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Chapter Il

INCOME INEQUALITY AND DEVELOPMENT

A. Introduction

In recent years there has been increasing con-
cern about trends in income distribution. This
concern is rooted in fears that globalization and
greater play of market forces are somehow accen-
tuating inequalities at the national level. But
against these fears, it has been suggested that inte-
gration into the world economy can actually resolve
the apparent trade-off between growth and equity.
In this respect the East Asian experience is often
cited; in those countries rapid and sustained growth
has supposedly been combined with low and de-
clining inequality thanks to market-friendly,
outward-oriented policies.!

This chapter presents evidence on patterns and
trends in income inequality and discusses why
growth is sometimes associated with rising and
sometimes with falling inequality. The next chap-
ter focuses on the relationship between trade and
financial liberalization and specific components of

inequality - wage differentials, wage and profit
shares in value added, agricultural incomes and
interest incomes.

The thrust of these chapters is analytical
rather than normative; questions of justice and eq-
uity are not broached.? Equally, the analysis is
not concerned with poverty per se. Maintaining
minimum socially adequate levels of consumption
of the poor is certainly a serious social challenge
for governments. However, it is the spending be-
haviour of the rich and the deployment of income
from their capital assets which is of central impor-
tance for the rate of investment and growth.
Moreover, preventing the development of a polar-
ized society through the hollowing-out of the
income share of the middle class and a rising gap
between the richest and poorest groups in society is
important for political stability. All three problems
present policy dilemmas and deserve attention.

B. Personal income distribution: recent evidence

A major difficulty facing all research on in-
come distribution, particularly in developing
countries, is the availability of reliable and com-
parable data.® This section draws on a recently
compiled data set which has gathered more than
2,600 income distribution observations from vari-
ous primary and secondary sources, and filtered

them to give “high quality data”, which include
682 observations from 108 countries.* This mate-
rial, supplemented where necessary by data from
other sources, provides information on Gini coef-
ficients and income shares of population quintiles
(see box 6) for a large number of countries and
also enables some analysis to be made of long-term
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Box 6

INCOME DISTRIBUTION AND THE MEASUREMENT OF INEQUALITY

Analyses of income distribution within a country are founded on two general approaches. The first
focuses on the functional distribution of income, i.e. the share of national income accruing to different
factors of production. Classically, the basic division of national income is between wages (paid to
labour), profits (the reward to capital) and rent (income from land). But it is possible to differentiate
further by sector, location, and mode of production, distinguishing, for example, workers and capital-
ists in rural and urban areas, the self-employed and other workers in urban areas, and subsistence and
commercial farmers. The second approach focuses on the personal (or size) distribution of income, i.e.
a description of how much income is received during a given period by individual recipient units within
a given population. The recipient units are generally households or individuals. In the latter case,
estimates of household incomes are adjusted by household size (sometimes using an adult-equivalent
scale) to give household income per capita (or per equivalent individual). !

Whilst analysis of factor incomes is based on national accounting data, the basic data for analyses of
personal income distribution are obtained from household surveys. Three main sources of income are
usually considered to calculate gross incomes available to households: (1) wages and salaries of em-
ployees and income from self-employment; (2) “property income”, which includes interest, rents and
dividends, but excludes retained corporate profits; and (3) current transfers, comprising social security
benefits, pensions and life insurance annuity benefits, and other current transfers. Capital gains are
usually excluded from consideration, but attempts are made to include income in kind, which ideally
should cover fringe benefits from employment (which can be important in rich countries), production
for own consumption (particularly important in agrarian societies), and the imputed rent received by
homeowners. Net household income (or disposable household income) is calculated by deducting
direct taxes and social security and pension fund contributions from the gross figure.?

Personal income distribution statistics provide a measure of the living standards of individuals and
households. They are regarded as a measure of personal welfare, on the assumption that welfare is
derived from personal consumption and that income during a period represents potential consumption
and thus potential welfare. The measure is nevertheless only a partial one, since it is concerned uniquely
with “that part of total welfare which is attributable to the consumption of goods and services of the
kinds which are normally sold on the market”.? It excludes welfare derived from services provided free
by government - notably for health and education. Moreover, there is an implicit assumption that
income is shared out equally within households, and hence that no biases arise because of the intra-
household distribution of resources. Sometimes personal income distribution statistics use household
consumption expenditure rather than household income as an indicator of living standards and wel-
fare. Expenditure data are regarded as more accurate than income data, because there are likely to be
fewer errors of under-reporting. But because of higher savings rates of upper-income groups, such
statistics give lower estimates of “income inequality” than those based on income data.

The main approach to measuring income inequality focuses on the relative shares of the total income of
the population received by different persons or households. One common way in which these shares
are depicted graphically is using a Lorenz curve, which shows the cumulative share of the income
received by cumulative shares of the population, starting from the poorest income-receiving units.
From this curve simple indicators of income distribution, such as the share of the richest 20 per cent
(fifth quintile) or the share of the poorest 40 per cent (first and second quintiles) in the total income of
the population, can be derived. An example of a Lorenz curve is the chart, which compares income
distribution in Brazil and Finland: the chart shows that in Brazil in 1989 the richest quintile received
65 per cent of the total income and the poorest 40 per cent received 7 per cent, while in Finland in 1991
the corresponding proportions were 34 per cent and 26 per cent.

The Gini coefficient is the most common statistical indicator of inequality. It is the area between the
Lorenz curve and the diagonal of perfect equality and varies from 0 (maximum equality) to 1 (maxi-
mum inequality), or from 0 to 100 when expressed in per cent. The more unequal the income distribu-
tion, the greater the distance of the Lorenz curve from the diagonal, and the greater the Gini coeffi-
cient. But this index is not particularly sensitive to inequality due to extreme affluence.*

A second general approach to measuring inequality is to examine the absolute income levels of par-
ticular population groups (such as the poorest 40 per cent of the population and the richest 20 per
cent).’ The per capita absolute income of a particular group can be calculated by multiplying GNP per
capita by the income share of that group and by dividing their population share. This procedure gives
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Box 6 (concluded)

Lorenz Curve: Income Distribution in Finland (1991) and Brazil (1989)
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only a rough approximation of the absolute incomes of different groups, since the sum of personal
incomes as measured by household surveys is less than GNP. But it provides a useful complement to
statistics based on relative shares. For example, falling shares of certain population groups, including
of course the poorest, are not necessarily associated with declining absolute incomes when an economy
is growing. Also, absolute income statistics can indicate whether or not there is an increasing absolute
income gap between the rich and the poor.

The axiomatic basis for income inequality statistics is that the measure should satisfy the criterion that
when an income transfer is made from a richer to a poorer income-recipient unit there is a decrease in
the index of inequality (and vice versa). This condition is not necessarily satisfied when polarization
occurs, and thus increasingly a distinction has been made between inequality and polarization. An
income distribution can be said to be more polarized when the distribution is more “spread out” from
the middle, so that there are fewer persons or households with middle-level incomes. Alternatively,
polarization may refer to a situation in which there is increasing bimodality in the income distribution
in the sense that the frequency of middle-level incomes declines and the frequency of either higher- or
lower-level incomes increases. New statistics are being derived to measure this phenomenon,® but
polarization can at a simple and intuitive level be detected if the gap between the rich and the poor is
increasing.

Throughout this Part of the Report, the term “personal income distribution” is used interchangeably to refer to
the distribution of income among households or among persons. Some analysts, however, reserve this term for
the latter type of distribution and refer to the former as “household income distribution”.

Guidelines for collecting and preparing income distribution statistics are summarized in United Nations, Pro-
visional Guidelines on Statistics of the Distribution of Income, Consumption and Accumulation of House-
holds, Statistical Papers, Series M, No. 61, New York, 1977.

H. Lydall, “Effects of Alternative Measurement Techniques on the Estimation of the Inequality of Income”,
World Employment Research Working Paper, No. 2-23/100 (Geneva: ILO, 1981), p. 11.

For a discussion of the sensitivity of various measures of inequality, including the Gini coefficient, to extreme
poverty, extreme affluence, and other forms of inequality, see D. Champernowne, “A Comparison of Measures
of Income Distribution”, Economic Journal, Vol. 84, 1974.

> This was a central method adopted by the World Bank in the 1970s (see H. Chenery et al., Redistribution with
Growth (New York and Oxford: Oxford University Press, 1974)).

It has been shown that it is possible for redistributive transfers from richer to poorer households to coincide
with increased polarization. Also, in the transition to a bimodal distribution, it is possible for the income share
of the, say, middle 30 per cent of the population to decrease while the share of the middle 60 per cent increases,
and on this basis it has been concluded that analyses which seek to measure polarization using quintile shares
“are unable to detect the phenomenon they claim to be studying”. Various measures of polarization have been
suggested to deal with such problems; see M.C. Wolfson, “When Inequalities Diverge”, The American Eco-
nomic Review, Vol. 84, No. 2 (Papers and Proceedings), May 1994.
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trends in some developing countries in Latin
America and East Asia. All the data are derived
from household surveys, which are based on rep-
resentative samples covering the whole country, and
they attempt comprehensive measurement of in-
comes (going beyond wage income and including
estimates of income-in-kind) or of consumption
expenditure.’

