Chapter III

GLOBALIZATION AND EQUITY

1. Since the early 1980s, the world has witnessed the emergence, consolidation and diffusion of a new economic paradigm, which emphasizes stringent macroeconomic stability, deregulation of domestic product and factor markets, privatization and a reduced role of the state in the economy. During the last decade, such policy paradigm has extended its reach by emphasizing policies - such as the removal of barriers to international trade, opening up to foreign direct investments and liberalization of short-term portfolio flows - which helped to accelerate the pace of the endogenous globalization of the world economy due to the rapid decline in the cost of international telecommunications and transports.

2. The proponents of this policy approach - which has deeply marked policy-making in developed, developing and transitional countries - claim that it increases competitition, offers major opportunities for export and growth to developing countries, promotes the convergence of the living standards of poor countries with those of advanced countries and reduces the incidence of poverty worldwide. They also claim that the within-country distributive impact of these policies is - on the whole - neutral, that the long-term income distribution is broadly stable and that there is no clear association between inequality and growth. 

3. Against this background, chapter III reviews the tendencies in within-country inequality over the last 20 years, i.e., the years of domestic liberalization and globalization. It argues the last two decades have been characteriezed by a surge in within-country inequality in a large number of developing, developed and transitional economies. In many of these countries, especially those where the upsurge in inequality was sizeable, growth and poverty alleviation slowed down perceptibly, especially in the 1990s. To an important extent, the recent surge in inequality has been triggered by the shift to the new policy regime although other factors – such as technical progress and the rise in educational inequality in some developing regions – are likely to have contributed to higher inequality. Chapter III concludes that in order to simultaneously achieve growth and poverty alleviation it is necessary to tackle not only the traditional sources of inequality but also to adopt macroeconomic and structural policies which avoid the distributive distortions of the new neoliberal paradigm.

Inequality trends in the postwar period

OECD countries: a reversal of declining inequality trends since the late 1970s

4. The developed  market economies emerged from the Second World War with a fairly high income inequality. Income concentration, however, declined steadily in the 1950s, 1960s and most of the 1970s. Since the late 1970s, this trend was halted or reversed in most Western European countries. Inequality rose in the mid-late 1970s in  the United States, the United Kingdom. Australia and New Zealand, which were among the first OECD countries to adopt a neoliberal policy approach (see also chapter VI). In contrast, the Scandinavian countries and the Netherlands and Italy are part of a second group in which inequality trends were reversed, though less markedly. A third group - including Finland and France - experienced a gradual flattening of inequality, starting during 1975-1980. Only in Ireland and Western Germany is there evidence of an uninterrupted decline in inequality until 1992. 

5. Despite its reputation for having achieved fast growth with equity, Japan experienced a rise in income inequality during the last 20 years.  The income gap between the rich and the poor was substantially reduced during the first three post-war decades, and by the mid-late 1970s the Gini coefficient of net disposable income had dropped to around 0.30 (the Gini coefficient is the standard index of income inequality: it ranges between 0 if all citizens have the same income and 1 if one person receives all national income; in reality, the lowest observed  value of the index is about 0.15 and the highest 0.70). However, this trend was reversed since the early 1980s, and in 1993 the Gini coefficient stood at 0.44 (table III.1). Few countries have seen inequality rise so sharply in such a short period. The main factors contributing to this rise in inequality were the abandonment of Japan's old egalitarian lifetime employment system, a decade-long recession, the growing number of low-paid women   entering  the  workforce and   soaring land prices.

Table III.1

                    Trends in the Gini coefficient of various income concepts in Japan

	Year
	Before taxes

Before transfers
	After taxes

Before transfers
	After taxes

After transfers

	1970s
	0.300
	........
	......

	1981
	0.349
	0.330
	0.314

	1984
	0.398
	0.382
	0.343

	1987
	0.405
	0.388
	0.338

	1990
	0.433
	0.421
	0.364

	1993
	0.440
	........
	...



Source: Ozawa, Marta and Shigemi Kono (1997), “Child Well-Being in Japan: The High Cost of Economic Success”, in Giovanni Andrea Cornia and Sheldon Danziger, Child Poverty and Deprivation in the Industrialized Countries, 1945-1995, Oxford University Press, Oxford, 1997, pages 307-334.

6. Most of the increase in income inequality observed in the OECD countries is explained by a rise in earnings inequality.
  Countries with centralized wage-setting institutions (Germany, Italy), a high union density and adequate minimum wages (France) contained the pressures towards higher earnings inequality. At the other end of the spectrum, countries with decentralized wage negotiations and flexible labour markets experienced the largest increases in earnings inequality. An upsurge in the share of financial rents, urban land rents and profits contributed to the growing dispersion of market incomes. Finally, the fairness of the tax and transfer systems declined, as transfers fell relative to gross domestic product (GDP) and personal income tax became less progressive. 
 

The widespread rise of inequality in post-socialist countries

7. Since 1989, the beginning of the transition to the market economy in most of this region, income concentration has risen moderately (by 1 to 5 Gini percentage points) in the countries of Central Europe, which maintained a fairly comprehensive if costly welfare state and where wage inequality rose less than anticipated. In contrast, in the former USSR and South Eastern Europe, Gini coefficients rose by 10 to 20 points, i.e., 3 to 4 times faster than in Central Europe (The Worldl Bank, World Development Indicators 2000). In these countries, the transitional recession and fall in the wage share were very pronounced, social transfers declined, their composition and targeting deteriorated and privatisation was less egalitarian than in Central Europe. 
8. As in OECD countries, rising earnings inequality played a key role in the surge of total inequality (see table III.2). Such a rise has been attributed to the emergence of  “scarcity rents” for such professions as accountants, bankers and so on, a rise in returns to education, a fall in the minimum wage relative to the average
, mounting wage arrears and a surge in inter-industrial wage dispersion.

