Shah et al. 2006). We find that the proportion
of SC-owned firms in food products and beverages is significantly lower than the
national average, and that of all other caste groups. However, over the period,
this proportion has increased, both in rural and urban areas, and again, propor-
tions are smaller in urban areas compared to rural. To the extent that Dalit
participation in leather and exclusion from food are indicators of traditional 
caste practices, we find some evidence of loosening of these ties, but find that
these practices more strongly entrenched in urban compared to rural areas,
which is an enigma.

The OBC picture is very similar to the all-India picture; given the high 
share of OBC-owned enterprises, this is probably driving the all-India picture.
Roughly 7–8 percent of Hindu upper-caste units are engaged in the production
of machinery and equipment, a category of production that distinguishes them
from the other caste groups. Rural upper castes are also engaged in the production
of non-metallic mineral products.

8.4.1.2 Employment

The typical enterprise had 6.4 employees in 2006–7, with a higher average in
urban enterprises. The MSME census does not specifically ask what proportion
of employees are family labor versus hired wage employees, but it would be
reasonable to infer that the probability of use of family labor would be higher,
the lower the number of average employees.

The average number of employees is also an indication of the scale of the 
enterprise. We can see that this number has gone up for all manufacturing enter-
prises regardless of the caste and gender of the owner, but shows differences by 
caste and gender of owner/manager. SC, ST and OBC-owned enterprises tend to
be smaller than Others-owned, with the Hindu upper caste enterprises employing
the highest average number of employees (8.59) in 2006–7.

8.4.1.3 Owner-operated enterprises: survival activities?

Whether a self-employed individual is an entrepreneur, or simply involved 
in survival activities, is a matter of inference based on attributes of the busi-
ness. Owner-operated units, which by definition have one employee, can be
reasonably seen as representing survival activities, possibly distress-driven. The
proportion of such units has increased over the period to stand at 22.6 percent
in 2006–7. Unsurprisingly, the proportion of such units in rural areas is greater, 
but the increase in urban proportions has been sharper compared to rural.

Proportion of owner-operated manufacturing enterprises is highest among
SCs: 40 percent in 2006–7, an increase from 38 percent in 2001–2, indicating
that a large part of Dalit manufacturing is small-scale and survival-driven.
Proportions of owner-operated units in ST and OBC-owned businesses are 
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significantly lower than that among SCs. However, the biggest contrast is
between these three groups and the “Others”, whose proportions of owner-
operated enterprises have remained practically unchanged over the period, 
whereas the other three groups have registered significant increases. The
proportion of owner-operated enterprises among the Hindu upper castes at 
11.5 percent is the lowest among all caste groups, indicating that these busi-
nesses are more entrepreneurial than survival-driven.

8.4.1.4 Homophily

What about the caste composition of the employees? Over the period, the pro-
portion of employees who are SC, ST and OBC have fallen, with a correspond-
ing increase in the proportion of Others.10 The employee share of SC, ST and
OBCs is greater in rural enterprises than in urban, with the share of “Others”
being exactly the opposite. The gender break-up reveals that manufacturing
MSME employees are overwhelmingly male, with less than one-fifth of the
employees being female; female proportions being higher in rural than urban
areas, with the rural–urban gap having narrowed over the period.

Looking at the distribution of employees by caste of owner, we find that 
between 2001–2 and 2006–7, the share of SC employees in SC-owned enter-
prises has declined from 85 to 61 percent (for STs, the corresponding figures d
in ST-owned enterprises are 70 to 60 percent). There is a similar decline for 
percentage of OBC employees in OBC-owned firms, but an increase in “Other” 
employees in Others’-owned firms. In 2006–7, in OBC and Others’-owned
enterprises, between 74 and 77 percent of employees belong to the owner’s
caste group.

