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Inequality and Growth: Theory 
• Redistributive Political Economy:  

– Rent-Seeking behavior-- corruption protection 
– Fiscal channel-- redistribution via taxes, government 

policy-- poor median voter for opts  for high taxes & transfers 
reducing overall growth 

• Capital Market Imperfections: (Aghion) credit 
constraints imply more equal asset distribution leads to 
more investment in human capital  

• Political & Social instability: segregation reduces 
investment in public goods (ghettos) as well as 
lead to crime & violence 

• Savings Rates: Keynes, Kaldor, Lewis & Pasinetti 
thought inequality raised average savings rates… 



Classical – Kuznet’s curve growth raises 
inequality early in the development process 

• Growth begins unevenly, savings derive from 
profits (Arthur Lewis) and a large supply of 
unskilled labor discourages. 

• The the economy reaches a “Lewis turning point” 
when real wages start to rise and inequality 
begins to decrease -- this is Kuznet’s “U 
hypothesis” 

• Inequality creates an incentive for investment in 
human and physical capital-- high profits 
associated with Inada conditions & low real 
wages… up until the Lewis turning point  



Classical View– Kuznet’s curve Inequality rises early 
falls later… (rural becomes urban 

http://en.wikipedia.org/wiki/Kuznets_curve


Barro, 2008 find’s some evidence along these lines, 
but much stronger for low income economies  

http://aric.adb.org/pdf/workingpaper/WP11_ Inequality_and_Growth_Revisited.pdf
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Newer views– Inequality slows growth… especially 
with imperfect credit markets (Berg et al., 2011 and 

Berg et al. 2014 update) 

http://blog-imfdirect.imf.org/2011/04/08/inequality-and-growth/
http://blog-imfdirect.imf.org/2011/04/08/inequality-and-growth/
http://www.imf.org/external/pubs/ft/sdn/2014/sdn1402.pdf
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Fiscal Transfers key? 
• Alesina and Rodrik (1994) public investment 

financed by taxation of capital income-- . 
• Bertola (1991) revenues from taxation 

redistributed directly to the poor.  Voting outcome 
depends on capital labor share-- higher the 
wealth/income of the median voter the higher the 
growth rate. 

• Persson and Tabellini (1994) redistribution from 
rich to poor, higher taxation discourages 
investment in human capital-- poor the median 
voter relative to the average the higher the tax rate 
and the lower growth and investment. 
 



Evidence on the Fiscal View 

• Problematic asd higher transfers tend to 
be associated with higher growth- 
causality may be reversed as in the 
classic theory. 

• But many studies find no relation, or a 
positive impact of transfers on growth… 
see Benabou Table in A&H on page 294. 
 



Political Instability and Growth 

• Assassinations, attempted coups,strikes have a 
negative effect on growth-- but what causes political 
instability-- a small middle class?, lack of 
education?, inequality?-- lack of democracy?  

• Table 5 in Alesina and Perrotti (1994) : Political 
instability reduces investment, instability is caused 
by lack of middle class and level of GDP. 

• Rodrik (1998) finds inequality and lack of democracy 
reduces government’s ability to respond to negative 
external shocks (crises).  
 



Asset Distribution & Growth 

• Deininger & Olinto (2000) “Asset Distribution, 
inequality and growth?” World Bank, find initial 
asset distribution, as measured by land inequality, 
negatively affects subsequent growth. 

• Education limited by inequality, if education 
increases overall economic less inequality increases 
economic growth Interaction between asset 
inequality and growth is negative and significant.  

• D&O (2000) find income equality has a positive effect 
on growth… the opposite of Forbes…    

• Asset inequality is hard to reverse– reform, 
privatizations…  



Empirical Evidence: 
Bigger middle class 

enhances growth 
(median voters) 



Benabou model of inequality and growth, has 
everything, see Aghion & Williamson. 1999 for and 

excellent exposition and survey (Chapter 1)  

http://class.povertylectures.com/AghionWilliamson.pdf


If credit markets are imperfect, inequality reduces 
growth, if credit markets work, inequality is less  of a 

problem (a reason to Bank the World? 

The main conclusion we can draw from this section is that 
when we allow for heterogeneity among agents along 
with capital market imperfections, the traditional 
argument that inequality has a positive impact on growth 
is strongly challenged.” page 32 of Philippe Aghion Jeffrey G. 
Williamson  (1999) Growth, Inequality, and Globalization Theory, 
History, and Policy 

Chapter 1. http://class.povertylectures.com/AghionWilliamson.pdf 

http://class.povertylectures.com/AghionWilliamson.pdf


Same Solow-
Swan model 
but now we 
add up all 
individual 

agent to get 
total stock of 
knowledge, 

page 1622 of 
Aghion et al. 