Latin America: a surge in inequality from already high levels

9. With the exception of Uruguay and Argentina - i.e., highly urbanized countries with an educated labour force and a comparatively extensive social security system - in the early-mid 1950s Gini coefficients in Latin America traditionally ranged between 0.45 and 0.60, i.e., among the highest in the world
. This acute income polarization was rooted in a highly unequal distribution of land and educational opportunities, which benefited a tiny oligarchy. On the whole, the rapid growth of the 1950s and 1960s increased social polarization. In the 1970s, however, inequality declined moderately in most of the region except for the Southern Cone, where growth was disrupted by the adoption of an extreme version of neo-liberal 

Table III.2

Decomposition of the increase in the Gini coefficient of the distribution of household

incomes between the pre-transition period and the years 1993-1996

	
	                   Due to
	

	
	
	Change in concentration of:
	
	

	
	
	
	
	Out of which
	
	
	

	Country
	Change in income structure 
	Wages
	Social transfers
	Pensions
	Non-pension transfers
	Non-wage private sector
	Interaction term
	Overall 1 Gini change

	Hungary

(1989-93)
	-1.3
	+5.9
	-0.6
	+1.4
	-0.2
	-0.6
	-1.3
	+2.2

	Slovenia

(1987-95)
	-0.2
	+3.6
	-0.6
	-0.1
	-0.4
	+0.4
	-3.8
	+2.6

	Poland

(1987-95)
	-1.7
	+3.4
	+3.5
	+3.2
	-0.1
	+0.8
	+0.9
	+7.0

	Bulgaria

(1989-95)
	+1.4
	+7.8
	+0.9
	+0.4
	+0.4
	-0.4
	+0.3
	+10.0

	Latvia

(1989-96)
	-1.6
	+15.0
	-1.5
	-2.0
	+0.5
	+1.4
	-3.3
	+10.0

	Russian Federation

(1989-94)
	-3.4
	+17.8
	+5.1
	+3.9
	+0.4
	+3.0
	+1.2
	+23.6



Source: Milanovic, Branko (1998), Income, Inequality, and Poverty during the Transition from Planned to Market Economy, The World Bank, Washington D.C.

reforms. From 1980 to the mid 1990s, inequality and poverty in the region were exacerbated by major shocks (debt crisis and “El Ni(o”), the recessionary adjustment introduced to respond to them and the unstable growth pattern which began in 1988 and lasted through the 1990s. The income polarization of the 1980s was the result of fast inequality rises during recessionary spells and slow declines during periods of recovery, resulting in a 5 to 6 percentage points decline in the labour share between the early and late 1980s in Argentina, Chile and Venezuela, and a 10-point decline in Mexico
. This fall of the labour share was caused by a slowdown in job creation, growing work informalization, a faster fall in formal sector wages than GDP per capita, an even faster contraction of minimum wages and a widening in wage differentials by skill and educational level. 

10. Such tendencies – rising inequality in the 1980s and stable or increasing inequality in the 1990s – are confirmed also by the latest comprehensive reviews of inequality in the region. A study that focused on the 1990s using comparable microdata from 49 nationwide surveys covering 90 per cent of the regional population concluded that none of the 15 countries examined recorded a distributive improvement during this period. 
 Statistically significant increases in inequality were found in eight cases while in seven there was no change. The review concluded by  noting  that   under  these   new  economic  modalities 

(characterized by trade openness, fiscal austerity, a prudent management of monetary policy, less public regulation of markets and more reliance on private initiative), the pattern of income distribution tends to be unequal at the very least and more unequal than those that prevailed during the last stages of the previous growth phase in the 1970s.

China: rising regional and urban-rural inequality

11. Also in China, income inequality followed over the last 50 years a U-shaped pattern, with the turn-around point located around the mid 1980s. Inequality fell sharply from 1953, the beginning of the Maoist experiment, to 1975 (table III.3). The market reforms adopted in agriculture since 1978 replaced the rural communes with an egalitarian family-based agriculture and introduced considerable price incentives for the farmers. The result was a sharp acceleration of growth, which jumped to 9 to 10 per cent a year during 1978-1984, was sustained at the same level over the 1985-1995 period  and declined only marginally for the rest of the decade. Between 1978 and 1984 – the years of rapid agriculture-led growth - there was only a modest upsurge in inequality and the rural poverty rate fell at an unprecedented rate – from 30.7 per cent in 1978 to 15.1 per cent in 1984 – literally halving the percentage of rural poor in just six years
.  

Table III.3

Evolution of the Gini coefficients and the income gap in China, 1978-1995
	Year
	Overall

Gini
	Urban

Gini
	Rural

Gini
	Income gap, U/Ra 
	Inter- Provincial

Income gap (rural)b 
	Inter-

Provincial  

Income gap (urban)b 
	Inter-

Provincial

income gap (total)b 

	1953
	   0.56c
	    .....
	    ...
	   ...
	    .....
	    ...
	   ...

	1964
	   0.31 c
	    .....
	    ...
	   ...
	    .....
	    ...
	   ...

	1978
	   0.32
	   0.16
	   0.21
	   2.37
	    .....
	    ...
	   ...

	1981
	    ….
	   0.15
	   0.24
	   2.05
	   2.80
	   1.81
	  12.62

	1984
	   0.28d
	   0.16
	   0.26
	   1.71
	   3.16e
	   1.59e 
	    9.22e

	1988
	   0.38
	   0.23
	   0.30
	   2.05
	    .....
	    .....
	    .....

	1990
	    ….
	   0.23
	   0.31 
	   2.02
	   4.17
	   2.03 
	    7.50

	1995
	   0.43
	   0.28
	   0.34
	   2.47
	   4.82
	   2.34
	    9.79



Source: SBS.


a ratio between the average urban and rural average income;


b ratio between the average income of the highest to the lowest province, by rural, urban and total area;


c data for these two years are not strictly comparable with those of the following years;


d refers to 1983;


e refers to 1985.

12. In turn, the urban Gini coefficient stagnated at a very low level thanks also a social policy that sheltered the registered urban population from the food price reforms through an increase in  transfer payments which rose from 4.8 to 5.5 per cent of national income between 1979 and 1985.