It could be argued that these numbers simply reflect the use of family labor
and not homophily. While we cannot distinguish between the two with exact 
certainty, we can provide pointers. In 2006–7, the median number of employ-
ees in the manufacturing MSME sector was 3. We find that 50.52 percent of 
micro units, 0.57 percent of small units and 0.6 percent of medium-sized units
had less than 3 employees. Conversely, of all units with less than 3 employees, 
99.94 percent were micro units, 0.05 small, and none were medium-sized. 
Adding this to the fact that smaller enterprises are more likely to use family
labor, we can look at employee shares separately for units above and below 
the median number of employees. For firms with more than 3 employees 
(presumably with greater use of hired labor), 65 percent of employees in OBC
firms are OBCs and 70 percent of employees in Others’ firms are “Others”
(similar to upper-caste firms), whereas only 39 and 49.7 percent of employees
in SC and ST firms are SC and ST, respectively. Thus, the majority of employ-
ees in the larger SC-ST firms arer not SC-ST. This outcome could potentially bet
explained by the skill differential between SC-ST and “Other” employees, but
data do not allow us to separate employer preferences that are due to caste
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affinity from those that are due to the potential skill of the employees. Also,
it should be noted that what we observe are outcomes as a result of the hiring
process. Whether these outcomes are due to homophily or simply reflect the
relative availability of employees from different caste groups is difficult for us 
to  ascertain, since labor demand and supply cannot be separated.

Recall the DICCI mission statement: “be job givers and not job seekers”.
Empirically, how does the ability of Dalit enterprises to create jobs compare
with that of other caste groups? At the national level, of the total workforce
in registered manufacturing MSMEs, only 4 percent is employed in SC-owned
firms, 2.2 percent in ST-owned firms, 27.7 percent in OBC-owned firms, and
66 percent in firms owned by Others (of which, 41.5 percent is employed in 
Hindu upper-caste owned firms). Notice that, over time, the share of OBC and 
Other employees in SC-ST owned enterprises has risen significantly, whereas 
the share of SC-ST employees in OBC and Others-owned enterprises has
shrunk. Both due to the smaller size of SC-ST firms, and to the strong pos-
sibility that OBCs and “Others” practice homophily, evidence suggests that
the beneficiaries of jobs created in the registered manufacturing sector will be
disproportionately OBCs and Others. Thus, the potential of Dalit businesses to
create jobs for Dalits seems to be limited based on the evidence so far. However, 
in firms above the median number of employees, the highest proportion of 
SC and ST employees is in firms owned by SCs and STs, respectively, and is 
significantly greater than the corresponding proportions in firms owned by 
other caste groups. Thus, the likelihood of SC and ST employees getting hired
is far greater in SC/ST-owned firms, indicating that the rise in Dalit/Adivasi
entrepreneurship is critical to improving employment outcomes for members
of these groups.

8.4.1.5 Entrepreneurship or survival?

Our estimates of growth regressions reveal that in comparison to Others-owned 
firms, SC, ST and OBC-owned firms register significantly lower growth, after
controlling for size and other characteristics. Given that high-productivity
entrepreneurial firms are likely to grow fast, while firms that are in low-
productivity survival activities register lower growth, based on evidence in
this paper, and on other evidence on the informality and low-productivity 
nature of SC-ST economic activity (NCEUS, 2008), we can say with greater 
certainty that SC and ST-owned businesses are more likely to be survivalist 
than entrepreneurial.

There exists independent evidence that Dalit firms face discriminatory bar-
riers to expanding their businesses and this could be a possible mechanism to 
explain our growth results. In a case study of Dalit businesses in north-west
India, Jodhka (2010) finds that most Dalit businesses are small in size, run
mostly as self-proprietorships in the informal sector (these would be classified
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as own-account enterprises in our data set). Some Dalits in his study felt that
they had been victims of prejudice. Locally dominant communities, who have
traditionally dominated the business scene, do not like Dalits getting into busi-
ness: “they hate us” or they “do not like us being in the business” were among
the common responses from Jodhka’s Dalit businessman respondents. Some 
others reported being regarded as outsiders or “odd actors”. Many felt handi-
capped because of not being part of traditional business communities. A large 
proportion of his Dalit respondents felt that caste affected their business nega-
tively, both because of discrimination from traditional business communities, 
and also because of the attitude of consumers. “Identification with my caste
name tends to discourage my clients. Even when they do not have caste preju-
dice, they feel we may not be able to deliver because we are traditionally not
the ones who have been in business or possess enough resources to run a good
business” (Jodhka 2010:47). This is similar to evidence from other countries,
for example, Borjas and Bronars (1989) find evidence that the large observed
differences in self-employment rates across racial groups (Asians, blacks,
Hispanics, and whites) in the US is partly due to consumer discrimination.

