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ABSTRACT 

The purposes of this thesis are: (a) to infroduce Kuznets' hypothesis which 

proposed that there is an inverted-U relationship between economic growth and income 

inequality; and (b) to infroduce a more recent paper written by Deininger and Squire 

which challenged Kuznets' hypothesis in that they proposed that instead of inverted-U 

relationship, there is an inverse relationship between economic growth and land 

inequality. 
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CHAPTER I 

INTRODUCTION 

The world contains 1.3 billion desperately poor people whose income or available 

cunency is just one dollar per day. With this one dollar they have to eat, educate 

themselves, survive, take care of their families, and save money. Considering such an 

impossible mission, leads one to question whether changing some of the determinants of 

income would change the distribution of income. Would such changes make poor people 

richer? If so, would this make everything better than before? These questions stimulate 

interest in studjdng the relationship between economic growth and the distribution of 

income. 

Most of the economists who have conducted research about the relationship 

between income inequality and growth, tried to identify the determinants of income 

inequality. Some of these economists reached the same or similar conclusions, and some 

of them refused to accept the conclusions made by others. One of the most effective 

hypotheses was written by Simon Kuznets. Although in the past, Kuznets' work was 

approved by most economists, his hypothesis has raised a number of doubts. 

This thesis has two primary purposes. These are: (a) to present Kuznets' well-

known inverted-U hypothesis; and (b) to present the Klaus Deininger and Lynn Squire 

challenge to Kuznets' hypothesis. 



CHAPTER II 

KUZNETS' HYPOTHESIS 

2.1. Inverted-U hypothesis 

Simon Kuznets' hypothesis (1955) is an important thesis about economic growth 

and income inequality. Although Kuznets conducted empirical studies on the subject, it 

was his idea that gave the hypothesis prominence. He was the first researcher to point out 

clearly the effects of economic growth on income inequality. 

Kuznets thought that economic development shifts economic inequality from 

lower to higher stages, and that after a period of time, it will lower again. Kuznets 

demonstrated his point by using numerical examples that showed that income inequality 

would increase and then decrease. The results from Kuznets' hypothesis were examined 

later by Robinson (1976), Knight (1976), Fields (1979a), and Anand and Kanbur (1993b) 

and proven mathematically conect. The pattern of income inequality which first rises 

then falls as economic development occurs is called the "Kuznets curve" or "the inverted-

U hypothesis." 

Kuznets' idea made a big impression among other economists who worked on the 

relationship between economic growth and income inequality. His idea was used as the 

base for other economists' studies. For example, Adelman and Robinson (1989), in the 

chapter on income distribution and economic development in the Handbook of 

Development Economics, wrote: "All these studies agree on one descriptive result: the 

initial phase of the development process, during which a mostly agrarian economy starts 



industrialization, is necessarily marked by substantial increases in the inequality of the 

distribution of income" (p. 958). 

Kuznets' hypothesis was based on cross- section regression of Gross National 

Product (GNP) per capita and income distribution across a large number of 

countries. He showed that there is an inverted U-shaped relationship between economic 

growth and income inequality. The U-shaped curve is called "Kuznets Curve." 

Kuznets and other economists who use cross-section analysis for assessing the 

relationship between economic growth and income inequality looked across different 

countries at nearly the same time and examined how the income inequality fluctuates in 

moving from lower-income, less -developed countries, to higher income, developed 

countries. 

Kuznets had four considerations before writing his paper. The first point was he 

believed that when examining the effects of economic growth on the distribution of 

income, the population as a whole, including all units of society, not just the poor or rich, 

should be covered. There should not be just upper or lower imits. The second issue 

concerned considering the incomes eamed other than by working, such as by inheritance, 

Kuznets divided groups into segments such as income eamers who were still working or 

reaching retirement. The third issue focused on covering all units of the society. The 

income of each person who had a family should be adjusted for the family members and 

not include indirectly related people. The fourth consideration looked at income gained 

by working individuals, both before and after taxes but not including capital gains. This 

means that individuals who have an income, who have money with the exception of 

capital gains. 