1. North-South differences in income
inequality

There is substantial variation among countries
in terms of their pattern of income inequality. One
way of depicting these differences is to focus on
the share of total income received by the poorest
40 per cent, the middle 40 per cent (the “middle
class”), and the richest 20 per cent of the popula-
tion.® Asthese shares vary systematically a broad
classification of countries can be made according
to their pattern of inequality (see chart 8). At one
end of the scale, it is possible to identify a number
of highly unequal societies, in which the richest 20
per cent of the population receives around 60 per
cent of total income, the middle class 30 per cent,
and the poorest 40 per cent a mere 10 per cent of
the total. In such “60:30:10” societies, the aver-
age income of the poorest 40 per cent of the
population is only a quarter of the national aver-
age, and the average income of the richest 20 per
cent is four times greater than that of the middle
class, and 12 times greater than that of the bottom
40 per cent. At the other end of the scale, there
are a few “low inequality” societies in which the
share of total income of the middle class exceeds
that of the richest 20 per cent. In between, a re-
peated pattern is for the richest 20 per cent of the
population to receive around 40 per cent of total
income, the middle class the same share, and the
poorest 40 per cent only about 20 per cent. In
these “40:40:20” societies, the average income of
the middle class is equal to the national average,
and the average income of the richest 20 per cent
is just double that of the middle class, and four
times greater than that of the poorest 40 per cent.

In most developed countries there is a
“40:40:20” pattern - or the income share of the
middle class is greater than that of the richest
quintile. The only exceptions are Australia, Ire-
land, New Zealand and the United States, in which
the share of the richest quintile has recently been
44-46 per cent of total income.

A few developing countries have 40:40:20
societies, but most are high-inequality countries or
in an intermediate category, where the richest 20
per cent of the population receive sometimes more,
and sometimes less, than 50 per cent of the total
income. The developing countries which have a
60:30:10 distribution are mainly in Latin America
and Africa (chart 8). Only three developing econo-
mies can be classified as having 40:40:20 societies
on the basis of income, rather than consumption
expenditure, shares: the Republic of Korea, Tai-
wan Province of China, and Nepal.” East Asia
includes economies with both lower and higher lev-
els of inequality. Thailand stands out as a highly
unequal society, whilst Malaysia is one of the nine
countries in the intermediate category in which the
richest quintile receives more than 50 per cent of
total household income. Some data on income,
rather than consumption expenditure, for Indone-
sia also suggest that that country too, like Hong
Kong and Singapore, is in the intermediate cat-

egory.’

Overall, this pattern confirms the continuing
existence of a major difference between develop-
ing and developed countries which was identified
over 40 years ago by Kuznets:

The former [developing countries] have no
“middle” classes: there is a sharp contrast
between the preponderant portion of the
population whose average income is well
below the generally low country-wide av-
erage, and a small top group with a very
large relative income excess. The developed
countries, on the other hand, are charac-
terized by a much more gradual rise from
low to high shares, with substantial groups
receiving more than the high countrywide
income average, and the top groups securing
smaller shares than the comparable ordi-
nal groups in underdeveloped countries.’

A more precise view of the North-South di-
vide in terms of distribution of the national income
can be gained if the relationship between income
inequality and GNP per capita is examined. Using
a GNP per capita of $3,000 (in 1987 prices) to
mark off developing countries from the developed
market economies for the 74 countries for which
data are available (a threshold which separates low-
income, lower-middle income and most
upper-income developing countries from richer
countries), it is apparent that:

(i) Income inequality is greater in the developing
countries, except for the very poorest, than in
the richer countries;
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Chart 8

RECENT PATTERNS IN PERSONAL INCOME DISTRIBUTION IN 92 COUNTRIES
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(42) U.R.Tanzania
(43) Jamaica (E)
(44) New Zealand

(46) Niger (E)
(47) United States

(65) Indonesia (E)
(66) Portugal

(67) Kazakhstan

(68) Lao P.D.R (E)
(69) Pakistan (E)

(70) Nepal

societies
Share of richest 20 per cent
> 50 per cent < 50 per cent

(1) Brazil (15) Honduras (28) Hong Kong (51) Kyrgyzstan (74) Germany (84) Latvia
(2) South Africa (16) Dominican Rep. (29) Nigeria (E) (52) Rep. of Korea (75) Taiwan P. of China (85) Netherlands
(3) Guatemala (17) Nicaragua (E) (30) Bolivia (E) (53) Ghana (E) (76) Hungary (86) Luxembourg
(4) Zimbabwe (E) (18) Colombia (31) Uganda (E) (54) Lithuania (77) Czech Rep. (87) Ukraine
(5) Kenya (E) (19) Malaysia (32) Jordan (E) (55) France (78) Slovenia (88) Spain (E)
(6) Chile (20) Sri Lanka (33) Bahamas (56) Japan (79) Denmark (89) Belgium
(7) Lesotho (E) (21) Puerto Rico (34) Singapore (57) Bulgaria (80) Russian Fed. (90) Canada
(8) Panama (22) Ecuador (E) (35) Algeria (E) (58) China (81) ltaly (91) Finland
(9) Mexico (23) Philippines (36) Australia (59) Norway (82) Romania (92) Slovakia
(10) Botswana (E) (24) Costa Rica (37) Tunisia (E) (60) Moldova (83) Belarus
(11) Guinea-Bissau (E) (25) Peru (E) (38) Mauritania (E) (61) Greece (E)
(12) Senegal (E) (26) Turkey (39) Morocco (E) (62) India (E)
(13) Thailand (27) Madagascar (E) (40) Bangladesh (63) Egypt (E)
(14) Venezuela (41) Estonia (64) United Kingdom

)

)

)

)

)

)

)

(48) Cote d’lvoire (E)
(49) Mauritius (E)

)
)
)
)
)
(45) Ireland
)
)
)
)
(50) Viet Nam (E)

(71) Poland
(72) Sweden
(73) Rwanda (E)

Source: UNCTAD secretariat calculations, based on a data set compiled by Deininger and Squire, op. cit. (see also text).
Note: The chartis based on the most recent data reported for each country. These are for 1987 or later, except for Botswana
(1986), Bangladesh (1986), France (1984), Germany (excluding the new Lander, 1984), Luxembourg (1983), Japan
(1982), Nepal (1984) and Rwanda (1983). Countries are ordered in the chart and the list according to the shares of the
richest 20 per cent of the population. The suffix (E) indicates that distribution data for the country concerned are for
consumption expenditure shares which, owing to savings, are lower than the income shares used for the other countries.
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Table 33
INCOME INEQUALITY SINCE 1970, BY REGION
Gini coefficient Ratio of richest quintile to poorest
(in per cent)
Number of
Region? countries 1970-1979 1980-1989 1990-1994 1970-1979 1980-1989 1990-1994
Developed market-
economy countries 12 31.60 32.02 32.78 5.59 5.56 6.02
Transition economies
Eastern Europe 4 22.34 22.94 27.85 3.09 3.13 4.05
Russian Federation® 26.40 30.53 5.08
China 31.51 36.20 4.74 6.10
Developing countries
Latin America 10 49.86 51.39 14.46 15.58
East Asia 7 41.08 40.98 8.29 8.20
Sub-Saharan Africa® 10 44.64 9.52
North Africa® 4 38.03 6.57
South Asia® 2 31.06 31.73 31.28 4.56 4.71 4.63

Source:

Note:

(i)

(iii)

and Wealth, Vol. 39, No. 1, March 1993, table 4A.

As for chart 8, and M.V. Alexeev and C.G. Gaddy, “Income Distribution in the USSR in the 1980s”, The Review of Income

Figures are unweighted averages of Gini coefficients and income or expenditure ratios for available years in each period.

a Developed market-economy countries: Australia, Belgium, Canada, Denmark, Finland, Italy, Netherlands, New Zealand,

Norway, Sweden, United Kingdom, United States; Ea
Latin America: Brazil, Chile, Colombia, Costa Rica,

stern Europe: Bulgaria, former Czechoslovakia, Hungary, Poland;
Dominican Republic, Guatemala, Mexico, Panama, Puerto Rico,

Venezuela; East Asia: Hong Kong, Malaysia, Philippines, Republic of Korea, Singapore, Taiwan Province of China,

Thailand; sub-Saharan Africa: Ghana, Guinea-Bissau,
of Tanzania, Zimbabwe; North Africa: Egypt, Jordan,
b The Gini coefficient for 1980-1989 is for the former R

Kenya, Mauritius, Niger, Nigeria, Senegal, Uganda, United Republic
Morocco, Tunisia; South Asia: India and Pakistan.
ussian Soviet Socialist Republic and relates to 1988 only.

¢ Calculations are based on consumption expenditure and measured inequality is hence not directly comparable with
other regions, for which measures are based on income data.

The variance in inequality is greater among
the developing than the developed countries;

The main difference in the pattern of
inequality between developing countries and
the developed countries is that the richest 20
per cent of the population receives a much
higher proportion of total income in the
developing countries than in the developed,
whilst the middle 40 per cent receives a much
lower proportion. Differences between
developing countries and richer countries in
shares of the bottom 40 per cent are less
marked.