13. In contrast, income concentration rose rapidly between 1985 and 1990, and very fast after 1990 (table III.3) owing to the spatially unbalanced expansion of non-farm activities and in particular of the town and village enterprise
, as indicated by the widening of the gap between mean incomes per capita of poor (interior) and rich (coastal) provinces (last column of table III.3). Such a rapid rise in inequality had a negative impact on poverty alleviation. Rural poverty declined from 15.1 per cent in 1984 to 7.1 percent in 1995 (i.e., by 0.8 percentage points a year, as compared to the 2.6 percentage points during 1978-1984). Furthermore, between 1988 and 1995, such slow aggregate poverty decline was accompanied by a rise in rural poverty rates in western China and mountain locations and among ethnic minorities. Finally, it appears that the worsening in inequality more than offset the poverty alleviation effect of growth, and that the decline in poverty over 1988-1995 was due to the fall in average family size due – inter alia – to the adoption of the one-child family policy
.  

14. Public policy contributed to the widening of the inter-provincial divergence alluded to above. The fiscal decentralization introduced since 1978 substantially reduced the possibility of the central Government to control regional inequality by means of resource transfers. Industrial policy was even more disequalizing, as it favoured explicitly the coastal provinces.
East and Southeast Asia: a common, if milder, reversal of inequality trends

15. It is widely believed that these countries were able to combine fast growth with low assets and income inequality. This view, however, is not accurate. First, the initial level of income inequality varied considerably within the region. The countries or areas of North-East Asia - such as the Republic of Korea and Taiwan Province of China – which carried out a major land reform in the late 1940s and early 1950s - had and still have a distinctly more equitable distribution of income than the South-East Asian countries or areas, where no major redistributive reform was ever launched. Second, between the late 1950s and the 1990s, the Gini coefficient of income distribution rose steadily in Thailand and The Republic of Korea. In the latter country, however, this rise was accompanied by a steady decline in wage dispersion owing to a fall of wage differentials between educational groups, occupations and genders
. In Thailand, the Gini coefficient of the distribution of total income rose steadily during the years of rapid growth, from 0.42 in 1975/6 to 0.51 in 1996, mostly because of  the surge in the share of non-farm profits linked to the expansion of the globalization-related financial, insurance and real estate (FIRE) sector in the Bangkok region
. 

16. In Taiwan Province of China, inequality fell steadily for many years thanks to a rapid expansion of employment for both well educated and low-skilled workers. Over 1980-1993, however, the development of skill-intensive sectors again pushed up wage inequality, while the share of capital and property incomes in the total surged due to the development of large corporations and the escalation of land prices. In Indonesia, inequality fell, initially owing to the use of the oil rent for the financing of the green revolution. This substantially raised employment and production opportunities in the rural sector and – given the low degree of  land concentration – reduced the index of rural income inequality from 0.31 in 1964-1965 to 0.25 in 1990. The years from 1987 to 1996 – the period of rapid globalization - were characterized in contrast by the growth of the urban-based manufacturing and capital-intensive finance, insurance and real estate sector, a slow down in agriculture, the widening of the urban-rural gap and the retrenchment of rural work  programme. As a result, overall inequality rose from a low of 0.32 in 1987 to 0.38 in 1997
. 

17. Financial globalization was also behind the Asian crisis which erupted in September 1997 and its regressive impact on equity. The impact seem to have followed a two-stage pattern. While the impact on poverty was immediate – due to a sharp output contraction – inequality declined  marginally during the first phase, as in the first months the crisis hit the middle-high income groups employed in the FIRE sector the hardest. In a second phase, inequality and poverty rose sharply – especially among the urban poor - because of the recession induced by the crisis and the stabilization measures introduced to combat it. In a summary analysis of the impact of the Asian crisis, Knowles et al
 found that during 1997-1998 inequality dropped marginally in Indonesia but rose in Thailand, the Philippines and the Republic of Korea. One may thus conclude by noting with Jomo
 that liberalisation since the 1980s seems to have adversely affected income distribution. Deregulation, reduced government interventions, declining commitment to earlier redistributive mechanisms and greater government efforts to meet investors expectations have probably all contributed to increased inequality in the region. 

The late liberalizers of South Asia: a mixed picture

18. During the post-Second World War period, income distribution in the region changed less than elsewhere. In India, a highly regulated economy, the Gini coefficient of per household consumption expenditure fell from 0.36 in 1951 to 0.31 in 1961,  and then stagnated until the introduction of the gradual liberalization and globalization of the economy which began in 1991. 

19. While in the 1980s stable inequality, substantial public expenditure on rural development and an acceleration of agricultural growth
 reduced rural poverty from 50 to 55 down to 35 per cent, in the 1990s steady but mostly urban-based growth helped little in reducing existing regional and social disparities. As a result,  while urban inequality rose moderately and urban poverty was reduced at an acceptable rate, rural poverty stagnated owing to slow growth of agriculture, the retrenchment of rural development programme, a rise in food-grain prices and a moderate rise in rural inequality
. In sum, the experience of the 1990s points to a moderate rise in both urban and rural inequality, a larger rise in overall inequality due to a widening of the urban-rural gap and a sharp decline in the poverty alleviation elasticity of growth
.  

20. In Sri Lanka, Bangladesh and Pakistan, inequality followed a similar - though little pronounced - U-shaped pattern. In Pakistan, the Gini coefficient declined moderately (from 0.39 to 0.33) during the growth years of 1963-1973 but gradually climbed back to 0.41 in 1992-1993
. Inequality rose during spells of slow growth and declined during periods of expansion of the manufacturing sector, while social policies appear to have had only a limited impact on distribution. 

Sub-Saharan Africa: falling urban-rural gap, but rising intra-urban and intra-rural inequality

21. In this region, the statistical basis for analysing changes in inequality and poverty is much weaker, while data comparability is often problematic. The conclusions that can be arrived at on the basis of this material are therefore tentative. In Sub-Saharan Africa, overall inequality has traditionally derived from the urban-rural income gap inherited from the colonial era and reinforced by the “urban bias” of the new national Governments. In southeastern Africa, inequality was also due to high land concentration (table III.4). 