8.4.2 Discrimination in the small business sector

The evidence of systematic and persistent caste differences outlined above
does not prove discrimination along caste lines in the business sector; all the
gaps could, in principle, be accounted for by the fact that businesses owned
by Dalits and Adivasis have characteristics that are systematically inferior to
those of non-SCST-owned businesses. For instance, SCST owners could be less
educated, poorer, lack strong business networks and so forth, and accounting
for these characteristics might explain the entire gap in business earnings.
Of course, the fact that SCSTs enter the field of self-employment with inferior
characteristics indicates the presence of “pre-market” discrimination.

Deshpande and Sharma (2015) examine whether differences in earnings
between SCST and non-SCST-owned household nonfarm businesses could
be entirely explained by differences in characteristics, or whether there is a 
residual unexplained gap in earnings, which is indicative of discrimination.
Using the India Human Development Survey (IHDS) data for 2004–05, we use
two methodologies for understanding the earnings structure of household
nonfarm businesses (referred to as simply “businesses” hereafter): OLS estima-
tion of mean earnings for SCST and non-SCST businesses; and quantile regres-
sions for a distributional analysis to look beyond the mean and to understand
“what happens where” in the earnings distribution. We decompose the mean
earnings gap through the conventional Blinder–Oaxaca decomposition. We 
then use the quantile regressions to decompose the gap at each percentile of 
the earnings distribution in order to examine whether and how the extent of 
discrimination changes along the earnings distribution.
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We find clear differences in observable characteristics between SCST and
non-SCST businesses. The latter are more urban, record larger number of total
man-hours, and have owners who are more educated, less poor, possess a 
greater number of assets, have better networks and are more likely to have a
business in a fixed workplace. These disparities get reflected in both indicators
of business performance in the data – gross receipts and net income – such that
SCSTs, on average, perform significantly poorly compared to non-SCSTs.

The Blinder–Oaxaca decompositions reveal that depending on the specifica-
tion of explanatory variables, as much as 55 percent of the net income gap 
could be attributed to the “unexplained” or the discriminatory component. 
Quantile regressions reveal that gaps are higher at lower deciles than the higher
ones (both raw gaps, as well as after controlling for characteristics), and the
decompositions also reveal that the unexplained component is higher at the
lower deciles than higher, suggesting that SCST-owned businesses at the lower 
end of the conditional earnings distribution face greater discrimination, as
compared to those at the higher end.

8.4.2.1 The sticky floor

Our analysis shows the presence of greater discrimination at the lower end of 
the conditional earnings distribution. The actual magnitudes vary according
to the specification used, for example, one specification shows that the unex-
plained or discriminatory component declines from 46 percent at the 10th
percentile to 42 percent at the 90th percentile. This suggests that, conditional
on observable characteristics, those starting at low-level activities might face
greater constraints, but those constraints ease as businesses earnings increase.

The phenomenon of higher caste gaps at lower levels of earnings is similar
to the “sticky floor” phenomenon observed in the gender wage gap litera-
ture. Sticky floors are broadly defined as declining earning gaps as one moves
from lower to higher quantiles of the earnings distribution (for example,
Arulampalam et al., 2007). Unlike gender wage gaps in most developed coun-
tries that are characterized by “glass ceilings” (that is, increasing wage gaps as
one moves from lower to higher quantiles), several developing countries reveal
a sticky floor, for instance India (Deshpande, Goel and Khanna, 2015, and
China (Chi and Li, 2008). This is revealed by both higher gaps at lower wage
levels, as well as greater discrimination (higher unexplained component) at
lower wage levels. Sticky floors (or their opposite, glass ceilings) refer both to
raw, unconditional wage gaps, as well as to gaps in the conditional wage distri-
butions estimated by quantile regressions. For labor markets, a possible expla-
nation for the “sticky floor” (in contrast to the “glass ceiling” effect, which
refers to increasing wage gaps as one moves from lower to higher quantiles) is 
statistical discrimination. For self-employment, reasons behind the sticky floor
need to be explored further.11
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8.5 Concluding comments