1999 

http://class.povertylectures.com/AghionWilliamson.pdf


Inequality: 
entire stock 
of wealth is 
distributed 
randomly in 
each period 
wi,1 = a*εi,t 

 
(see ACG 
page 1623 



Learning by 
doing , and 
spillovers, 
so for each 
individual  

At is now the 
sum of all 

knowledge, 
that is, yt-1 
(see ACG 
page 1623 

Aghion-Ineq&GrowthJEL12-99.pdf


With credit 
market 

imperfection 
asset 

redistribution 
problem 

returns (see 
ACG page 

1625 



Why inequality reduces E(ki) = y 

Solow Model household "i" income level
yi

Low inequality implies higher E(k)

one technique, one best k*
yH *ωi= sA(k*)a

yL
Higher inequality imlies lower

expected value E(k) : 
ωi= sAjE(ki)

a high iequality 
implies lower E(k) 
lower growth rate… 

Average or EV is mid point E(k) = (kL + KH)/2
of straight line connecting low
and high invest HHs ki

kL kH

  low endowment high endowment
  Bad draw, low ω   Good draw, high ωi

output and invest for HH Figure 7: HH Solow model



Why does lower output (due to 
inequality) imply lower future growth? 

Answer: learning by doing such that At = yt-1 

 
This implies yt / yt-1 = E(k)α   

 



Empirical 
Evidence: 

financial access 
reduces 

inequality? 
Source: World 

Bank, re-thinking 
the role of the 

state in finance, 
2013, page 20  



Democracy, inequality and Growth: 

Most evidence shows democracy has no strong 
growth impact (not harmful?)  

but Rodrik (1997) argues democracy: 
1. leads to more “predictable” long run growth 
2. more stable growth rates, less severe 

collapses 
3. leads to better responses to bad luck 

(negative external shocks). Democracies pay 
higher wages? 

 



Barro (1997) Investment & Democracy 

• Barro (1997) Chapt. 2 (cites land reform as 
growth retarding..)  positive coefficient on linear 
term, negative in squared term.. Low levels of 
democracy growth enhancing, higher levels 
reduce investment..  

• Optimal democracy index is about .5 – about 
Mexico/Malaysia’s level implies that Chile, 
South Korea and Taiwan who went from .2 to .3 
in the 1970s  and then to .7 or .8 then in the 
early 1980s got worse ? (check this)… 



Barro (1997) Lipset Hypothesis: 
causality runs from Income to 

democracy 
• Democracy is more likely as income, 

education and life expectancy rises  
• Regresses Gastil democracy index on these 

variables five years prior… finds significant 
predictive power in his panel of countries. 

• But inequality does not seem to prevent 
democracy.. Does not have a significant 
impact on future democracy…   

 



Barro (1999) Inequality & Growth 

• Inequality reduces growth for values of GDP 
below $2070, and then becomes positive… a 
one Std. Dev. Increase in the Gini affects 
growth by .5% per year, negatively in poor 
countries, positively for rich countries.  
Rising per capita income relaxes credit 
constraints…  



Barro (2007) Inequality & Growth 
revisited 

• Inequality reduces growth developing 
countries, but has no effect on growth of 
OECD ctys.  Explanation: rising per capita 
income relaxes credit constraints… 

• Presentation   

http://aric.adb.org/pdf/workingpaper/WP11_ Inequality_and_Growth_Revisited.pdf
http://aric.adb.org/pdf/workingpaper/WP11_ Inequality_and_Growth_Revisited.pdf
http://aric.adb.org/pdf/seminarseries/2007.10.26 Barro presentation.pdf


Political Economy of Growth Readings: 

• Aghion, Philippe, and Jeffrey G. Williamson. 1998. Growth, 
Inequality, and Globalization: Theory, History, and Policy. Cambridge 
University Press. 

• Alesina and Perotti (1994) “Political Economy of Growth” 
World Bank Economic Review  

• Barro, R. J. (2008). Inequality and growth revisited (wp #11). 
Asian Development Bank. 

• Benabou (1997) “Inequality and Growth” NBER 
Macroeconomics Annual  (reader) 

• Rodrik, Dani (1997) “Democracy and Economic Performance” 
(reader) 

• Rodrik, Dani (1997) “Social Conflict and Growth Collapses” 
(reader) 
 

AghionWilliamson.pdf
http://aric.adb.org/pdf/workingpaper/WP11_ Inequality_and_Growth_Revisited.pdf