Table III.4

Gini coefficients of the distribution of income in the rural,urban and overall economy, sub-Saharan Africa

	Country
	   Year
	Rural
	Urban
	Overall

	C(te d’Ivoire 


	   1970

   1985

   1995
	  …… 
	  ….
	   0.53

   0.39

   0.37

	Kenya


	   1982

   1992
	    0.40

    0.49
	  …..


	   0.52 (’76)

   0.58 (’84)

	Mauritius
	   1986

   1991
	   ……
	  …..
	   0.40

   0.37

	Ethiopia 


	   1989

   1994
	    0.41

    0.46
	…..
	…..

	United Republic of Tanzania


	   1983

   1991
	    0.53

    0.76
	….
	….

	Nigeria 
	   1986

   1993
	   ……
	  …..
	   0.37

   0.42

	Uganda 


	   1989

   1992

   1998
	    ….

   0.33

   0.32
	  ….

   0.43

   0.37
	   0.33

   0.38

   0.36

	Zambia 


	   1991

   1996

   1998
	   0.56

   0.49

   0.52
	   0.45   

   0.47

   0.48
	   0.56

   0.52

   0.51



Source: World Income Inequality Database, UNU/WIDER, Helsinki (www.wider.unu.edu), Kayizzi-Mugerwa, Steve (2000), “Globalisation, Growth and Income Inequality: AReview of the African  Experience”, paper presented at the Conference on Poverty and Inequality in Developing Countries: A Policy Dialogue on the Effects of Globalisation, 30 November- 1 December 2000, OECD Development Centre, Paris; Mc Culloch, Neil, Bob Baulch and Milasoa Cherel-Robson (2000), “Globalisation, Poverty and Inequality in Zambia”, paper presented at the Conference on Poverty and Inequality in Developing Countries: A Policy Dialogue on the Effects of Globalisation, 30 November- 1 December 2000, OECD Development Centre, Paris; Bigsten, Arne (2000), “Globalisation and Income Inequality in Uganda’, paper presented at the Conference on Poverty and Inequality in Developing Countries: A Policy Dialogue on the Effects of Globalisation, 30 November- 1 December 2000, OECD Development Centre, Paris.

22. The 1980s were characterized by the massive application of adjustment programmes aimed at reducing the urban –rural gap and stimulating exports. These programmes were successful at liberalizing the domestic economy and exchange rate regime, at devaluing  the real exchange rate and at increasing the export orientation of the African economies. Inspite of all this, GDP growth per capita stagnated. Even in the regional success stories (Uganda, Ghana and Mozambique), growth remained fragile and donor-dependent and did not lead to an expansion of non-traditional exports.

23. Policy reform and output stagnation hit the urban sector the hardest, which in several cases experienced sharp income falls.  The impact on the rural sector varied. Intra-rural inequality and poverty rose in countries characterized by a high concentration of land – such as Kenya – or by a collapse of the food marketing arrangements – such as Zambia
 - while they fell or remained constant in such countries as Mozambique and Uganda-characterized by a peasant agriculture and a rebound from near collapse
. Limited data availability prevents a full assessment of the poverty impact of such changes. Existing assessments suggest that stagnant growth,  the spread of AIDS, disasters and conflicts, and the changes alluded to above pushed up the number of the poor by 73 million over 1987 and 1998. 

24. The above review suggests that during the last two decades inequality increased – if to different extents and with different impacts on poverty – in many countries. This conclusion is tested formally hereafter by interpolating linear and non-linear functions to time series of the nationwide Gini coefficients for 77 developing, transitional and developed countries derived from the World Income Inequality Database
. The results of this interpolation (Table III.5) confirm the conclusions arrived at above on the basis of the review of country studies. Inequality was found to have risen in 45 of the 77 countries analysed. In four countries (including India and Indonesia – for which the latest data show, however, a moderate upsurge in inequality in the late 1990s, see section 2.1) inequality stopped declining over the long-term, while in seven (including Germany, Bangladesh and Brazil) no statistically significant trend was identified. Only in 16 mostly small and medium-sized countries (such as Bahamas, Honduras, Jamaica and France) is there evidence of a decline in income concentration over the long-term. If one weighs these results by population size and GDP-Purchasing Power Parity (PPP), the conclusions are strengthened, as inequality was found to have risen or stopped declining in nations accounting for 79 per cent of the population and 77 per cent of the GDP-PPP of the sample countries. In conclusion, while inequality declined in several (but not all) countries during the period 1950-1975, this trend was reversed with increasing frequency over the last two decades. While the reversal of stable or declining inequality trends occurred in 11 cases during 1960-1980, it occurred 34 times during the era of liberalization and globalization. The rise was universal in former Soviet Union countries, almost universal in Latin America and OECD countries, and very frequent if less dramatic in South, South-East and East Asia. Lack of data prevents speculating about changes in sub-Saharan Africa  (see table III.5 for the recent trends) and the Middle East.

Table III.5

Trends1 in the Gini coefficients of the distribution of income2 from the 1950s to the 1990s

for 77 developed, developing and transitional economies
	
	Sample countries 

In each group
	Share of population 

of sample countries
	Share of world 

Population
	Share of 

GDP-PPP of 

Sample countries
	Share of world 

GDP-PPP

	Rising inequality, of which:
	45
	
	56.6
	
	46.2
	
	71.4
	
	67.8
	

	   Continuously rising 
	15
	
	...
	
	...
	
	...
	
	...
	

	   U shaped
	23
	
	...
	
	...
	
	...
	
	...
	

	   Accelerating inequality
	7
	
	...
	
	...
	
	...
	
	...
	

