Inequality and Growth
In Emerging Economies
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Why inequality matters
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Microeconomic Theory

Macroeconomic Theory

Theory 1

Okun: Income differences
enhance the optimal
allocation of work and
capital,

And create incentives to
work and invest

Kuznets “Summit”:

High inequality after first
phase of industrialization
Savings are necessary for
growth; inequality increases
savings

Behavioral economics:

1. People are ready to
forego income in order to
achieve a fair distribution
(dictator game)

2. It is not performance that
causes status, but status
causes performance
Kuznets “starting point” and

“terminus”’: low inequality in
agricultural and highly
developed societies

Savings reduce demand and
can cause deflation/recession



Theory 2 FREDRIKCH

STIFTUNG
Pattern of structural Inequality provides the high Equality leads to mass demand
development purchasing power for innovative (and  providing economies of scale.

costly) products, which are later
available for all.

Political economy Authoritarian regimes, which Inequality leads to redistribution
concentrate income and wealth within  and/or social unrest, which are bad for
the ruling elites provide stability and  growth.
can overcome impediments to growth

_ Rentier economies are bad for growth.
more easily.



Global Evidence 1

(Multi-country study Barro 2008)




Global Evidence 2

(Multi-country study Klasen 2009)




Inequality :
Some stylized facts




High diversity of Gini

indices of personal income distribution in 131 countries, c. 2012]
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Middle class shares p—
almost constant STIFTUNG
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Palma ratio (p1o/p1-4) Steeper “eo

than Gini (due to LA and SA) EBERT

"Palma Ratio" of personal income distribution in 131 countries, c. ED12j
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s Sources: as in Figure 1. Highlighted countries are those of Latin America and (mineral rich)

middle-income Southern Africa. The last two, Namibia and South Africa, are — literally — off the
chart!*?



Global inequality EBERT.
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Sources: OECD; Luxembourg Income Study Database; Socio-Economic Database for Latin America and
the Caribbean (SEDLAC); World Bank; Eurostat.

Note: Disposable income is income available to finance consumption once income taxes and public
transfers have been netted out. Therefore, the distributional impacts of indirect taxes and in-kind
transfers are not included. The Gini coefficient ranges between 0 (complete equality) and 1 (complete
inequality). Number of countries in parentheses.



Global evidence:

FRIEDRICH
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Growth and inequality Z&°™
in the world economy B




Inequality widened in many EEs Il
FRIEDRICH
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Change in Gini coefficient, early 1990s-2010 STIFTUNG
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Figures for the early 1990s generally refer to 1993, whereas figures refer to 2011 for OECD, 2009 for Argentina, China and
Russia, 2010 for India and South Africa, 2012 for Brazil and 2013 for Indonesia.



Earnings ratios show
different trends across EES -memm
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Earnings inequality, decile ratios
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Brazil China India Indonesia South Africa

D9/D1: ratio of the wages of the 10% best-paid workers to those of the 10% least-paid workers. D9/D5 (D5/D1) ratio of the
wages of the 10% best-paid (least-paid) workers to those at the median of the earnings distribution

Source: IPEA for Brazil, Povcalnet for China, Milanovic for Indonesia, OECD-EU Database on Emerging Economies for India and
South Africa



At the upper end, the share of very high

incomes increased in many countries
FRIEDRICH
Shares of top 1% incomes in total pre-tax incorSHFTUNG
1980 — 2010 (or closest)
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Source: World Top Income Database. Note: Incomes refer to pre-tax income.



Coverage and generosity&
social protection is low in o

Public Social expenditure in OECD countries and EEs STIFTUNG
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Source: OECD (2014), OECD Social Expenditure database, (www.oecd.org/social/expenditure.htm).