The first part of the paper establishes that intercaste disparities continue to
mark virtually all indicators of material wellbeing. The D-I-D analysis based
on successive birth cohorts allows us to look at intergenerational shifts and we
find that other than in literacy, primary and middle-school education, there
is divergence across all other indicators between Others on the one hand, and
OBCs and SC-STs on the other. Blinder–Oaxaca estimates of labor market dis-
crimination reveal that one, SC-STs face wage gaps that are nearly double that
of OBCs, and two, that younger cohorts of OBCs face lower discrimination,
compared to older cohorts, a pattern not seen for SC-ST.

The existence of labor market discrimination leads us to ask if self-employment 
could be an alternative for marginalized groups to escape discrimination, to
improve their material lot, and be job givers to members of their own com-
munities. Our results indicate that one, the self-employment sector is marked
by strong intercaste disparities; two, that SC-ST businesses tend to be more
survivalist than entrepreneurial; and three, that these are much smaller than
upper-caste businesses, and as yet, not major vehicles for job-creation for
Dalits. We also find significant discrimination against SC-ST businesses, with 
higher discrimination in the lower ends of the earnings distribution, or a
“sticky floor” effect.

Desai and Dubey’s (2011) analysis of “caste in 21st century India” indicates that
our findings fit into the larger pattern of persistence of caste inequalities, which
results in inequalities in opportunities as well as inequalities in outcomes that 
their paper documents. They find an increase in civic and political participation 
by marginalized groups, but also document how economic and educational dis-
parities continue to flourish. As result, they find that Brahmins are ahead of every-
one else, even of other forward castes, in terms of total income and wage income.

The importance of evidence pointing to persistent disparities cannot be over-
emphasized. As Teltumbde (2011) suggests that, in order to assess the impact 
of Dalit capitalism, we need to establish the improvement or deterioration
in Dalit conditions in relation to the non-Dalit population. He argues “the
celebration of Dalit capitalists and their Chamber of Commerce on the basis
of some 100-odd individuals (out of more than 170 million) in businesses,
the cumulative value of which may not even be a droplet in the corporate
ocean...” (p. 10). He points out that the presence of a few rich Dalit individu-
als is historically speaking, not a new phenomenon. Thus, the celebration of 
Dalit capitalists should be placed in context. As Guru (2012) argues, the reason
Dalit capitalists appear spectacular is because their success is juxtaposed against
the mass of poor Dalits. Moving to the larger point of whether the success of 
Dalit capitalists represents the triumph of markets as suggested by Prasad and
Kamble (2013), Guru (2012) suggests that it is state and political patronage,
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rather than the free and competitive context of the market that provided the
initial conditions for the mobility of the Dalit millionaire in India.

The simultaneous existence of discrimination in self-employment and wage
employment, presents serious challenges for public policy, further complicated 
by the existence of pre-market discrimination for Dalits and Adivasis which
results in a lower and poorer quality of educational and skill attainment. For 
this reason, focusing on improvement in educational outcomes ought to be a 
key component of the strategy to enhance both employability as well as earnings 
of these marginalized groups.

While job quotas target salaried employment in the public sector, that may not
be the appropriate instrument to tackle discrimination in others segments of the
labor market, as well as discrimination faced by the self-employed. More research 
is needed before we can suggest a balanced and multifaceted policy package. 
However, international evidence offers some pointers. For instance, looking at 
the entrepreneurial success of migrant groups in countries such as the US and
the UK indicates that Fairlie’s (2006) suggestion of stimulating business creation 
in sectors with high growth potential (for example, construction, wholesale trade
and business service) might be one effective element of public policy for promot-
ing job creation and increasing earnings, especially in areas where marginalized 
groups are concentrated. There could be other such measures. What is clear is
that given the various spheres marked by discrimination, an anti-discriminatory 
public policy, in order to be successful, needs to be multi-pronged.