These patterns are apparent for both income
and consumption expenditure data, but they are
sharpest for the former.

2. Global trends

Regional trends in income inequality are sum-
marized in table 33. On the basis of the Gini
coefficient it is evident that so far in the 1990s
income inequality has increased sharply from rela-
tively low levels in the former socialist countries
of Eastern Europe and also in China. Greater in-
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equality is also evident in Latin America in the
1980s. The ratio of the average incomes of the
richest to those of the poorest quintiles of the popu-
lation was over 15:1 in those countries. The ratio
is also particularly high in Africa, considering that
it is based on expenditure data.

These regional averages mask different coun-
try trajectories in inequality. From all available
evidence, it is apparent that there were widespread
tendencies for inequality to increase during the
1980s.1° Estimates for 16 developed market econo-
mies show that inequality was rising in nine of
them. The rise was modest in Belgium, the Neth-
erlands and Germany (a 1-2 percentage point
increase in the Gini coefficient) and somewhat
greater in Australia, Japan, Sweden, United States
and, especially, the United Kingdom. Ofthe former
socialist countries of Eastern Europe, where in-
equality has increased sharply against the
background of shrinking overall income, the Gini
coefficient rose by 10 points between 1987 and
1993 in Bulgaria, by over 5 points in Romania,
and by between 2 and 5 points in Poland, Hungary
and the Czech Republic.

While there was a pronounced tendency for
inequality to increase in Latin America during the
debt crisis of the 1980s, the subsequent recovery
has not been sufficient to reverse this tendency,
largely because of sharp changes in policy stance
that are discussed in the next chapter. Thus, com-
paring the Gini coefficient in 1979-1981 with that
in 1989-1990, it is apparent that it was higher in
the later period in Argentina (Buenos Aires), Bra-
zil, Chile, Panama, and Venezuela (but in Colombia
it was lower). The coefficients were relatively sta-
ble in Uruguay and Mexico. The latest available
statistics on the distribution of income among ur-
ban households show that, although there was some
improvement, the income shares of the richest 20
per cent of the urban population remained higher
in the early 1990s than the early 1980s in Argen-
tina, Brazil, Costa Rica, Mexico, Panama, and
Venezuela. Unambiguous declines in inequality are
apparent in Uruguay and Bolivia (table 34).

In Africa, it is possible that in some countries
there has been a process of “equalizing downwards”
across much of the personal income distribution
as monetary sectors have contracted relative to
subsistence sectors, real wages have fallen and
consumer demand for the goods and services of
urban informal sector activities has declined. In
this process, the rural-urban gap, measured in terms

Table 34

INCOME DISTRIBUTION AMONG URBAN
HOUSEHOLDS IN LATIN AMERICA
IN VARIOUS YEARS SINCE 1979

(Percentage)
Share of

Poorest  Richest  Richest

40 20 10

Country Year per cent per cent per cent
Argentina? 1980 17.4 45.3 30.9
1986 16.2 48.7 34.5

1994 13.8 51.1 34.2

Bolivia 1989 12.1 54.3 38.2
1994 15.1 51.5 35.4

Brazil 1979 11.8 56.0 39.1
1987 9.8 60.8 44.3

1993 11.8 58.7 42.5

Chile 1987 12.7 56.1 39.6
1994 13.4 55.6 40.4

Colombia 1980 11.0 58.8 41.3
1986 13.1 51.4 35.3

1994 11.6 57.2 41.9

Costa Rica 1981 18.9 40.1 23.2
1988 17.2 43.3 27.6

1994 17.4 43.5 27.5
Guatemala 1986 12.5 52.0 36.4
1989 12.0 53.5 37.9

Honduras 1990 12.3 55.0 38.9
1994 13.3 52.5 37.2

Mexico 1984 20.2 41.2 25.8
1989 16.3 51.3 36.9

1994 16.8 49.6 34.3

Panama 1979 15.5 459 291
1986 14.3 48.9 33.0

1994 13.8 51.6 37.4

Paraguay® 1986 16.4 48.9 31.8
1994 16.2 49.8 35.2

Uruguay 1981 17.7 46.4 31.2
1986 17.8 48.3 33.6

1994 21.7 40.0 25.4

Venezuela 1981 201 37.8 21.8
1986 16.2 451 28.9

1994 16.7 46.4 31.4

Source: ECLAC, Statistical Yearbook for Latin America and
the Caribbean, 1996 Edition (United Nations
publication, Sales No. E/S.97.11.G.1).

a The metropolitan area only.
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Table 35
RECENT CHANGES IN INCOME DISTRIBUTION AND PER CAPITA GNP
IN SUB-SAHARAN AFRICA
Average annual
Scope of growth of real
Country survey Year Gini coefficient? GNP per capita®
(Per cent) (Per cent )

Céte d’lvoire National 1985 41.2 44.6 -3.77
1988 36.9 34.6

Ethiopia Rural 1989 40.8
1994 451

Ghana National 1988 35.9 40.9 1.39
1992 33.9 40.8

Kenya Rural 1981 50.8 -0.31
1992 55.6

Mauritius National 1986 39.6 6.11
1991 36.7

Nigeria National 1986 37.0 38.1 1.09
1993 375 43.5

Uganda National 1989 33.0 0.87
1992 40.8

United Republic Rural 1983 53.5 1.14

of Tanzania 1991 76.7

Source: The source indicated for chart 8, and also C. Jayarajah, W. Branson and B. Sen, Social Dimensions of Adjustment:
World Bank Experience, 1980-1993 (Washington, D.C.: The World Bank, 1996).
a Figures in the second column for the Gini coefficient are from the second source indicated.

b From the first to the second year shown.

of the ratio of wage earners’ incomes to incomes
of farmers on small holdings, has disappeared. An
example of “equalizing downwards” is Cote
d’Ivoire (see table 35). By contrast, large increases
in the Gini coefficient for household expenditures
are evident in Uganda, and also in Nigeria accord-
ing to some estimates. A tendency which is
apparent in Kenya, United Republic of Tanzania
and Ethiopia is increasing rural inequality.

Turning to Asia, it is apparent that the crude
stereotype of East Asia as a zone of “low and de-
creasing inequality” is a misleading description not
only because some of the countries have relatively
high levels of inequality, but also because inequal-
ity has increased in many parts of East Asia in the

1980s. There was an increase in Hong Kong dur-
ing 1986-1991 and a particularly sharp one in
Singapore during 1979-1983, though it was mod-
erate thereafter. Inequality appears to have been
increasing in Taiwan Province of China since 1980,
and in the Republic of Korea since the late 1980s.
In Thailand the strong upward trend towards
greater inequality which started in the mid-1970s,
following the shift towards a more export-oriented
strategy, continued in the 1980s. Declining inequal-
ity is apparent in Indonesia and the Philippines and
also, during 1979-1987, in Malaysia, though in that
country the downward trend may not have contin-
ued in the 1990s. In South Asia, Sri Lanka stands
out as a country in which inequality has continued
to rise.
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3. Growth and inequality

From the available data set it is possible to
trace the evolution of income inequality in 16 de-
veloping economies'' since the late 1960s or early
1970s. Trend analysis indicates no clear relation-
ship between per capita income and inequality.
Economies such as those of Taiwan Province of
China and Thailand grew relatively rapidly, but
inequality increased in the latter case but not in
the former. Similarly, growth was slow in both
Sri Lanka and the Philippines, but while inequal-
ity rose significantly in the former country, it fell
in the latter.

The share of total income received by the
poorest 40 per cent of the population declined dur-
ing this period in 11 of the 16 countries, but at a
very slow rate. Their absolute per capita income
fell only in Venezuela, which is also the only coun-
try of the 16 in which there was a downward trend
in real GNP per capita over the entire 20-year pe-
riod. For eight of the nine countries in which the
growth of real GNP per capita is statistically sig-
nificant, the growth in incomes of the poorest 40
per cent is also statistically significant, confirm-
ing their dependency on economic expansion for
an increase in their income. In Chile and Thai-
land, in particular, increased inequality has not been
associated with the absolute immiseration of the
poorest groups thanks to rapid growth. But the
main feature of the results is perhaps not these sta-
tistical relationships, but rather the finding that the
real incomes of the poorest 40 per cent of the popu-
lation grew by less than $12 per annum (in constant
1987 prices), or declined over this period, in 13 of
the 16 countries, the exceptions being the Republic
of Korea, Malaysia and Taiwan Province of China.

Trend analysis can be usefully supplemented
through analysis of changes in inequality and GNP
per capita during shorter episodes of change.!? One
way in which inequality analysts now do this is by
focusing on “spells” of change. For each country,
a “spell” of distributional change is defined as the
time between two comparable and consecutive
household surveys. For example, a country for
which income distribution data are available in
three household surveys (1973, 1980 and 1987)
enables analysis to be made for two “spells” (1973-
1980 and 1980-1987).