Professor Kuznets defined the total income distribution as the sum of both the 

mral and urban populations. He demonstrated that if the income of poor populations 

(which is the rural side in this case) is lower than the average and distributed more 

equally than income of urban populations, then the income share of the poorest 20 

percent of the population decreases as the percentage of the urban population goes up. In 

addition, Kuznets claimed that per capita income inequality between mral and urban 

areas would be larger as economy grows. 

Further, economic growth will affect all populations but growth will be greater in 

urban areas than mral areas. Income inequality between poor and rich widens more with 

this growth because of per capita productivity. It increases more in urban areas than mral 

areas. Greater inequality of income results in a decreased income share for poor people 

(called the bottom population) as the economy grows. According to Kuznets (1955): 

The relative difference in per capita income between the mral and urban 
populations doesn't necessarily drift downward in the process of economic 
growth: indeed, there is some evidence to suggest that it is stable at best, and 
tends to widen because per capita productivity in urban pursuits increases more 
rapidly than in agriculture, (p. 8) 

This quotation indicates that since income inequality is caused by the difference 

in income of mral and urban populations, the inequity will be more than before if there is 

economic growth because growth will be more dynamic in urban areas. This 

development will make the bottom part of the mral population fall further behind. 

However, Kuznets believed this inequality would be ended over time for several 

reasons. His first reason was that healthier, urban people have special opportunities or 

abilities, such as being more educated or more talented, than mral people. However, this 

does not mean that these abilities or properties would pass to the next generation of the 
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city population. The next generation might be less educated or less clever than their 

parents. Given this possiblity, the next generation would not be as moreover as their 

parents, and the differences between mral people and urban people would be less in 

further generations. 

The second reason proposed by Kuznets stated that since urban, high -society 

people can take greater advantage of economic development, this will produce a more 

financially secure environment and will attract people from the mral area. They will 

immigrate to the city to find security, and this will cause income inequality to decrease. 

Kuznets' third reason addressed the demand of the lower level income population 

for redistribution. According to Kuznets (1955): 

hi democratic societies the growing political power of the urban lower 
income groups led to a variety of protective and supporting legislation, much of it 
aimed to counteract the worst effects of rapid industrialization and urbanization 
and to support the claims of the broad masses for more adequate shares of a 
growing income of the country, (p. 9) 

In addition to the demands of the lower level income population for redistribution, 

another pressure for redistribution was a marginal propensity to save (mps). Kuznets 

pointed out that since marginal propensity to save was directly related to income, when 

mps increases it would cause rich people to save more and gain more wealth and would 

be a reason for the population to see higher income inequality. According to Kuznets 

(1955): 

One group of factors countering the cumulative effect of concenfration of 
savings upon upper-income share is legislative interference and political decisions 
aimed at limiting the accumulation of property directly through inheritance taxes 
and other explicit capital levies. All these interventions do reflect the view of 
society on the long-term utility of wide income inequalities. This should be home 
in mind in connection with changes in this view even in developed countries, 



which result from the process of growth and constitute a re-evaluation of the need 
for income inequalities as a source of savings for economic growth, (p. 9) 

Kuznets used annual income and income-before-taxes data for the United States, 

England, and Germany in order to show that income inequality in developed countries is 

less than in developing countries. By using data for these three developed countries, he 

examined income distribution and long- term changes of economic growth on 

distribution. According to Kuznets (1955): 