Notes

1. I am grateful to William (Sandy) Darity and participants at the World Bank–IEA
roundtable on “Shared Prosperity and Growth” for comments on an earlier version of 
this paper. I alone am responsible for all remaining errors.

2. See Deshpande (2011) for details about the caste system.
3. For the purpose of this analysis, the two groups are pooled together, as despite consid-

erable differences in their social situation, their economic outcomes are very similar.
4. The India Human Development Survey (IHDS) would be a nationally representative

panel, but at the moment only the first round is available for public use.
5. In between these two rounds, NSS conducted another quinquennial survey in 2004–05, 

NSS-61. We believe a decade is a good length of time to compare trends, therefore we 
focus on two rounds which are ten years apart.

6. Land possessed is defined as land (owned+leased-in+neither owned nor leased-in)-
land leased out.

7. We divide India into six regions or zones, namely, East, West, South, North, Central 
and North-East.

8. http://www.dicci.org/about.html, accessed October 31, 2012.
9. The fourth round of the MSME census breaks down Others into Hindu upper castes 

and rest of Others. 
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10. MSME census does not ask for the religion of employees, so we cannot identify the 
Hindu upper castes among the employees. 

11. A possible suggestion, which we tested and found to be invalid, is that the firms at
higher percentiles of the income distribution might be larger (in terms of number of 
employees). In that case, if the source of discrimination is consumer discrimination, 
then information about the caste of owner might not be common knowledge and the
business might be evaluated on characteristics. However, our estimates reveal that the 
average number of employees, first, varies very little across deciles of net income; and 
second, the limited variation is similar to the earnings gap, i.e. businesses in the first 
decile have the highest average number of employees (1.7). This declines steadily up 
to the fifth decile (1.3) to rise to 1.4 in the 10th decile.
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The renewed interest in the problem of inequality sparked by Thomas Piketty’s
(2014) recent book, Capital in the Twenty-First Century, possesses a glaring omis-
sion. That absence also is evident in Jamie Galbraith’s (2014) review of Piketty’s
book, a review that is, in my estimation, the best one that I have read. But
both Piketty and Galbraith focus exclusively on general inequality and give
no attention to intergroup inequality, that is, disparities based upon ethnicity, 
race, caste, and/or gender.

In a paper we published almost 15 years ago, Ashwini Deshpande and
I (Darity and Deshpande, 2000) tried to initiate a systematic examination of 
the relationship between intergroup and general inequality. We tried to begin 
an exploration of two major issues: 1. whether intergroup inequality sets
the floor (what Deshpande calls the “sticky floor”) on the degree of general
inequality; and 2. whether intergroup inequality drives general inequality, 
general inequality drives intergroup inequality, or whether the relationship is 
bidirectional. We only made a start at this investigation, but the resurgence
of interest in inequality suggests the importance of returning to the questions
that we found compelling at the start of the current century.

The focus on intergroup inequality – specifically caste disparity in India – 
animates the excellent paper that Deshpande has prepared for the current IEA
roundtable. Her paper makes clear that intergroup difference, discrimination,
racism, and casteism are not merely an anachronism or a residual atavistic
throwback to more primitive times. Instead, group-based inequality is woven
into the fabric of the modern world, including caste inequality in modern
Indian society.

Therefore, Indians should not bear any particular embarrassment about
the persistence of intergroup inequality there, since it is virtually a universal
phenomenon. Inequality between groups is characteristic of nations at all
positions along the spectrum of economic development; it does not matter
whether economic development is captured by per capita income, national
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educational attainment, health outcomes, degree of political democracy, or 
degree of gender equity (Darity and Nembhard, 2000; Deshpande and Darity, 
2003). Social exclusion of stigmatized groups of the most pernicious sorts occur
in both high growth societies with high rewards for credentialed human capi-
tal, low growth societies with low rewards for credentialed human capital, and
all types of societies in between.