Table 36 shows the results of such analysis
for 22 countries, using income rather than con-

sumption expenditure data, which together provide
information on 94 spells of change. It is apparent
that inequality increases with growth as often as it
decreases.'”” But when the sample is broken up
into episodes of change during two different peri-
ods, distinguishing the period up to and including
1980 and that from 1980 onwards, a major shift is
apparent. First, inequality increases in only 42
per cent of the total spells of change in the first
period, but in the second it increases in 64 per cent
of the total spells. Second, inequality increased in
only 17 out of 39 spells in which growth in GNP
per capita occurred in the period 1965-1980, but
from 1980 to 1995 inequality increased in 19 out
of 29 such spells. For spells in which decline in
GNP per capita occurred (which are fewer in
number) there is also a shift, in the sense that de-
cline was much more likely to be associated with
increasing inequality after 1980 than before.

The sample on which these relationships are
based was necessarily determined by the availabil-
ity of data,'* but the findings suggest that the
growth-inequality relationship changed in the
1980s in ways which imply that growth is now
more unequalizing.

4. The changing relative positions of
income classes

A more detailed view of how inequality is
changing in developing countries can be obtained
by examining trends over time in the income shares
of the richest 20 per cent, the middle 40 per cent,
and the poorest 40 per cent. The charts in the an-
nex to this chapter', showing trends for 24
countries since the 1960s, indicate that:

* A recurrent pattern of distributional change
in the 1980s was an increase in the income
shares of the rich, which was almost
invariably associated with a fall in the income
shares of the middle class;

*  For many countries this was a reversal of
trends before 1980, which involved the
middle class gaining income shares whilst the
rich lost shares.

The countries in which divergence between the
rich and the middle classes occurred in the 1980s
are diverse. They include Bangladesh (post-1977),
Brazil (post-1986), Sri Lanka (post-1973), Mexico
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Table 36

RELATIONSHIP BETWEEN GROWTH PERFORMANCE AND CHANGES IN INCOME
INEQUALITY IN DEVELOPING COUNTRIES, 1965-1995

1965-1980 1980-1995 1965-1995
No. of Per cent No. of Per cent No. of Per cent

Spells associated with: spells of total spells of total spells of total
Positive GNP growth per capita

Inequality increasing 17 40 19 49 40 43

Inequality decreasing 22 51 10 26 39 41
Negative or no GNP growth per capita

Inequality increasing 1 2 6 15 8 9

Inequality decreasing 3 7 4 10 7 7
Total 43 100 39 100 94 100

Source: As for chart 8.

Note: The countries (and number of spells of change) covered for 1965-1995 are: Bangladesh (6); Brazil (11); Chile (3);
Colombia (5); Costa Rica (5); Dominican Republic (1); Gabon (1); Guatemala (2); Honduras (1); Malaysia (4); Mexico
(3); Panama (3); Philippines (3); Puerto Rico (2); Republic of Korea (10); Singapore (2), Sri Lanka (4), Taiwan Province
of China (10); Thailand (6); Trinidad and Tobago (2); Turkey (2); Venezuela (8). The sum of the spells of change for the
periods 1965-1980 and 1980-1995 is less than the number for 1965-1995, because some spells of change were omitted
in partitioning the data set. Countries for which data were only available for one period - Turkey, Trinidad and Tobago,
Guatemala and the Dominican Republic - were omitted. Spells of change which began before 1980 but ended after
1980 were also omitted, except for Bangladesh (1978-1981), Costa Rica (1977-1981), and Thailand (1975-1981), which
were classified as 1965-1980; and Puerto Rico (1979-1989), Venezuela (1979-1981) and Sri Lanka (1979-19781), which
were classified as 1980 and onwards. For Taiwan Province of China data after 1976 (which are reported annually) are

included as three-year averages.

(post-1977), Panama (post-1980), Venezuela (post-
1978), Guatemala (post-1978), Singapore
(post-1978), Thailand (post-1975), and United
Republic of Tanzania (post-1976). Of the eight
cases for which data are available for both the
1970s and the 1980s, there is a reversal from in-
creasing convergence to increasing divergence
between the rich and middle classes in six, which
was particularly marked in Sri Lanka, Panama and
Venezuela. A similar shift also occurred in Hong
Kong around 1980, and in India a trend of rich-
middle convergence in the late 1980s was reversed
after 1990, though it is not clear whether this rep-
resents a new trend.

An important feature of these patterns of di-
vergence is the scale of change, in terms of the
magnitude of the gap in income shares between the
richest 20 per cent and middle class. From table
37, it can be seen that in Thailand, for example,

the gap between the income shares of the richest
quintile and the middle class increased from 12
percentage points in 1975 to 28 in 1992, as the
richest group increased their share of total income
from 48 per cent to 58 per cent and the income
share of the middle class fell from 36 per cent to
30 per cent. The extent of change is such that some
countries are transforming from 40:40:20 socie-
ties into intermediate societies in which the richest
quintile receives 50 per cent of the total available
income of households, the middle class 36 per cent
and the poorest two quintiles 15 per cent; and some
intermediate societies, such as Thailand in 1975,
are transforming into 60:30:10 societies. For some
societies in Latin America with very high income
inequality the reversal from rich/middle-class con-
vergence to divergence halted a shift towards a
pattern in which the richest quintile received 50
per cent of total income, and re-established an
earlier pattern of a very unequal distribution.
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Table 37
PERIODS OF INCOME DIVERGENCE AND CONVERGENCE BETWEEN THE RICHEST
QUINTILE AND THE MIDDLE CLASS IN SELECTED DEVELOPING COUNTRIES
Divergence Convergence
(Income share of middle class falling (Income share of middle class rising
and share of richest quintile rising) and share of richest quintile falling)
Change  Size of Change Size of
Country Period in gap? gap® Country Period in gap? gap®
Bangladesh 1977-1986 +11 +12 Colombia 1978-1991 -7 +21
Brazil 1982-1989 +13 +38 Rep. of Korea 1980-1988 -3 +4
Chile 1971-1989 +19 +37 Malaysia 1976-1989 -6 +20
Mexico 1977-1989 +10 +29 Turkey 1968-1987 -16 +14
Panama 1980-1989 +11 +28 Chile 1989-1994 -5 +32
Sri Lanka 1973-1987 +13 +19 Indonesia 1976-1993 -3 +2
Thailand 1975-1992 +16 +28 Pakistan 1979-1991 -4 0
Venezuela 1979-1990 +16 +18 Hong Kong 1971-1991 -4 +14
Rep. of Korea 1969-1980 +9 +7 Costa Rica 1977-1989 -7 +14
India 1990-1992 +4 +4 Philippines 1965-1988 -9 +19

Source: As for chart 8.
a From beginning to end of period (percentage points).

b The share of the richest quintile minus the share of the middle class (percentage points) in the final year.

A second important feature of these patterns
is the degree of synchronization in the timing of
distributional changes in countries with very dif-
ferent economic structures and cultures.
Synchronized shifts can be taken as an indicator
that income inequality trends are increasingly be-
ing influenced by forces common to all the
countries, i.e. forces which are global in character,
and not just by particular national circumstances.
Precise identification of changes is difficult as the
household surveys on which the distributional data
are based are not conducted on an annual basis and
are for different years in different countries. But it
is apparent that in many countries a turning-point
from rich-middle class convergence to divergence
occurred during the late 1970s and early 1980s, a
period when the external environment of develop-
ing countries changed considerably. The reversal
may also reflect a common domestic policy re-
sponse to the changed circumstances.

Of the other cases which are depicted in the
annex, the Republic of Korea and Chile both ex-
hibit a pattern of increasing divergence between the
rich and middle-class income shares during certain

periods. However, in both instances there is a re-
versal in the opposite direction to that observed in
the majority of cases. The income divergence is
marked in Chile, where from 1971 to 1989 the gap
between the shares of the rich and the middle class
increased from 18 to 37 percentage points, as the
income share of the richest 20 per cent increased
from 52 per cent to 63 per cent of total income,
whilst that of the middle class declined from 34
per cent to 27 per cent. In the Republic of Korea
the share of the middle class in 1969 was actually
2 percentage points greater than that of the richest
quintile, but by 1980 the share of the latter was 7
percentage points greater than that of the middle
class. There was a change to convergence between
the rich and the middle class in Chile from 1989 to
1994 and in the Republic of Korea from 1980 to
1988 (see also table 37).

As regards the other countries in the annex to
this chapter, Costa Rica and Taiwan Province of
China also show signs of divergence in income
shares, particularly since 1985, but it is the poor-
est 40 per cent that loses shares to the rich, and to
the rich and middle class, respectively. A similar
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pattern, though much less pronounced, is also ap-
parent in Puerto Rico, with a shift from the 1970s
to the 1980s. Tendencies towards rich/middle-class
income convergence are apparent in Turkey, Ma-
laysia, the Philippines, Indonesia, and Pakistan, but
more so in Turkey than in the other four countries;
indeed, the tendency may have been reversed in
Malaysia. A characteristic which these five coun-
tries have in common is a large Moslem population.'®
Colombia and Jamaica also show tendencies for
rich and middle-class incomes to convergence.