	Slowdown in inequality
	4
	
	22.1
	
	18.0
	
	5.7
	
	5.4
	

	Falling inequality, of which:
	16
	
	15.6
	
	12.7
	
	20.7
	
	19.7
	

	   Continuously falling
	13
	
	...
	
	...
	
	...
	
	...
	

	   Inverted U shape
	3
	
	...
	
	...
	
	...
	
	...
	

	No trend 
	12
	
	5.7
	
	4.7
	
	2.2
	
	2.1
	

	Not included in sample 
	...
	
	...
	
	18.3
	
	...
	
	5.0
	

	Total 
	77
	
	100.0
	
	100.0
	
	100.0
	
	100.0
	



Source: Cornia (1999).


1 These results were obtained on the basis of 832 “reliable observations” for 77 countries (36 developing, 19 OECD and 22 transitional). National trends in the Gini coefficients were interpolatedthrough linear, quadratic and hyperbolic functions. The best results were chosen on the basis of the combination of the best “t” and “corrected R2” statistics.


2 The data refer to “per capita household disposable income” in 54 cases, “per capita consumption expenditure” in 9; “gross earnings” in 14.




Causes of the recent rise in inequality

The limited impact of the traditional causes of inequality

25. Dispossession of the peasantry by the colonial authorities led in the past to considerable land concentration in the rural areas of many developing countries. High land concentration leads to the appropriation of a large share of agricultural output in the form of land rent (which, in the 1950s, absorbed close to half of total agricultural income of Latin America) and depresses rural wages. However, over the last 40 years, the share of agriculture in total output and employment declined everywhere while at least 27 land reforms redistributed some land to the poor. As a result,  land rents as a share of GDP declined over the long term in many countries, often to a paltry 2 to 3 per cent of total household incomes, and are thus unlikely to explain the rises in inequality observed over the last two decades despite the depressive effect that high land concentration still exerts on urban minimum wage. Second, while not entirely successuful, the devaluation and liberalization programme of the 1980s and 1990s did not, on balance, worsen the urban-rural gap and in some cases may have reduced it. It is argued
, however, that other factors – such as the shift induced by liberalization to urban-based manufacturing and FIRE as well as persistent urban bias in investment and social spending - may have offset the positive impact of devaluation. Based on the limited data available, there is no evidence that that the rural-urban bias has increased in intensity in recent years. Third, inequality in education and the distribution of human capital appear to have worsened during the last 20 years in sub-Saharan Africa and Latin America
 owing to the emphasis placed on primary and university education at the cost of secondary education. By contrast, the Asian educational strategy focused on an expansion of secondary education and so reduced educational inequality and the concentration of labour income. Educational inequality also remained low in the European economies in transition. In conclusion, it would appear that – with the exception of worsening educational inequality in Latin America and South Asia - the traditional causes cannot explain the rise in inequality observed during 1980s and 1990s. Other more recent changes, discussed below, are likely to be more relevant.

The impact of the “new causes of inequality:  technological changes and the policy shift towards liberalization and globalization

Technological change

26. Rising wage inequality is often ascribed to technological change. New technologies - it is argued - generate a demand for skills and earnings distribution more skewed than that emanating from old technologies. Yet much of this rise in earnings inequality can be controlled by policies facilitating the adjustment of labour supply to the new labour demand pattern. Comparisons between the Republic of Korea and Brazil in the 1960s and 1970s and Canada and the United States in the 1980s-1990s show that in the face of rising demand for skilled labour, inequality rose in Brazil and the United States but not in the Republic of Korea and Canada, as the latter two countries adopted vigorous policies to subsidize secondary and higher education. 

27. Second, especially in the service sector and in a few industrial branches, new technologies replace unskilled labour with skilled labour and physical capital thus affecting the functional distribution of income and the wage spread. In support of this argument, the World Bank
 suggests that the shift towards skill-intensive employment observed in the Western world in the 1970s and 1980s is being matched in a number of developing countries in the 1990s. Even this, however, cannot be a major factor in those developing countries where inequality rose already in the 1980s, or in such regions as Africa and Eastern Europe, where persistently low investment rates have retarded the introduction of new technologies. Finally, advances in telecommunications and information technologies are turning formerly non-tradable services into international tradables – such as data processing and accounting. This should have generated a negative impact on inequality in the industrialized countries and a favourable one in the middle-income Asian countries with an educated workforce where, however, inequality trends over the last decade have slowly increased.

28. Thus, with the exception of the advanced and a few middle income countries, the evidence to support the hypothesis that technological change is the key factor behind the inequality rises of the last 20 years does not seem strong on balance. 

Macroeconomic stabilsation

29. The 1980s and 1990s have witnessed a sharp increase in the number of adjustment programme introduced with the assistance of the International Monetary Fund (IMF) and World Bank. While stabilization is in most cases necessary and unavoidable, when brought about through conventional instruments (reviewed hereafter) its impact is unlikely to be distributionally favorable.
30. First, while quickly restoring macroeconomic balance, contraction of the aggregate demand tends to generate recessions of varying duration
 and has been criticized for the  unnecessary output losses it causes. Demand contraction also entails changes, which though often with a sound rationale from a balance of payments viewpoint tend to cause a fall in the wage rate and a rise in the profit rate
. Unlike in the high-income countries, inequality in many types of developing countries rises during recessions (Since wages are downward flexible, social safety nets are little developed and labour hoarding rare) and falls during recoveries. As a result, under the recessions which are deliberately induced by demand contraction, wages often fall faster than GDP/capita and profits, the wage share declines and inequality of the size distribution of income worsens. Indeed, a study 
 found evidence of an unequalizing trend in all countries which had undertaken stabilisation and structural adjustment programmes analyzed but Malaysia. Similar conclusions are arrived at for Latin America
. 