In the United States, in the distribution of income among families 
excluding single individuals, the shares of the two lowest quintiles rise from 13.5 
percent in 1929 to 18 percent in the years after the second world war whereas the 
share of the top quintile declines from 55 to 44 percent, and that top quintile 
declines from 55 to 44 percent and that of the top 5 percent from 31 to 20 percent. 
In the United Kingdom, the share of the top 5 percent of units declines from 
46percent in 1880 to 43 percent in 1910, to 33 percent in 1929, to 31 percent in 
1938, and to 24 percent in 1947;the share of the lower 85 percent remains fairly 
constant between 1880 and 1913, between 41 and 43 percent, but then rises to 46 
percent in 1929 and 55 percent in 1947. In Pmssia, income inequality increases 
slightly between 1875 and 1913, the shares of the top quintile rising from 48 to 50 
percent, of the top 5 percent from 26 to 30 percent; the share of the lower 60 
percent, however remains about the same. In Saxony, the change between 1880 
and 1913 is minor, the share of the two lowest quintiles declines from 15 to 14.5 
percent; that of the third quintile rises from 12 to 13 percent, of the forth quintile 
declines from 56.5 to 54.5 percent, and of the top 5 percent from 34 to 33 percent. 
In Germany as a whole, relative income inequality drops fairly sharply from 1913 
to the 1920's apparently due to decimation of large fortunes and property incomes 
during the war and inflation, but begins to retum to prewar levels during the 
depression of the 1930's. (p. 4) 

These data show that since the beginning of the 1920s or even earlier before the 

First World War, income inequality decreased, but during the depression of the 1930s, it 

started to increase again. The data that he used indicates that before the 1920s, even 

before 1913, the earlier stage of income inequality increased noticeably, and during the 

later stages of growth, income inequality decreased. According to Kuznets, these data 

constituted proof for the inverted-U hypothesis. 
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The data that he used showed non-secular income before taxes. He thought that 

since the data consisted of income before taxes instead of secular income, the difference 

of two or three percentage points of not using secular income would not make a 

significant difference in the results. 

Kuznets proposed three reasons for income inequality decreases after the First 

World War and earlier. First, these data were compiled before the implementation of 

indirect taxes and government help such as tax inheritance. Government reduced a big 

proportion of the income of rich people by imposing taxes, and government help to the 

less privileged economic groups had grown more after the First World War. This shows 

that income after direct taxes and government help to low- income people nanows 

income inequality even greater than before pre tax- income and excluded government 

benefits to poor people in developing countries, such as the United States and United 

Kingdom. 

Secondly, subsequent to these direct taxes and government assistance to poorer 

people, per capita income significantly rose in developed countries. Per capita income for 

lower-income groups increased faster than per capita income for upper-income groups. 

The data that Kuznets used showed annual income before taxes and not the 

secular income, or in other words, not the average income, if the pre-tax income shows 

secular income. In this case, temporary fluctuations in the economy will affect lower-

income groups more than it affects higher-income people. As a result, it will allow 

income inequality to grow even more than before. Kuznets skipped this side because this 

may be tme, but it's not absolutely trae, so he prefened to use the data which were 

certain. 



Next, income inequality decreases at the later stages of economic growth because 

of the cited reasons. Further, income inequality widens at the eariier stages of economic 

growth. He argued that when an economy starts growing the upper-income group 

population was not affected as much as lower-income groups since the upper-income 

group was already measured for industrialization and globalization. Another reason for 

this effect in eariier stages of economic growth was declining rates of death and 

increasing numbers of birth which made poor people even poorer. So in the eariier stages, 

because of the detrimental effects of economic growth, confusion arises conceming the 

increased effects on poor people, which were greater on them than on the rich. However, 

as time passed and economic growth slowed down, income inequality decreased further. 

Kuznets also stressed that the distribution of income in developing countries, that 

is, in underdeveloped countries, was more unequal than in developed countries during the 

time period after the Second World War. To examine this inequhy, he used data that 

showed income distribution of famUies for India 1949-50, Ceylon in 1950, and Puerto 

Rico in 1948 (see Table 2.1). 