The above patterns of change are also evi-
dent from a spell-of-change analysis of income
shares of different quintile groups, i.e. changes
between consecutive surveys. Table 38 classifies
patterns of changes in inequality into four basic
categories and two sub-categories, showing the fre-
quency of occurrence of these patterns of change
before and after 1980, distinguishing between de-
veloped and developing countries, and singling out
Latin America and East Asia among the develop-
ing countries. The patterns of change distinguished
are:

Type 1: Share of richest 20 per cent increasing,
share of middle class declining, and

(a) share of poorest 40 per cent rising, or
(b) share of poorest 40 per cent falling;

Share of richest 20 per cent falling, share
of middle class rising, and

Type 2:

(a) share of poorest 40 per cent rising, or
(b) share of poorest 40 per cent falling;

Share of richest 20 per cent and middle
class falling;

Type 3:

Share of richest 20 per cent and middle
class rising.

Type 4:

A number of conclusions can be drawn from
table 38:

*  The main pattern of change in both developed
market economies and developing countries
is either type 1 or type 2. Itisrare for both the
richest quintile and the middle class to be
gaining or losing shares together;

*  The share of the richest quintile increased
more frequently after 1980 than before,
particularly in developing countries. In
developed market economies, the share of the

richest quintile increased during 46 per cent
of the spells of change up to 1980 and 49 per
cent from 1980 onwards, while in the
developing countries the corresponding
increases were 45 per cent and 62 per cent,
respectively. The pattern of change in Latin
America and East Asia shows a striking
similarity. In Latin America, the richest
quintile gained in 33 per cent of the spells up
to 1980 and 55 per cent of the spells from
1980 onwards; in East Asia the increase was
from 50 per cent to 67 per cent. However,
unlike East Asia, in Latin America this shift
involved a reversal from rich/middle class
income convergence in the 1965-1980 period
(61 per cent of the spells) to a rich/middle
class divergence from 1980 onwards (55 per
cent of the spells);

* Indeveloped countries, whenever the richest
quintile increased their share and the middle
class lost ground (type 1 change), the poorest
40 per cent also tended to lose ground. In
developing countries, this pattern is also
apparent, though it was more marked in the
1970s, particularly in East Asia;

J In developed countries, whenever the middle
class gained ground and the richest quintile
lost income shares (type 2 change), the
poorest 40 per cent also tended to gain income
shares. Butin the developing countries, when
the middle class gained ground, the poorest
40 per cent were just as likely to gain as to
lose income shares in the 1970s, while in the
1980s they were more likely to lose;

*  There is a major difference between Latin
America and East Asia concerning the
changing position of the bottom 40 per cent.
In Latin America, this group gained shares in
44 per cent of the spells up to 1980, but in
only 30 per cent of the subsequent ones. In
East Asia, they gained shares in 41 per cent of
the spells up to 1980, but this proportion
increased to 44 per cent thereafter.

The findings of this spell-of-change analysis,
like that which focuses on growth and inequality,
reflect the experience of the countries for which
data are available. However, the results suggest
that by focusing only on poverty much analysis of
the experience of the 1980s has missed some cru-
cial changes which have taken place in income
distribution in developing countries, namely: (i) the
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Table 38
PERSONAL INCOME DISTRIBUTION IN 1965-1995, BY REGION: FREQUENCY OF
OCCURRENCE OF DIFFERENT TYPES OF CHANGE
Type of change Number of spells
Direction of change of income Developed
share of the: market
economies? Developing countries®?
richest middle poorest
20 per cent class 40 per cent All regions Latin America East Asia
1965- 1980- 1965- 1980- 1965- 1980- 1965- 1980-
1980 1995 1980 1995 1980 1995 1980 1995
1(a) Up Down Up 4 1 5 10 3 4 2 5
1(b) Up Down Down 19 27 15 12 3 7 8 4
Total 1 Up Down  Up/Down 23 28 20 22 6 11 10 9
2(a) Down Up Up 23 22 12 3 4 2 6 0
2(b) Down Up Down 10 14 11 8 7 5 4 2
Total 2 Down Up Up/Down 33 36 23 11 11 7 10 2
3 Down Down Up 6 6 2 3 1 0 1 3
4 Up Up Down 9 12 1 4 0 1 1 3
5 No change 2 1 0 1 0 0 0 1
Others® 6 3 0 1 0 1 0 0
Total 79 86 46 42 18 20 22 18
Source: As for chart 8.

a The countries covered (and number of spells) are: Australia (8); Canada (19); Denmark (3); Finland (10); Germany (5);
Ireland (2); Italy (11); Japan (16); Netherlands (8); New Zealand (11); Norway (7); Sweden (13); United Kingdom (26);

United States (26).

b Those listed in table 36, with the addition of Hong Kong (3 spells in each period).
¢ Cases where either the share of the richest quintile or of the middle class stays constant while that of the other changes.

increasing share of the richest 20 per cent of the
population; and (ii) the declining share of the mid-
dle class. Indeed, what may be the main story of
the 1980s is that trends of the 1970s, when a rela-
tively richer middle class was emerging, were
reversed. Itis this group that appears to have been
hardest hit in relative terms in the 1980s. In situa-
tions of economic decline, the implications of
decreasing shares of the middle class are not nec-
essarily as serious as declining shares for the

poorest 40 per cent. But the withering of the mid-
dle class - and the reinforcement of a pattern of
society in which there is a small rich group at the
top and a very thin layer of middle class, and the
bottom 40 per cent of the population have average
incomes about one third to one half of the national
average - has important socio-political and eco-
nomic implications which in the long run are
probably more significant for the consumption
standards of the poor.
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C. Inter-country differences in income inequality

The evidence examined in the previous sec-
tion indicates that there are important differences
among countries in the degree of income inequal-
ity, not only between countries at different levels
of economic development, but also among those at
similar levels. While in general income inequality
is greater in developing than in developed coun-
tries, there are also significant differences within
the developing world.

Why income inequality is greater in some
countries than in others is one of the most difficult
and intriguing questions for economic analysis. The
traditional answer that enjoyed a certain degree of
consensus sought to explain these differences in
terms of how income distribution changed in asso-
ciation with economic development. According to
this view, pioneered by Simon Kuznets, income
inequality increases in the early stages of develop-
ment and then decreases. Under this so-called
“inverted-U” hypothesis, income inequality can be
expected to be greater in the middle-income coun-
tries than in both the least developed countries and
the industrialized countries. Underlying this ap-
proach is the idea that the economic development
process involves a transition from a low-produc-
tivity agrarian economy to a high-productivity
industrial one. Income inequality tends to rise in
the process of industrialization not only on account
of earnings differentials between agriculture and
industry, but also because of the increased importance
of industrial incomes, which are distributed less
equally than agricultural incomes. However, as in-
dustry takes over and average incomes rise, earnings
differentials associated with productivity differences
will fall. Consequently, a turning-point will be
reached after which income distribution improves
as the level of income rises. On this view, there-
fore, growth is first unequalizing, then equalizing.

An analysis of various forces influencing in-
come distribution in different phases of economic
development is undertaken in the subsequent sec-
tion. Here an assessment is made of the extent to
which inter-country differences in income distri-

bution can be attributed to differences in levels of
development, and of whether other factors also need
to be taken into account.

Evidence based on cross-country analysis of
the relationship between per capita income and in-
equality broadly confirms the existence of the
inverted-U pattern in which inequality is lowest in
low-income and high-income countries and high-
est in middle-income countries, although a number
of studies failed to establish such a relationship."’
The evidence analysed above also points to a sys-
tematic relationship between inequality and per
capita income, particularly when the former is
measured in terms of the income shares of the rich-
est quintile and the middle class.

Nevertheless, there can clearly also be con-
siderable variations in income distribution among
countries at similar per capita income levels. At-
tention has been focused on a number of factors in
cross-country studies to explain these variations. '
Although these factors are often closely correlated
with income, they are also strongly influenced by
policy choices.

The first set of such factors identified in cross-
country studies relates to the production structure.
Since earnings are usually closely linked to pro-
ductivity, large productivity differences among
different sectors of an economy can be expected to
yield a high degree of income inequality unless they
are corrected through redistributive policies. In-
deed, this is one of the main ideas underlying the
original Kuznets thesis. However, there need not
be a one-to-one correspondence between average
per capita income and inter-sectoral differences in
productivity. Therefore, other things being equal,
the greater the duality in the structure of produc-
tion associated with a given average per capita
income, the greater the degree of inequality. In-
deed a number of studies have found evidence of a
close correlation (though not necessarily a linear
relationship) between income inequality and a
number of variables reflecting the extent of dual-
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ity, such as the proportion of wage labour in the
total labour force, the share of agriculture in GDP,
and the share of primary goods in exports.

A second factor explaining inter-country vari-
ations in inequality is population growth. Although
the latter generally declines as per capita income
rises, there are still considerable variations in popu-
lation growth rates among countries at similar
income levels. Generally, inequality has been found
to be greater where population growth is faster.
There may be various reasons for this relationship.
One is that the dependency burden can be higher
for poorer income groups, because of the observed
tendency for fertility rates to decline with rising
income and education. Another is that faster popu-
lation growth slows the rate of labour absorption
(other things being equal) and thereby reduces the
share of labour income in output.