31. Second, inequality – and, through it, poverty – can be accentuated by the policies followed to control inflation. No doubt, high inflation affects the poor more than the rich. Yet the inflation targets adopted in orthodox stabilization programmes are often single digit, even though the literature shows that below the threshold of 40 per cent a year inflation is not costly
. Second, such ambitious targets are achieved by means of large rises in interest rates and budget cuts, which have negative distributive effects. Third, devaluation – another pillar of adjustment programme - can fail to have the effects anticipated by orthodox policies. In sectorally diversified developing economies with an equitable asset distribution, well developed trade and transport infrastructure and an abundant stock of educated labour, devaluation and gradual trade liberalization generally have positive effects on growth, distribution and poverty reduction. In contrast, in poor primary commodity exporters, the same policies often have a different effect, due to the incomplete pass through of the benefits of devaluation to primary sector producers and  the removal of input subsidies supports which often accompanies devaluation. Also, in economies whose exports depend not on price competition but on the business cycle in the importing countries (such as some Sahelian economies), devaluation can have a contractionary effect as it may increase the price of essential imports for domestic production, while having little effect in stimulating non-price-competitive exports
. Second, even in  diversified economies, devaluation may increase inequality and have an ambiguous effect on poverty - for instance in conditions in which the primary beneficiaries of increased export earnings are asset holders in the export-oriented industries and the goods consumed by workers are mostly imported.

Structural reforms

32. Evaluation of the distributive impact of structural reforms is complex and might lead to different conclusions, depending on the specific instruments and regions analysed. Often, reforms in different areas have mutually offsetting effects on equity. Yet here too there seem to be some  regularites. When assessing the impact of the overall liberalization-globalization reform on wage differentials  (proxied by a synthetic index as well as by specific indexes for each main reform area) in 18 Latin American countries during 1980-1998, a recent study 
 found that the overall package   had   a   significant  disequalizing  effect  which, however, declined over time. Broadly similar evidence is provided by a review of the effects of liberalization and globalization during 21 reform episodes in 18 countries during the last two decades
. The study finds that inequality rose in 13 cases, remained constant in six and improved only in two. All these studies, however, indicate that each policy instrument (the main ones are reviewed hereafter) may have a distinct  effect on income polarisation. 

33. Altogether, of the six main policy components of the liberal reform package, capital account liberalization appears to have the strongest disequalizing effect, followed by domestic financial liberalisation, labour market deregulation and tax reform. Privatization of land and housing was found to improve equity and growth in most cases, while that of industrial assets and utilities was associated with rising inequality in some regions (Eastern Europe and former Soviet Union) but not others (Latin America), while trade liberalization had insignificant or disequalizing effects. 

Trade liberalization

34. Several studies find that trade distortions have a negative effect on income distribution and that – by implication – trade liberalization improves equity. An influential study
 argues, for instance, that the expansion of South-North trade accounts for between one third and a half of the increase in inequality in the OECD countries since the 1970s, and for its decline in the East Asian exporters of manufactured goods
. The power of this “South-North trade story” to explain the inequality changes of the last 20 years is, however, partial at best. To start with, labour intensive imports from developing countries account for a mere 1 to 2 per cent of the GDP of the OECD countries and cannot therefore explain most of the observed changes in the wage dispersion in these countries
. In less developed countries, too, the empirical record offers little verification of the predictions of orthodox trade theory. Although free trade helped to reduce income inequality in the East Asian exporters of labour-intensive manufactured goods in the 1960s and 1970s, the opposite has been observed over the last 20 years in a broad range of developing countries, including the same East Asian exporters of  manufacturers (section 2). Indeed, an array of studies indicates that wage differentials rose in line with liberalization in Latin America, the Philippines and other countries
. Alternative theoretical approaches, such as those which stress structural inflexibilities or imports of world class technology requiring highly educated labour, can better explain these observations. In this regard, studies on Latin America
 find no significant relation between trade liberalization and wage inequality, possibly because of the limited gains enjoyed by the region in the export of labour-intensive goods due to the strong competition from low-wage exporters such as China, India or Indonesia, which have opened up to world trade during the last 20 years. The middle-income countries no longer have a comparative advantage in labour-intensive exports and have shifted towards skill-intensive exports in markets where they face stiff competition from the advanced economies. 

Domestic financial deregulation and the liberalisation of the capital account

35. Domestic financial sector reform has been one of the first structural changes introduced in  many developing countries since the mid-1970s. These changes in regulatory policies were conducive to private credit expansion, but with inadequate bank supervision in most countries, they exacerbated the risk of banking crisis. This policy, together with the 1982 rise in US interest rates and the IMF policy of demanding large increases in interest rates in crisis countries, fuelled a worlwide rise in real interest rates in the 1980s. This policy increased the cost of servicing the public debt, which reached 15 per cent of GDP in a number of middle- and high-income countries with large stocks of debt. Financial deregulation thus led to a substantial increase in the rate of return on financial assets, an increase in the share of GDP accruing to non-wage incomes and a disequalizing redistribution via the budget of labor income to holders of state bonds. 
36. Domestic financial liberalization was followed by the liberalization of the capital account. In a growing number of countries such measures have generated a sharp impact. This is in part due to the disciplining effect such liberalization has on the policy (especially tax and redistribution) decisions of Governments and the demands of organized labour, partly due to the real appreciation of the exchange rate, which shifted resources to the non-tradeable sector and increased subcontracting and wage cuts in the tradeable sector
.

37. Financial deregulation is also a cause of instability, as signalled by the rise in the frequency and severity of financial crises in recent years
. Left to themselves, deregulated financial systems cannot perform well owing to problems of incomplete information, markets and contracts, herd behaviour and weak supervision. Such crises are costly  in both the short and medium term.  Countries that suffered from banking crises between 1975 and 1994 saw their GDP growth rate decline on average by 1.3 per cent over the subsequent five years in relation to countries that did not experience banking crises
. 

38. Liberalization of the capital account affects also earnings inequality, particularly in countries with weak labour institutions and social safety nets. In Latin America and Asia, for instance, financial crises raised income disparity in 73 and 62 per cent of the time
, while the labour share was found to contract markedly in the wake of financial crises
. And an empirical study on Latin America
 found  that the strongest disequalizing component of the overall reform package was precisely the liberalization of the capital account. Finally, there is clear evidence that financial liberalization also affects poverty. While asset holders may have been affected in the immediate term, the ensuing recessions raised the poverty rate over the short term and – more worryingly – the medium term  (Table III.6).