Table 2.1 Relative inequality in various countries in about 1950 

Country/date 

India (1949-50) 
Ceylon (1950) 
Puerto Rico (194 
United States (IS 
United Kingdom 

8) 
150) 
(1947) 

Income 

Poorest 
60% 

28 
30 
24 
34 
36 

share (%) 

Richest 
20% 

55 
50 
56 
44 
45 

Ratio 

Richest 20%/ 
poorest 60% 

1.96 
1.67 
2.33 
1.29 
1.25 

Source: Kuznets (1955: 20-21) 

In his words, "Thus the shares of the lower 3 quintiles are 28 percent in India, 30 

percent in Ceylon, and 24 percent in Puerto Rico- compared with 34 percent in the United 
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States and 36 percent in the United Kingdom. The shares of the top quintile are 55 

percent in India, 50 percent in Ceylon, and 56 percent in Puerto Rico, compared with 44 

percent in the United States and 45 percent in the United Kingdom"(p.23). 

In these data, incomes are pre-tax incomes and the data do not include 

direct taxes and benefits from government. If these were included, income 

inequality differences in underdeveloped countries would be much greater 

than in developed countries since direct taxes on high-income 

groups and government help to low-income groups in underdeveloped 

countries are generally less than in developed countries. 

Kuznets found in underdeveloped countries that they have 

low-average levels of income. In such palces, the average level 

of income, the secular level of income, of the lowest quintile should not be 

less than the big proportion of the average income. If it's not at 

least equal, the lowest income quintile population would not be able to 

survive. In developing or underdeveloped countries, average incomes of 

the lowest income quintile is higher than developed countries because 

there is more unequal distribution in underdeveloped countries. In other 

words, when the per capita income is low, the secular income level of the 

low-income quintile population is higher to survive than countries with high 

per capita income(see Table 2.2). 



Table 2.2 Inequality in eighteen countries in the 1940s and 1950s 

Country/date 

Indi.T (1955/6) 
Ceylon (1952/3) 
Northern Rhodesia (1946) 
Soutiiem Rhodesia (1946} 
Kenya (1949) 
Mexico (1957) 
Colombia (1953) 
El Salvador (1946) 
Guatem.Tla (1947/8) 
Barbados (1951/2) 
Puerto Rico (1953) 
Italy (1948) 
Great Britain (1951/2) 
West Germany (1950) 
Netherlands (1950) 
Denmark (195 2) 
Sweden (1948) 
United States (1950) 

Shares of 

0%-20»^i 

-
5.1 

-
4.4 

-
-

3.6 
6.6 
6.1 
5.4 
4.0 
4.2 
3.4 
3.2 
4.8 

ordinal grou 

21%-40% 

_ 
9.3 

— 
-
— 

6.9 

-
— 
-

9.3 
9.8 

10.5 
11.3 

8.5 
9.6 

10.3 
9.6 

11.0 

ps 

41%^60% 

14.8 
13.3 

_ 
_ 
— 

9.9 

— 
_ 

13.2 
14.2 
14.9 
14.6 
16.6 
16.5 
15.7 
15.8 
16.3 
16.2 

0%-60% 

33.5 
27.7 

_ 
_ 
_ 

21.2 
3 1 4 
32 2 
28.8 
27.1 
30.3 
31.2 
33.3 
29.0 
29.5 
29.6 
29.1 
32.0 

61%-80% 

19.7 
18.4 

_ 
_ 

17.4 
12.2 
15.7 
15.8 
21.3 
19.9 
20.4 
22.2 
23.0 
21.5 
23.5 
24.3 
22.3 

81%-90% 

13.6 
13.3 

_ 
14.7 

8.0 
8.5 

11.6 
17.4 
16.9 
14.4 
14.3 
14.0 
14.0 
16.3 
16.3 
15.4 

91%-95% 

9.6 
9.6 

_ 
_ 
--

9.7 
6.8 
8.1 
9.3 

11.9 
9.5 

10.0 
9.3 

10.4 
10.4 
10.6 
10.2 

9.9 

Richest 5% 

23.6 
31.0 
45.3+ 
65.3 
50.9+ 
37.0 
41.6 
35.5 
34.5 
22.3 
23.4 
24.1 
20.9 
23.6 
24.6 
20.1 
20.1 
20,4 

Kuznets (1963: 13). 