Unequal relative group positions can be found across virtually all nations
across the globe. Neither national guilt nor embarrassment is particularly use-
ful under these conditions. Societies with intense group-based inequalities are
best served by moving to address these inequalities with wisdom and speed
rather than guilt and shame.

What may be unique about India is that its caste divisions have their origins
in deep antiquity across multiple millennia. Caste inequality continues to be
enforced by a horrific array of acts of violence and intimidation (Narula, 1999;
Soundarajay, 2014; Dominguez, 2014). In contrast, even in India, ferocious
divisions over religious identities have a far more recent history. The racial
divide in most of the countries of the Americas dates approximately 500 years
to the trans-Atlantic slave trade and slavery. Genocidal violence between Tutsis
and Hutus in Rwanda and Burundi is a product of the virulent form taken by 
Belgian colonialism in the first part of the twentieth century. The extended
violent conflict between Catholics and Protestants in Northern Ireland was
forged in the crucible of British colonialism.

Why do these divisions persist? In the interest of full disclosure, I reject 
Gordon Allport’s (1954) theory of prejudice that bias arises out of ignorance
or an individual psychological defect. Instead, I view intergroup disparity as 
having a material foundation. Social exclusion of stigmatized groups provides 
benefits for dominant groups, particularly in creating and maintaining an
advantage in terms of relative position. Thus, I align my views with Herbert
Blumer, whose 1958 article in the Pacific Sociological Review provided an early
powerful counterpoint to Allport.

Consciousness of these divisions may diminish or fade. However, this need 
not mean a decline in the privileges associated with being a member of a 
dominant group and penalties associated with being a member of a subaltern
group. The United States of America offers a strong example. Short answer sur-
vey research typically suggest a vast improvement in American racial attitudes,
but this ostensible attitudinal change has been accompanied by no significant 
change in the relative economic position of blacks and whites since the March
on Washington half a century ago (Fletcher, 2013). In fact, there is evidence
to the racial wealth gap in the USA has widened over the course of the
50 years, to the point where, at the median, black households have approxi-
mately 1/15th of the net worth of white households. Indeed, the median net 
worth of black household heads with college degrees is less than the median 
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net worth of white household heads who never finished high school (Tippett
et al., 2014).

I am curious about caste disparities in wealth in India based upon compre-
hensive estimates of the value of assets and debts. We do have data on the pos-
session or lack of land ownership and other types of property, but no current
aggregate monetary measures of wealth differentials between, say, Dalits and
high caste Hindus. Nor do we have existing research that enables us to isolate
the role of inheritances and in vivo transfers in shaping those gaps.

The most that we have are estimates drawn from two rounds of the All India
Debt and Investment Survey, data collected in 1991–1992 and in 2001–2002 
reported by Zacharias and Vakulabharanam (2009, p. 9) in a Levy Economics
Institute working paper. They find that in 2002 in both urban and rural areas, 
dalits and tribals typically have about one-third of the net worth of high caste
Hindus calculated at either the mean or median. But we lack any new estimates
for the succeeding decade and a half. What follows are some observations
about specific details in Deshpande’s paper, primarily suggestions for extensions. 
I would like to make five major comments.

First, I want to emphasize how much I like the strategy used to compensate
for the absence of longitudinal data – the strategy of tracing a single cohort 
over time with the National Sample Survey. When the second wave of the 
Indian Human Development Survey is available an authentic longitudinal data
set finally can be mobilized that will include details about caste position and
economic conditions.

Second, the paper documents staggering gaps in educational attainment
associated with caste; in fact, the gaps in education actually have grown in 
recent years. In the United States, for given family socioeconomic (parental 
education and income) status, blacks actually obtain more years of schooling
and credentials than whites with similar socioeconomic status. If wealth were
taken into account, blacks display an even greater educational edge. I am curi-
ous about what the evidence on the education-family resources nexus looks
like for dalits and adivasis in comparison with higher caste Hindus.