It is generally agreed that one of the most
important factors underlying inequality is the level
of and access to education. There is a two-way
link. On the one hand, an unequal distribution of
income tends to prevent the poor investing in edu-
cation and acquiring skills. As discussed at greater
length in chapter V below, this can be a serious
impediment to growth. On the other hand, an un-
equal distribution of educational opportunities leads
to greater inequality in income distribution by wid-
ening skill and productivity gaps in the working
population. In this respect, too, there are consid-
erable variations among countries at similar income
levels. In most cross-country studies higher levels
of secondary school enrolment are associated with
lower levels of inequality. Differences in educa-
tion are also among the most important factors
explaining inequality in labour income within coun-
tries. For instance, a recent study of 10 Latin
American countries for the 1980s attributed about
25 per cent of inequality among workers’ incomes
to differences in educational levels, with factors
such as sex, ethnic origin, age, occupation, and firm
size explaining the rest."”

It should, however, be noted that a higher av-
erage level of educational attainment is not
necessarily associated with less educational in-
equality. Indeed, according to one estimate
educational inequality increases until the average
duration of schooling of the labour force reaches
about 6.8 years, when further expansion of educa-
tion is associated with declining inequality. The
average educational attainment in most develop-
ing countries is below this threshold level,

particularly in sub-Saharan Africa and South
Asia.?® If the above threshold were to hold gener-
ally, then educational expansion in all these cases
could be associated with increasing educational
inequality, particular if emphasis is placed on sec-
ondary and higher education, rather than on the
education of people without any schooling.

The focus on education highlights the crucial
importance of ownership of assets for income dis-
tribution. However, inequality in the distribution
of human capital is not the only, or even the princi-
pal, determinant of income inequality. Distribution
of material wealth, and hence of value added be-
tween labour and property-owning classes, is
equally and even more important. Indeed, large
income inequalities are often associated with con-
siderable concentration of material wealth,
particularly in developing countries. Exclusive
focus on education and human capital thus permits
only a partial understanding of the factors influ-
encing distribution in market economies. More
importantly, as discussed in chapter V below, it also
has the effect of delinking the analysis of growth
from that of distribution, for the behaviour of the
capitalist class is central to capital accumulation
and technical progress, on which the real incomes
of both property owners and workers depend.

Just as for incomes, there are considerable
variations among countries at similar income lev-
els in the distribution of wealth. Evidence from
OECD countries shows that wealth inequality tends
to be much higher than income inequality. Gini
coefficients of household wealth distribution (rang-
ing from 0.65 to 0.71 in the United Kingdom,
Germany, France, Canada, Sweden and Australia,
and coming close to 0.80 in the United States and
0.52 in Japan in the 1980s) are considerably above
those for income distribution. Although roughly
comparable in terms of wealth inequality, Australia
has distinctly higher, and Sweden distinctly lower,
income inequality than the United Kingdom. How-
ever, within individual countries concentration of
wealth and of income tends to move together; for
instance, in the United States household wealth held
by the richest 1 per cent fell from 44 per cent in
1929 to 20 per cent in 1972, but rose to 34 per
centin 1992. Income inequality followed a similar
path, dropping significantly in the postwar period,
but rising sharply during the past two decades.

There is little information on the distribution
of wealth in developing countries. However, data
on land ownership show that it was highly concen-
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Table 39
INEQUALITY OF LAND DISTRIBUTION IN SELECTED DEVELOPING
COUNTRIES AND REGIONS
Gini coefficient of
Country/region Year/period land distribution
Latin America
Peru 1961 0.95
Venezuela 1961 0.94
Argentina 1970 0.87
Colombia 1960 0.87
Brazil 1960 0.85
Uruguay 1966 0.83
Asia
India 1953-1954 0.69
1961-1962 0.58
1971-1972 0.59
Indonesia 1973 0.56
Pakistan 1972 0.52
Philippines 1971 0.52
Taiwan Province of China 1960-1961 0.47
Thailand 1978 0.46
Bangladesh 1977 0.45
Middle East and Mediterranean
Iran (Islamic Republic of) 1960 0.62
Turkey 1960 0.61
Africa
Botswana (Traditional holdings) 1968-1969 0.50
Cote d’lvoire (Traditional sector) 1973-1975 0.42
Kenya (Registered smallholdings) 1969 0.55
Malawi (Smallholdings) 1968-1969 0.41
Mozambique (Traditional sector) 1970 0.42
(Modern sector) 1970 0.81
Nigeria (Northern farm crops) 1963-1964 0.43
(Eastern farm/tree crops) 1963-1964 0.56
(Western farm/tree crops) 1963-1964 0.40
Somalia (Five districts) 1968 0.55
Zambia (Commercial sector) 1970-1971 0.76
Ghana (All holdings) 1970 0.64

Source: R.M. Sundrum, Income distribution in Less Developed Countries (London and New York: Routledge, 1990); D. Ghai and
S. Radwan, “Agrarian change, differentiation and rural poverty in Africa: A general survey”, in D. Ghai and S. Radwan
(eds.), Agrarian Policies and Rural Poverty in Africa (Geneva: ILO, 1983).

trated in Latin America in the 1960s compared to
most other countries and regions (table 39). A
study on the Republic of Korea suggests that fi-
nancial assets could well be more unequally

distributed than real assets. In the late 1980s, it is
estimated that the Gini coefficients in that country
for such assets were 0.77 and 0.60, respectively
(as against 0.40 for income). At that time 43 per
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cent of the wealth was owned by the richest 10 per
cent of the population.?!

The effect of wealth distribution on income
inequality can be expected to be stronger in devel-
oping countries. Indeed, evidence suggests that for
such countries there is a positive and rather strong
relationship between the distribution of operational
land holdings and income inequality.?> On the other
hand, property incomes appear to constitute a much
larger share of total personal income in developing
countries than elsewhere. While in the 1980s and
early 1990s such incomes ranged from 7 per cent
to 16 per cent in Canada, Australia, New Zealand
and the United Kingdom, estimates put them as high
as 21 per cent in urban Colombia in 1967, 25 per
cent in Taiwan Province of China in 1968, and over
20 per cent in Chile in more recent years.”® An
important reason for this contrast (discussed in
greater detail in chapter V) is that, while in indus-
trial countries property incomes tend to be retained
in corporations and pension funds, in developing
countries they are more likely to accrue to house-
holds. Comparatively high shares of property
income in personal incomes magnify the effects of
wealth inequality on income inequality.

It is also generally agreed that socio-political
variables are important determinants of equality.
In that respect, attention is often drawn to the low
level of inequality in the former socialist countries.
Again, as noted above, inequality appears to be
low, given their GNP per capita, in some countries
with a large Moslem population. It has also been
suggested that income inequality is lower in rich
countries because “societal tolerance for income
inequality” is lower. The level of income inequal-
ity is seen from this perspective as a social choice
which countries make within their structural
limits.>*

It should be noted that these factors offered
to explain inter-country differences in income in-
equality are derived from a comparative static
analysis which compares various characteristics
of different countries at different levels of devel-
opment, and hence makes no attempt to describe
how inequality may change in the process of na-
tional development. This issue is taken up in the
following section, where various forces operating
on income distribution in different phases of de-
velopment are discussed.

D. Surplus labour, growth and income inequality

1. Forces making for greater or lesser
inequality

While it is very difficult to account fully for
inter-country differences in income inequality, it is
virtually impossible to construct a single model to
describe how income distribution evolves in the
course of economic development. Consequently,
attention will be focused on a number of key forces
that tend to operate on personal income distribu-
tion through their effects on various functional
categories of income at different phases of devel-
opment, with the aim of shedding some light on the
possible causes of changes that have occurred dur-
ing recent decades, and on the way policy has
influenced these changes.

In societies with surplus labour, which may
take the form of open unemployment, underemploy-
ment or disguised unemployment in a multiplicity
of low-productivity activities, a necessary condi-
tion for declining inequality is that demand for
labour should increase. But whether increased
employment is sufficient to reduce inequality de-
pends on a host of other factors.

For surplus labour to be absorbed, employ-
ment opportunities must expand faster than the
labour force. Both the rate and labour-intensity of
economic growth are thus important. But the popu-
lation growth rate also affects the speed with which
surplus labour is absorbed. If economic and
demographic conditions are favourable, a turning-
point can be reached at which the surplus labour
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is fully absorbed and the labour force is fully and
productively utilized.” Before that point, changes
in income distribution depend on what happens to
wages and productivity. Ifreal wages remain con-
stant while employment is expanding and labour
productivity is rising, income inequality can be
expected to increase.

Initially, much of the surplus labour is in ag-
riculture, and earnings in that sector set a lower
limit to real wages in the modern sector. There-
fore, how real wages move in the modern sector as
surplus labour is absorbed depends very much on
productivity and earnings in agriculture. Because
of disguised employment, output in agriculture can
be kept constant while labour input is reduced.
Thus, a transfer of labour to industry would raise
average labour productivity, and hence earnings,
in agriculture. However, if labour absorption is
slow and output per hectare remains constant, then
agricultural earnings would remain sluggish and
real wages in the modern sector can be kept stable
despite increased employment. Under these condi-
tions, income distribution is likely to worsen as
surplus labour is absorbed, for reasons which also
underlie the inverted-U hypothesis. Although av-
erage earnings of labour in the economy as a whole
would increase as employment is raised in the mod-
ern sector, the dispersion of earnings would be
greater to the extent that the gap between the mod-
ern and traditional sectors remains large.
Furthermore, profits would increase relative to
wages. The implication of all this is that a process
of industrialization, wherein agriculture consider-
ably lags behind industry, can be expected to result
in a significant worsening of income distribution.
Furthermore, the slower the pace of accumulation
and job creation in industry, the longer the persist-
ence of inequality.

