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Outline

I Inequality and growth—a two-way relationship

I Empirical evidence

Readings:

I Ray (1998), ch. 7

I Easterly (2007)



Economic growth =⇒ inequality
I Kuznets (1955, 1963): An inverted U-shaped relation between

income inequality and income per head

I The transition from traditional sectors to modern sectors (Lewis,
1954)

Income per capita

Inequality

Uneven and compensatory changes (Ray, 1998):

I Growth is uneven: one sector takes off creating inequality (Uneven
changes)

I Later, income spreads through the economy (Compensatory changes)



Inequality =⇒ economic growth

The traditional view: Inequality enhances economic growth

I The marginal propensity to save is higher for the rich than for the
poor (Kaldor, 1957)

I Investment indivisibilities (Barro, 2000)

I Incentives (Mirrlees, 1971)



“The underdeveloped countries must consciously accept a
philosophy of growth and shelve for the distant future all ideas
of equitable distribution and welfare state. It should be
recognized that these are luxuries which only developed
countries can afford.”

—Mahbub ul Haq (1966)



Alternative theories: Inequality hampers economic growth

I Imperfect capital markets and diminishing returns to capital (Aghion
and Bolton, 1997; Banerjee and Newman, 1993; Galor and Zeira,
1993)

I The poor do not have access to the credit market due to lack of
collateral

I Public demand for growth-distorting redistribution (Alesina and
Rodrik, 1994; Persson and Tabellini, 1994)

I Redistribution policies (taxes) chosen by the median voter
I The median voter is poorer than the mean, and more so the more

unequal a society is
I Taxes imposed on the margin are distortionary and slows growth



Empirical evidence?

Inequality =⇒ Growth/Development



Easterly (2007)



Engerman and Sokoloff

I Initial differences in factor endowments resulted in differences in the
use of slave labor

I The reliance on slavery resulted in extreme economic inequality

I This again hampered the evolution of institutions and other factors
necessary for sustained long term economic growth



Easterly (2007)

The instrument:

I Sugarcane, large economics of scale

I Wheat, suitable for production on family farms

I Data on the percent of national arable land area suitable for
different crops (taking into account soil, rainfall, temperature and
elevation etc.)

I Likely to be roughly constant over time

Variable: log( 1+share of arable land suitable for wheat
1+share of arable land suitable for sugarcane )

This measure of potential to produce is likely to be exogenous, in
contrast to actual production















Summary and take-homes

Economic growth =⇒ Inequality

I Kuznet’s inverted U relationship

I Uneven and compensatory changes

Inequality =⇒ Economic growth

I The traditional view: inequality enhances economic growth

I Alternative theories: inequality hampers growth

Easterly (2007): Finds strong negative impact of inequality on economic
development