Third, Deshpande’s research demonstrates that employment discrimination
does not consistently fall during the course of the span of the various National
Sample Surveys. Not only does Deshpande report that discrimination is much
higher against dalits and tribals than OBCs (“Other Backward Classes”),
but, while there is evidence of a decline in discrimination across cohorts for
OBCs, no such decline is evident for SCs (“scheduled castes” or dalits) and STs 
(“scheduled tribes” or tribals). Indeed, the international record does not estab-
lish that discrimination generally falls anywhere, regardless whether they have
market-based economies or not; both Brazil and post-apartheid South Africa
provide striking examples of the failure of discrimination to erode (Darity and
Nembhard, 2000 and Deshpande and Darity, 2003).
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Fourth, Deshpande reports that discrimination is more pronounced in the
private sector than the public sector. This, perhaps, is unsurprising since Indian
affirmative action – an antidiscrimination policy – on behalf of SCs and STs
only has been applied in public sector employment. The Deshpande finding
is consistent with the results my students in the Global Inequality Research 
Seminar at Duke reached using the Indian Human Development Survey in a 
paper forthcoming in the Review of Black Political Economy (Axmann, Swanson,
and Cuspinera, forthcoming).

It should be noted that affirmative action conventionally construed does not
address wealth inequality; Malaysia’s wealth redistribution policy under the New
Economic Policy is the rare exception. I would like to see more of a discussion of 
how caste wealth gaps might be addressed in India. Darrick Hamilton and I have
argued that the US should adopt a universal endowment policy for all newborn 
infants with amounts graduated on the basis of their family’s wealth position,
similar to the UK’s now defunct Child Trust Fund (Hamilton and Darity, 2010). 
Should India consider a similar policy to close gaps in wealth by caste?

I also need to mention that a standard complaint made against affirmative 
action is it lowers productivity by putting less competent employees from
target populations into positions they do not merit. But Deshpande has a 
spectacular study with Thomas Weisskopf that shows that the efficiency of 
affirmative action recipients (dalits and adivasis) employed in the Indian rail-
way sector – a form of public sector employment – is at least as great as that of 
non-SCs and non-STs. There is some indication that this may be attributable to
greater motivation to perform on the part of members of the stigmatized groups.

Fifth, and finally, Deshpande’s paper includes a remarkable discussion of the 
mysticism associated with notions of “dalit capitalism” in India – a mysticism 
that parallels the ephemeral, spectral nature of “black capitalism” in the United
States. Similar to black businesses in the USA, job creation by dalit and adivasis
enterprises in India is low. There is no lack of entrepreneurial motivation on the
part of SCs or STs; I submit that there is a lack of resources to launch sustain-
able enterprises, similar to conditions for blacks in the USA (Bogan and Darity,
2008). A key assertion that I would like to make that I believe is applicable to 
intergroup inequality in both countries is the following: self-employment does
not produce wealth to the same extent that wealth produces self-employment.
In the US context the comparative level of black business ownership – compared 
with white business ownership – has remained unchanged since E. Franklin
Frazier’s Black Bourgeoisie first appeared in English in 1957.

I would like to make one last comment related to caste and self-employment.
I refer to what I would like to call the “Deshpande paradox”: caste gaps in
ownership of business enterprises are greater in urban than rural areas in India.
The conventional expectation is caste disparities in business ownership would
be more pronounced in rural areas, since discriminatory differentials are larger 



272  Inequality and Growth: Patterns and Policy

there. But that expectation is not borne out by the data. The paradox may be
explained if we had clearer information about caste-based wealth disparities in
both urban and rural India.

Perhaps the distribution of wealth within dalits and adivasis is more similar
in both urban and rural areas than the distribution of wealth among higher-
caste Hindus. But if there are proportionately many more higher-caste Hindus
at the upper end of the wealth distribution in urban rather than rural areas,
this could lead to a greater gap between them and SCs and STs in the creation 
and maintenance of business enterprises in urban versus rural areas. But clearly 
this is a puzzle that requires additional research.
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