Liberalization of the labour market

39. Even in periods of output expansion, income distribution may deteriorate because of the impact of reforms promoting wage flexibility, reduced employment regulation and the erosion of minimum wages, unionization and collective bargaining. The impact of the liberalization of the labour market is often compounded by the removal of barriers to capital movements, which increase the bargaining power of capital in its negotiations with both labour and the Government
. 

40. The liberalization of the labour market was expected to generate fast employment growth and some increase in wage dispersion. The overall distributive impact was to depend on whether the “wage inequality effect” or the “employment-creation effect” prevailed. The empirical evidence shows that wage inequality rose the most in countries which liberalized their labour market. In Eastern Europe, the fall of minimum wages relative to the average is associated with soaring earnings inequality
. In 18 Latin American countries, wage differentials rose after the liberalization of the labour market, while in the United States,  the  erosion of  the  minimum  wage is estimated to 
Table III.6

Incidence of poverty before, during and after a few major financial crises

(percentages)

--------------------------------------------------------------------------------------------------

Before            
During                   After 




-------------------------------------------------------

Argentina (1987-1990)  
25.2
        
47.3
 
33.7


Argentina (1993-1997)
16.8
         
24.8
          
26.0 

Jordan (1986-1992)         
3.0      

….            
14.9         

Mexico (1994-1996)   
36.0

….
        
43.0
 

Russia (1996-1998)    
21.9          
32.0          
 ….

Thailand (1996-1998)
11.4          
12.9          
 ….

--------------------------------------------------------------------------------------------------


Source: World Bank (2000).

explain about 30 per cent of the rise in earnings concentration, while the fall in unionization accounted for about 20 per cent
. In contrast, as noted in section 2 above, earnings concentration did not increase in the industrialized countries with collective bargaining institutions, adequate minimum wages and social protection systems. The liberalization of the labour market can also heighten earnings inequality through large rises in the top wages, a fact possibly related to the expansion of the FIRE sector and changes in remuneration norms
.  

Erosion of the redistributive role of the State

41. Past studies of the incidence of tax and transfer operations in developing countries showed that the state played a positive, though generally limited, role in redistributing income from the upper to the lower strata
. A  recent  review  of  analyses  on  tax incidence
 offers a moderately optimistic view of tax incidence as out of 36 country studies examined taxation was progressive in 13, proportional in seven, regressive in another seven and trendless in nine while direct taxes were progressive in 12 cases out of 14. The potential for redistribution rises with the level of development and is greater in countries with a pro-poor political economy. In 1990-1991, for instance, the new Chilean Government raised additional revenue equivalent to 2 GDP points and utilized it for highly pro-poor programme, with the result that the share of consumption of the poorest 20 per cent of the population rose from 3.3 before transfers to 6.4 per cent after transfers
. In industrialized and some transitional countries redistribution reduces inequality and poverty even more substantially. 

42. In the 1980s and the 1990s, tax systems moved away from direct and trade taxes and towards indirect taxes. In addition, the progressivity of wealth and direct tax rates was reduced and greater accent was placed on horizontal equity by eliminating exemptions and tax holidays. The net impact of all these reforms has varied from country to country, but the trend is generally towards lower overall tax progressivity. A review of the impact of tax changes in Latin America notes, for instance, that the effect of these changes was to shift the burden of taxation away from the wealthy and towards the middle and lower classes
. Changes in the level and composition of public expenditure have generated similar if varying effects. The share of interest payments on total public expenditure rose in many countries as a result of the deregulation of the financial sector. In Turkey, for instance, interest payments rose from 2 to 10 per cent of GDP over 1988-1998
. At attempt to focus public expenditure through the “fine targeting” of cash and other transfers, moreover, often compounded the problem. 

Privatization

43. There are several examples of distributionally favourable privatization programmes in agriculture, as in the case of the distribution of collective herds in Mongolia, of the communes land in China and of state land in Armenia and Romania. However, confusion in land titling following land decollectivization, with poor communities least able to protect their rights, led to rises in asset and income inequality in such African countries as Guinea-Bissau and Mozambique. Privatization of indivisible industrial assets, instead, has proven more complex. The limited empirical evidence in this regard points to a sharp rise in assets and – to a lesser extent - income concentration. The worst outcomes were observed in the economies in transition, where insider privatization led to the concentration of state-owned entreprises in the hands of  their  ex-managers  and  of  a small financial elite, as typically exemplified by the case of the Russian Federation. In Latin America, the way privatization of utilities affected equity depended on the sale price of state assets, on the (rising) prices of the services supplied by the privatized utilities and through the employment impact of restructuring. On balance, it mainly affected the middle class, which was at the same time, the main user and producer of the subsidized services of the state enterprises.
Inequality, growth and poverty reduction

44. What has been the growth and poverty impact of the inequality changes discussed above? The impact was complex and varied, depending on the initial level of inequality and the extent and sources of the inequality change. Such complex non–linear relation between inequality and growth is best illustrated in Figure III.1 which emphasizes the role of work incentives and social incentives and the security of property rights. At very low levels of inequality (as in some socialist economies in the 1970s), economic performance is affected negatively as lack of adequate reward for differences in individual talent, effort and human capital erodes work incentives and increases labour shirking. Similarly, when the gap between the rich and the poor widens substantially, the work incentives of the poor wane, as in the case of rural economies characterized by high land concentration. High levels of inequality can also create personal insecurity and political instability. The literature provides evidence of a strong relation between inequality and unemployment on the one hand and the crime rate on the other. Social tensions, in turn, erode the security of property rights, augment the threat of expropriation, drive away domestic and foreign investment, and increase the cost of business security and contract enforcement. 