Income distribution can worsen even when
agricultural earnings and industrial real wages are
both rising. This may happen not only because
real wages in industry lag behind productivity
growth, but also because inequality in agriculture
increases as earnings in different segments of the
sector expand at different rates. How far they do
so depends, in large part, on the nature of agricul-
tural development. If it is broad-based, benefiting
large segments of the rural population, then the
forces making for greater equality will be strength-
ened. In this respect, greater equality in the initial
distribution of land would certainly be a key fac-
tor. However, the labour intensity of agricultural
development also plays an important role. If la-

bour is released faster than it can be productively
absorbed by industry, then the surplus labour would
simply be transferred from rural areas to the ur-
ban informal sector, exerting a downward pressure
on real wages.

Once the surplus labour is fully absorbed,
growth would slow down and be restricted to what
can be attained through increases in the labour force
and in productivity. At this point the labour mar-
ket would tighten, creating forces making for
greater equality. Sustained growth of real wages
depends on continuous upgrading to technology-
and skill-intensive products. Such a process can
again lead to greater inequality if there are short-
ages of skilled labour. However, without upgrading,
there is a danger that real wages will need to fall in
order to ensure competitiveness with newly emerg-
ing low-cost producers. If rapid investment and
technological progress enhance labour productiv-
ity and ensure competitiveness while education
policies continuously upgrade skills, rapid wage
growth can be sustained and in such circumstances
income inequality may start to decline.

Changes in income distribution are also a func-
tion of the strength of the underlying tendency
towards increasing inequality that is inherent in the
relationship between wealth accumulation and in-
come inequality. This tendency is rooted in the
simple fact that wealth created through industri-
alization and accumulation tends to be concentrated
in the hands of the rich, constituting the basis for
greater income inequality. The degree of concen-
tration of wealth, and hence its effects on
distribution, in turn, depends on how far the initial
stages of development led to inequality.

These considerations suggest that policies can
play a key role in changes in income distribution.
In the early stages of labour absorption, agricul-
tural policies, as well as policies designed to
accelerate accumulation in industry, greatly influ-
ence both the speed with which the surplus labour
is absorbed and the pattern of income distribution.
Industrial, education and manpower policies gain
added importance as the economy moves up the
technology ladder.

2. The experience

The sequence of changes in an economy with
labour surplus described above is stylized. But
the operation of various forces, some making for
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greater inequality and others making for less, is
apparent in the recent experience of three groups
of countries: first, those which passed the turn-
ing-point at which labour surplus is absorbed, and
have also upgraded their production structure (e.g.
Japan and the first-tier NIEs); second, those which
have been successfully absorbing the surplus la-
bour through sustained and rapid growth, but so
far without significant industrial upgrading (e.g.
Chile, Malaysia, Mauritius and Thailand); and
third, those which have not been able to sustain
rapid growth and absorb surplus labour. The last
group contains the vast majority of developing
countries, although there is considerable difference
among them in the degree of industrialization
achieved. In a number of them, notably the mid-
dle-income countries, the surplus labour is
primarily in the urban sector, while in others it is
largely in rural areas, although urban unemploy-
ment and underemployment can still be significant.

Changes in the pattern of income distribution
vary considerably in the earlier stages among the
countries in the first two groups, in large part be-
cause of differences in their initial distribution of
wealth and the policies pursued for agricultural
development and industrial accumulation. The
most successful East Asian economies, namely Ja-
pan during its high-growth period and the first-tier
NIEs, started with a substantial labour surplus.?
Both Taiwan Province of China and the Republic
of Korea were typical of most developing econo-
mies in that the surplus was in rural areas; in Japan
many people returned to the primary sector after
military demobilization, while in Hong Kong and
Singapore there were high levels of urban unem-
ployment and underemployment.

In Japan, income inequality increased from
1953 until the early 1960s, when full employment
was reached, largely because of divergent income
trends for agricultural and non-agricultural house-
holds and because the share of profits rose in
industry. After the turning-point, income inequal-
ity decreased as both of these trends were reversed.
The precise timing of the turning-point is less clear
in the Republic of Korea, but it appears to have
been in the second half of the 1970s. The country
started with a relatively equal income distribution
due in large part to a high degree of equality in
land ownership. There was little change in overall
income inequality, as measured by the Gini coeffi-
cient, during 1964-1970; the shares of the richest
quintile and the middle class declined slightly, while
that of the bottom 40 per cent rose (see annex).

However, income inequality rose sharply thereaf-
ter until 1976, principally because real wage
growth, though rapid, lagged considerably behind
productivity growth. The labour market tightened
in the second half of the 1970s, when there was a
phenomenal growth in real wages, closely track-
ing rising labour productivity growth. Starting in
1980, the share of the poorest 40 per cent rose at
the expense of the richest 20 per cent, while that
of the middle class was constant. Demand for
skilled labour increased considerably because in-
dustrial upgrading started before full employment
had been reached. However, wage differentials
both between college and high school graduates and
between college and elementary school leavers fell
from 1976 onwards after rising in the earlier pe-
riod, thanks in large part to education policies.

The full employment turning-point was passed
in Taiwan Province of China earlier than in the
Republic of Korea, in the late 1960s. Income dis-
tribution improved significantly in the 1950s, but
in most of the following decade it changed little
largely because equalizing and unequalizing forces
were broadly in balance. The share of agricultural
incomes declined rapidly, and there was a signifi-
cant rise in non-agricultural property income.
However, inequality declined considerably within
agriculture. Furthermore, the falling share of ag-
riculture took place in the context of a rapid
transformation of the sector, which constantly
raised productivity and hence the lower limit of
industrial wages. Real wages in rural industries,
which absorbed an important part of the surplus
labour, indeed rose, whereas they remained rela-
tively stable in urban industries. After the
turning-point, the decline in inequality in non-ag-
ricultural income on account of a strong rise in real
wages and labour share reinforced the continuing
downward trend in inequality in agriculture, un-
derlying a steady rise in the share of the middle
classes (see the annex to this chapter).

The experience of Taiwan Province of China
in the 1950s highlights the importance of agricul-
tural policies for income distribution in the early
stages, where much greater attention was paid than
in the Republic of Korea to an early modernization
of agriculture. A combination of price, investment
and support policies was used in order to generate
rapid and broad-based agricultural growth as well
as a large surplus for accumulation in industry. At
the beginning a land reform was implemented, re-
ducing farm rents, which had been the main
mechanism of agricultural surplus transfer; ten-
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ants became owner-cultivators and landowners
were encouraged to become involved in industrial
development. Government policies caused the do-
mestic terms of trade to move sharply against
farmers, but agricultural output expanded rapidly,
by 78 per cent from 1952 to 1964, and output per
worker and farm household income per capita in-
creased by about 35 per cent and 10 per cent,
respectively.?”’ Productivity and production in-
creases were founded on public investment,
particularly in irrigation and flood control, intro-
duction of new seed varieties, increased application
of fertilizer, and diversification introduced through
government-supported research agencies. As ear-
lier in Japan, both yields and labour input per
hectare rose in rice cultivation. Productivity im-
provements did not therefore displace labour
initially, and in consequence agricultural expansion
contributed to the absorption of surplus labour.
Both rich and poor farmers participated in the ex-
pansion. Moreover, farm incomes of poorer
households were supplemented through employment
in rural industries. The net result was a substan-
tial reduction in income inequality, which available
statistics suggest was the sharpest experienced by
the economy since the war, with the Gini coeffi-
cient dropping from 0.55 in 1953 t0 0.32 in 1964.%8

This pattern of increasing labour intensity with
increasing labour productivity is of wider relevance
for all East Asia, since it is intrinsic to the nature
of wet-rice agriculture. Indeed, in Java surplus
labour is now being absorbed in rural areas through
shifts from marginal low-earning activities to rice
cultivation, coinciding with the growth in formerly
marginal off-farm activities, which are becoming
more lucrative with the expansion of rice produc-
tion and public investment in infrastructure. This
pattern of change appears to explain how low-in-
come rural groups in Indonesia have been able to
increase their incomes, although the turning-point
has not been reached and there is not as yet any
strong upward pressure on rural wages.”

Again, the contrasting experiences of Thai-
land and Malaysia clearly show that agricultural
policies can play a key role in determining whether
growth in the early stages of development is equal-
izing or unequalizing. In the first country,
agriculture has been neglected even though over
60 per cent of the labour force is still engaged in
that sector. Agricultural growth has been based in
particular on extension of the area under cultiva-
tion through the opening up of new lands, often
forest land designated as reserves. Labour pro-

ductivity is very low, and value added per worker
in agriculture is estimated to have fallen between
1971 and 1991; in the latter year it was less than
one tenth that of industry. In Malaysia, by con-
trast, opening up of new land has also been an
important mechanism of agricultural growth, but
the process was more carefully managed, founded
on government-sponsored programmes of agricul-
tural investment and productivity growth, and
linked to the New Economic Policy (1971-1990)
which aimed to increase the asset ownership of in-
digenous Malays. In 1991, value added per worker
in agriculture was three times higher than in Thai-
land, and the labour productivity gap between
industry and agriculture was much smaller.*
Growth has been less unequalizing in Malaysia (see
the annex to this chapter), though the overall pat-
tern, which in contrast to Thailand was slightly
downward until the mid-1980s, obviously reflects
various other influences, including a policy of asset
redistribution towards the indigenous Malays and the
greater importance of public sector employment.?!