This conclusion suggests another question. Although the average level of the low 

income quintile in underdeveloped countries is larger than developed countries, income 

inequality should be less not more. However, if the low income quintile's average income 

is high, then the average level of the high income quintile will also be high, h can be 

assumed that the middle class would not be that different from the low income quintile. 

Thus, the net effect would be larger inequality. According to Kuznets (1955): 

The first quintile in hidia receives 8 percent of total income, more than 
the 6 percent share of the first quintile in the United States. But the second 
quintile in hidia receives only 9 percent, the third 11, and the fourth 16; whereas 
in the United States, the shares of these quintiles are 12, 16, and 22, respectively, 
(p. 22) 

The model above showed there is no middle class. The first, second and third 

quintile and the third quintiles' average income share, were close to each other, and the 

fourth quintile had the biggest share, far above the middle and lower classes. However, in 

the case of the United States, there were variations in the classes. One can actually see the 
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quintiles. Also, average income shares increased, respectively. So these data seem to 

provide evidence for wider-income disparity in underdeveloped countries. 

Kuznets addressed the point that secular income or average income level is more 

unequal in developing or underdeveloped countries than in developed countries. This 

seemed evident in the sense that income shares of the top group would be very high and 

groups below the top would have noticeably lower shares. The conclusion of wider-

income and secular-income inequality in underdeveloped countries would yield further 

research and implications. 

Wider inequality in the secular income level of underdeveloped countries is 

highly related to their average income per capita. It is much lower in developing 

countries. The results of wider inequality of secular income in underdeveloped countries 

would be the same even in countries with the same range of income inequalities. 

However, these results were related to one developed country and one undeveloped 

covmtry. 

Two issues are important to note. First of all, the impact of economic growth on 

low-average income per capita is much greater than the impact on developed countries. 

Second, savings are only possible in the top part of the population in underdeveloped 

countries. However in the developed countries, even the fourth quintile can save, whereas 

in the underdeveloped countries, only the top 3 to 5 percent can save. 

After drawing these conclusions, Kuznets pointed out that although income 

inequality widens at the beginning of economic growth in underdeveloped countries, later 

phases of economic growth income inequality will become smaller. He took the growth 

rate of income per capita into consideration in drawing these conclusions. The growth 
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rate of income per capita rose more rapidly in underdeveloped countries than in 

developed countries. The next generation of underdeveloped countries showed much 

more progress, thus shifting their economy from poor to better conditions by increasing 

income per capita. 

After Kuznets' 1955 paper, he wrote another study in 1963 to support his idea of 

wider- income inequality in less-developed countries (LDC). 

2.2 The reasons behind more unequal income in LDC countries 

Kuznets used a January 1950 table made by the United States Department of 

State. This table covered 53 countries, 85 percent of the world's population, and showed 

international differences in 1939 per capita income and related measures. Income 

currencies were based on U.S. dollars. 

The table presented four groups. Group I, Group II, Group Ilia, Group Illb, Group 

III. The first four groups consisted of 53 countries, and the remaining countries of the 

world population which represented 15 percent of the population were classified as 

Group III (see Table 2.3). 
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Table 2.3 Long-term estimates of shares of ordinal groups in selected countries 

Country 

United 
Kingdom 

Prussia 

Changes in 
inequality 
over time 

Decline 

Rising 
inequality 
at first, 
possible 
decline 

later 

Dates 
Income before lax: 
Richest 5% 
Richest 20% 
Income after tax: 
Richest 5% 
Richest 20% 