45. The above relation was estimated using data on GDP growth and Gini coefficients for 73 countries over the last 20 years. The test identified a statistically significant asymmetric concave relation (superior to the linear one) explaining most of the variance of GDP growth
. Somewhat similar results are arrived in the literature,
 which  shows   that   inequality   retards   growth  in  poor countries (that generally have high inequality) and encourages it in the rich ones (which mostly have low inequality).

46. This relation, as well as the review of countries experiences carried out in section 2 above, suggests that countries that recorded large increases in inequality from low levels (as the economies in transition) or milder ones from high levels (as the Latin American countries) are likely to have suffered – ceteris paribus -  a  slowdown  in growth due to the inequality rise they experienced. There were, of course, important exceptions to this rule. In the 1990s, for instance, China experienced fast growth despite a surge in inequality. The latter, however, was mainly due to a rise in spatial – rather than social – inequality, which is less likely to erode incentives in the medium term. 
47. Frequent rises in inequality, a slowdown in growth and an increase in its instability proved detrimental to poverty reduction in the 1980s and – especially – in the 1990s.  This is because high inequality and instability - as argued above - stifle growth and because, for any given growth rate of GDP,  poverty falls less rapidly in case of an unequal distribution of income than in the case of an equitable one. Indeed, progress on the poverty front over the last 15 years has been unsatisfactory. In 1990, the World Bank
 projected a decline in the number of the poor from 1,125 to 825 million between 1985 and 2000 . But in 2000, the same institution assessed the number of the poor in 1998 at 1,214  million, i.e., some 400 million more than the original target. In China, India and other East Asian countries, which followed a policy of gradual and asymmetric globalization, poverty fell sharply in the 1980s due to the rapid growth of agriculture and labour intensive exports and to the implementation of rural development programs. If these “unorthodox liberalizers and asymmetric globalizers” are excluded from the computation of poverty trends, the picture is one of stagnation. For instance, if China is excluded from the world total, poverty incidence drops only from 28 to 26 per cent  between 1987 and    1998
, entailing an almost negligible rate of decline of 0.18 per cent a year over this period. 

The extent of poverty reduction by region was clearly influenced by the observed changes in income distribution. Poverty rates rose faster than expected on the basis of output contraction in most the former Soviet Union where inequality escalated sharply. In Africa and Latin America, the share of the poor remained broadly constant over 1987-1998, while the number of the poor rose by 73 and 15 million, respectively despite a moderate rise in output  per  capita.   Thus, the  relation  between  orthodox 

48. Figure 1

policy reform, inequality, growth and poverty reduction remains particularly problematic in Africa, Latin America and the European economies in transition. Finally, and most worryingly, despite sustained  growth over the 1990s,the decline of poverty in China, India and the Asian countries affected by the financial crisis has almost come to a halt due to a surge in inequality in these countries. While their home-made brand of domestic liberalization and globalization proved good for poverty reduction in the 1980s, the policy changes of the 1990s generated a limited impact on poverty reduction.

Conclusions:  policies for poverty reduction

49. This study has argued that liberalization and globalization have led to inequality rises of various extents in about two thirds of the countries for which adequate information is available. In sub-Saharan Africa and Latin America such upward trend in income inequality has been reinforced by rising educational inequality, while the adoption of labour-saving, skill-biased technical progress may have added to this problem in medium-income countries. While economies with very low initial income disparity may have benefited by this policy-induced rise in income concentration, with few notable exceptions countries affected by  large inequality rises over the last two decades suffered a marked deceleration of growth and a disappointingly slow decline or even a rise in poverty rates. And even in the countries that sustained growth in the face of mounting inequality, production has become dangerously concentrated by area, industry and occupational group.

50. At the moment, high inequality represents a major impediment to growth and poverty alleviation in many economies of Europe, Asia, Latin America and Africa, and even in some of the South-East and East Asian economies known for having achieved “growth with equity” in the past. Unless economic policy evolves in a distributionally favourable manner, current inequality is likely to depress growth, reduce its poverty alleviation elasticity and prevent the achievement of the OECD Development Assistance Committee (DAC) target of reducing the global incidence of poverty to 15 per cent by 2015. In this regard, the World Bank estimated that income per capita in the developing countries will grow at 4 per cent a year until 2015. If such growth is accompanied by low inequality, then the DAC target can be easily met. In contrast, if it is associated with high inequality, by 2015 poverty rates will still be in the vicinity of 20 per cent. 

51. Commitment to pro-poor growth requires not only the removal of the old causes of inequality and poverty but also the adoption of alternative structural, macroeconomic, distributive and external policies with a more favourable distributive impact. To start with, the traditional causes of inequality need to be confronted with renewed vigour. Poor agrarian economies require well designed land reforms, as well as pro-poor public spending on education, health and transfers. In several countries, pro-poor redistribution at the margin could be achieved also by moderately raising the tax/GDP ratio. 

52. While important, especially for countries with a large number of rural poor, traditional measures, such as those illustrated above, will not be able to contain the poverty upswings caused by the recent rise in inequality. Thus, in order to accelerate poverty reduction it is equally important to explore alternative adjustment and structural reforms. A first key element consists in running a macroeconomic policy which minimizes output volatility and thus avoids sharp recession-induced rises in inequality. Also, particularly in transition economies, the distributive impact of privatization needs to be addressed. Greater attention to the institutional design of privatization, and greater caution in its use is necessary, as is the regulation of privatized utilities. In emerging economies, the main problem is to reduce the volatility associated with financial contagion. International action to curb destabilizing short-term capital flows could reduce output volatility and enhance the scope for avoiding sharp recession-induced increases in inequality and poverty. In the meantime, a reversion to capital controls seems inevitable if countries wish to assign monetary and fiscal policy to achieving growth. 

53. More policy suggestions could be added to this list. Discussion in each of these areas shows that equity is not necessarily in conflict with efficiency, indeed, well designed macroeconomic, structural and redistributive policies may raise growth, thus shifting economies towards an  optimal combination of acceptable inequality, rapid growth and rapid poverty reduction.
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