...which lowers the scope for redistribution



Consumption taxes instead Of Pl o

are the main source of revenuegRERRKH
Total tax revenue as % of GDP for major non-OECD econdHiZUNG

% of total tax revenus*

Top
Top statutory | corporate
. personal income | Standard
Tax/GDP ratio income tax tax rate® | VAT rate
Personal Corporate Social Consumption rate’ on 1
income P security P January
tax e taxes
tax contribution
2009
- 2008 2008 2008 2008 2008 2010 2011 2010
(Provisional)
Argentina 31.4 30.7 6.0 11.0 15.0 54.0 35.0 21.0
Brazil 32.6 33.6 n.a. n.a. 24.0 46.0 27.5 34.0 200
China# n.a. 22.0 5.0 16.0 15.0 51.0 45.0 25.0 17®
India 15.7 17.3 12.0 21.0 0.0 58.0 30.0 30.0 100
Russian Federation® n.a. 37.0 10.0 18.0 15.0 51.0 13.0 20(10) 18.0
South Africa 27.6 29.8 29.0 28.0 2.0 34.0 40(11) 28(11) 14.0
OECD average® n.a. 34.8 25 10 25 32 41.7 25.4 18.0

Source: Brys et al

. (2011)




Distribution of Wealth

USA
Germany
Russia
Japan
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Different growth pattern &
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Growth

Drivers
of
Growth

Stylized facts

on 5EE growth

Brazil

\olatile
growth
with
periods of
stronger
growth
(1993-95;
after 1999)

Consumpti
on

China

Continuous
high growth
(over 7%)

Investment,
Net exports

India

Strong
growth since
1992, in
particular
2002-2008
(5%), slow-
down after
2011

Productivity;
Service
sector
expansion

Korea

Strong growth
(5%), slowly
declining;
Asian crisis in
1998

Consumption
until 1998,
exports
afterwards

FRIEDRICH
EBERT -
STIFTUNG

Mexico

\olatile
growth after
1982;
declining
growth rates

“middle
Income
trap”



Different development
of Inequality
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Inequality

Labor
market;
Wages

Redistributi
on

Stylized facts
on 5EE Iinequality

Brazil

Almost continuous
decline since 1993,

in particular after
2003

Stable wage share,

Slowly growing
real minimum
wage

Bolsa familia
Fome zero

Good for poverty
reduction;

Little impact on
inequality

China

Strong growth of
inequality from

highly egalitarian to

very unequal;
Guanxi

Declining wage
share until 2008;
slight increase
afterwards;

Higher dispersion of

rural than urban
wages

Tax system hardly

affects inequality

India

Growth between

1994 and 2008

Low wage share;

high wage
dispersion;
Contractual
workers
exploited

Low share of
social spending

Korea

Low inequality,
slowly
increasing since
1998

Increasing wage
dispersion; more
contingent
workers; many
self-employed;
rising minimum
wages

Lowest reduction
of market
inequality in
OECD

FRIEDRICH
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Mexico

Strong increase
between 1989
and 1994, almost
continuous
decline after
1994 until 2008
Decline of real
wages and
minimum wage
until 1996;
afterwards: slow
real wage
growth, stagnant
minimum wage
Oportunidades
Inefficient
redistribution



Fighting inequality




Suggested policies

Labor market
policy

Fiscal policy
and
redistribution

Social
Investment

Brazil

Higher
minimum
wage

More
progressive
tax system

More social
spending, less
debt service

In 5EE

China

Reforming
Hukou
Control of
“Guanxi”

More efficient
tax system

Investment in

education and on education and

human capital

India

Labor market
regulation
Promoting
manufacturing
industry

Taxing real
estate,
inheritance and
capital gains
Higher spending

health

Korea

Better
protection of
workers;
higher
participation
rate

More efficient
redistribution

Investment in
social service
rather than

infrastructure

FRIEDRICH
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Mexico

Higher
minimum
wage

More
progressive tax
system

Universal
pension system
and health
coverage;
Unemployment
insurance






Inequality of income and mm
wealth: Piketty STFTU




Inequality of income and =
wealth: a vicious circle n

(Piketty)