As noted above, even though neglect of agri-
culture can be unequalizing, it does not follow that
agricultural growth as such is always equalizing.
Indeed, an important feature of various episodes
of agro-export booms in Latin America and Africa
is their effect of widening inequality among farm-
ers, especially where plantations and peasant
production coexist, but also among smallholders.
An example is Malawi, where there is marked du-
alism between the estate sector and smallholder
sector, but also significant differentiation within
the latter. The economy grew rapidly in the 1970s
on the basis of agro-exports, but the Gini coeffi-
cient among smallholder families more than
doubled.* In Latin America, although smallhold-
ers do have some labour and management
advantages, their ability to adopt new crops and
techniques is restricted by factors such as unfa-
vourable input and output prices compared to
large-scale producers, high transaction costs and
limited access to credit. These can lead to land
concentration in which small-scale producers sell
up, as seen during the recent agro-export boom in
Chile founded on fruit production. Unequalizing
agricultural growth, together with the existence of
a sizeable surplus of labour, may account for the
increased share of the richest quintile in Chile at
the expense of the middle 40 per cent in the earlier
years of expansion in the 1980s, while subsequent
tightening of the labour market appears to have been
an important factor in the improvements in the
1990s (see annex).*
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While most developing countries have not
been able to sustain rapid growth so as to absorb
their surplus labour, they have nevertheless had epi-
sodes of rapid growth. As in the above examples,
changes in income distribution were of varying
patterns during such periods according to the bal-
ance of various forces in different countries, and it
is not possible to make generalizations. Neverthe-
less, it appears that in economies where the surplus
labour was in urban areas, growth was often as-
sociated with a narrowing of the rich-middle class
gap, with no significant relative improvement at
the bottom. One plausible explanation is that
growth was neither sufficiently rapid nor suffi-
ciently labour-intensive to absorb the surplus
labour, which consequently remained in the infor-
mal sector. Since formal and informal labour
markets are often segmented, the existence of a
large population of urban poor does not always
influence wage movements in the formal sector and
hence the distribution between the top (richest)
quintile and the middle class.

The evidence presented above suggests that
in general in economies with considerable surplus
labour, inequality tends to widen when growth col-
lapses. Increased unemployment and reduced real
wages often lead to shrinking income shares of the
middle classes. The urban and rural poor, the bot-
tom 40 per cent, are generally less affected in
relative terms than the middle class by contraction
of economic activity, because they are not prop-
erly integrated into the formal economy; they often

rely on self-employment, which provides some pro-
tection against sharp declines in incomes. This is
particularly the case for those who depend prima-
rily on subsistence agriculture. As noted above,
in such cases, economic declines can even coin-
cide with a rise in the share of the poor engaged in
the subsistence sectors. By contrast, where the poor
are concentrated in urban areas, their incomes tend
to decline with activity in the formal economy be-
cause of their greater dependence thereon.

In many middle-income countries with consid-
erable surplus labour, particularly in Latin America,
the deteriorating relative position of the middle classes
vis-a-vis the richest quintile since the early 1980s re-
flects the influence of a number of factors. That their
income share should fall when growth collapsed is
hardly a matter for surprise, but it also fell when
growth remained positive, though moderate, be-
cause measures taken to attain a swift and sizeable
payments adjustment, such as devaluations and cuts
in investment, had serious consequences for real
wages and employment. This is perhaps an impor-
tant reason for the observed shift in the relationship
between growth and inequality discussed above.
Another reason relates to policies and explains why
the subsequent recovery did not result in a reversal
of the relative position of the middle classes; the
drastic turnaround in economic policies, particu-
larly the liberalization of trade and finance, appears
to have changed the balance of forces in favour of
those making for greater inequality - an issue which
is taken up in the following chapter.

E. Conclusions

The evidence examined above shows that it is
very difficult to make generalizations about how
income distribution changes with economic devel-
opment. Perhaps one of the few definite
conclusions that can be drawn is that none of the
countries that successfully closed the income gap
with the advanced industrial countries in the post-
war period, namely Japan and the first-tier NIEs,
has a very high degree of inequality. It is difficult
to venture beyond this conclusion, since a number

of countries at much lower levels of industrializa-
tion and development have income distribution as
equal as and even more equal than the successful
late industrializers. Moreover, contrary to a wide-
spread perception, income distribution did not
constantly improve throughout the industrialization
process in these successful countries.

The balance of forces appears to be weighted
towards those making for greater income inequal-
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ity during the initial stages of labour absorption.
However, increasing inequality is not inevitable,
much depending on agricultural policies. In Ja-
pan, the Republic of Korea and Taiwan Province
of China agricultural growth was founded on land
reform, which resulted in a relatively equal initial
asset distribution. Policies in Japan and Taiwan
Province of China resulted in a widely shared ag-
ricultural growth which played a key role in
maintaining a relatively stable income distribution
in earlier periods of industrialization. By contrast
the Republic of Korea experienced sharply rising
income inequality.

In general, during the phase of labour absorp-
tion there is a tendency for profits to rise as real
wages lag behind productivity. If profits are not
reinvested, the growth process will slow down and
inequality may persist. An important aspect of
policy must thus be to ensure that profits are saved
and invested to create jobs and new wealth, rather
than consumed. As discussed in chapter V, in this
respect there are considerable variations among de-
veloping countries, and successful countries stand
out by their high savings and investment from prof-
its, stimulated by policies discussed in chapter VI.

The balance of forces making for more or less
inequality after the full absorption of surplus la-
bour depends on a host of factors, including
manpower policies and industrial upgrading. Care-
fully designed industrial policies can prevent
pressures from building up on wages as a result of
the emergence of low-cost competitors by facili-
tating industrial upgrading. An adequate and
increasing supply of educated labour can prevent
skill shortages leading to widening wage differen-
tials at this point. As examined in detail in TDR
1996, the first-tier NIEs have been generally suc-
cessful on both fronts, whereas the second-tier NIEs
still lag considerably behind.

Again, evidence does not support the view that
outward orientation is associated with greater in-
come equality. Inequality in a number of countries
in East and South-East Asia with very strong ex-
port orientation is as high as or even higher than in
countries which have relied on domestic markets
and import substitution. A careful examination of
the East Asian experience finds no support for the
notion that improved equality was associated with
a switch from import substitution to export-oriented
development policies. As examined in detail in 7DR
1996, this distinction makes little sense in East
Asia, where export promotion was combined with

import protection so as to accelerate accumulation
and productivity growth. As the late Michael
Bruno put it, commenting on the findings of cross-
country studies linking employment performance
with outward-orientation:

The good outward-looking performers ...
had a good employment record not neces-
sarily because of a preference for exports
over import substitution. Most likely they
did better because their general macro-
policy stance (fewer stop-go policies, etc.)
and other conditions (e.g. foreign exchange
availability) helped them grow more rap-
idly and thus absorb their labour force.*

Policies seeking to determine the form, speed
and timing of integration into the world economy
have certainly played a key role in managing the
growth-distribution linkages in the first-tier NIEs
both during the earlier stages of surplus labour
absorption and in the subsequent period of upgrad-
ing. Innone of the economies was economy-wide
trade and financial liberalization undertaken before
surplus labour was absorbed; nor was sector-spe-
cific exposure of the domestic market to foreign
competition undertaken before attaining significant
productivity growth and learning. These countries
indeed never resorted to the kind of abrupt shifts
in trade and financial policies implemented in re-
cent years in some developing countries.

Evidence strongly suggests that while rapid
growth does not guarantee improvement in income
distribution, economic decline is usually associated
with greater inequality. In countries where there is
a sizeable surplus labour delinked from the formal
economy, decline tends to be associated with a
squeeze of the middle classes, as happened widely
during the 1980s. However, the relationship be-
tween growth and equality appears to have
undergone a major transformation in a number of
countries, where there has been no tendency for
rising inequality to be reversed despite some re-
covery in the 1990s. This phenomenon appears to
be closely related to a sudden shift in policies giv-
ing much greater role to market forces.

These economies characterized by surplus la-
bour may now require even more rapid growth than
in the past in order to improve distribution. The
challenge is to put in place policies to accelerate
capital accumulation and productivity growth and
shift the balance of forces towards those making
for less inequality. Their policy environments dif-
fer in three respects from the first-tier NIEs,
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rendering this challenge particularly difficult to
meet. Firstly, in Latin America a large proportion
of the surplus labour is urban, and in Africa both
urbanization and population growth rates are very
high. Second, in both continents ownership of and
access to land is highly concentrated and educa-

tional attainments are very unequally distributed.
Finally, the “big bang” approach to liberalization
in many of these countries seems to have changed
the balance of forces in favour of those making for
greater inequality without generating any additional
stimulus to growth. W
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