Dates 
Richest 5% 
Richest 20% 
Poorest 60% 

Dates 
Richest 5% 

Successive dates and entries 

Bowley 

1880 

48 
58 

1913 

43 
59 

Procopo\itch 

1854 1875 
21 

Muell 

1873-
28 

26 
48 
34 

er 

Clark 

1929 

33 
51 

1896 
27 
45 

-80 1881-90 
3C 1 

Seers 

1938 

31 
52 

26 
48 

1913 
30 
50 
33 

1891-
32 

1947 

24 
46 

17 
39 

Lydall 

1938 

29 
50 

24 
46 

Reich Statist 

1913 
31 
50 
32 

-1900 

1928 
26 
49 
31 

1 9 0 1 -
32 

1 

1949 

23.5 
47.5 

17 
42 

1957 

18 
41.5 

14 
38 

ical Office 

10 1911-13 
31 

Country 

—̂  

Saxony 

Germany-West 
Germany 

Netherlands 

Changes in 
inequality 
over time 

Slight 
increase 
at first, 
then 
decline 

Decline 

Decline 

Dates 
Richest 5% 
Richest 20% 
Poorest 60% 

Dates 
Richest 5% 
Richest 20% 
Poorest 60% 

Dates 
Richest 5% 
Richest 20% 
Poorest 60% 

Successive dates and entries 

Procop 

1880 
34 
56 
27 

lovitch Reich Statistii 

1896 1912 1913 
36 33 33 
57 55 54 
26.5 27 28 

Reich Statistical 
Office Muell 

1913 
31 
50 
32 

1938 
19 
49 
31 

1928 
1928 (adj.) 1928 
27 21 20 
49 45 
31 34 

1949 1954 
17 13 
45.5 38.5 
34 40 

1928 
28 
50 
31 

er 

1936 
23 

:al Office 

United 
Nations 

1936 1950 
28 24 
53 48 
26.5 29 

— 

Wochen-
bericht 

1955 1959 

18 18 
43 43 
34 34 
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Denmark 

Norway 

Sweden 

Decline 

Decline 

Decline 

Dates 

Richest 5% 
Richest 10% 
Richest 20% 
Poorest 60% 

Dates 
Richest 5%, 

count ry districts 
Richest 5%, cities 

Dates 
Eamed income 

before tax 
Richest 5% 
Richest 20% 
Poorest 60% 

Dates 
Total income 

before tax 
Richest 5% 
Richest 20% 
Poorest 60% 

Zeuth 

1870 
36.5 
50 

1907 

27 
28-32 

en I 

1903 
28 
38 

1925 
26 
36 

Zcuthcn II 

1903 1925 
30 
39 
55 
31 

1938 1948 

20 
22 

Bentzel 

1930 

30 
59 
19 

1935 

28 
58 
19 

14 
19 

1945 

24 
52 
23 

United Nations 

1935 

28 
56 
23 

1945 

23.5 
51 
26 

1948 

20 
47 
29 

1948 

20 
45 
32 

26 
37 
53 
25 

1954 

17 
43 
34 

Bjcrke 

1939 
24.5 
35 
51 
27 

1949 
19 
29.5 
45 
32 

1955 
17.5 
27.4 
44 
32 

Income after 
federal tax 

Richest 5% 
Richest 20% 
Poorest 60% 

29.5 
54 
26.5 

21.5 
47 
30 

18 
43 
34 

18 
44 
34 

Source: Kuznets (1963: tab. 6). 

Group I consisted of countries whose per capita income was over $200, such as 

the United States, Germany, the United Kingdom, Switzerland, Sweden, Australia, New 

Zealand, Canada, Netherlands, Denmark, France, Norway, Belgium, Eire, and Argentina. 

Group 11 countries, whose per capita income ranged between $100 and $200, 

included the Union of South Africa, Finland, Chile, Austria, U.S.S.R., Italy, Greece, 

Czechoslovakia, Hungary, and Bulgaria. 

Group Ilia consisted pf countries whose per capita income was between $22 and 

$50. These included Haiti, Nicaragua, Guatemala, Bolivia, Honduras, El Salvador, Brazil, 

Ecuador, Paraguay, India, Philippines, China, and Indonesia. 
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There are three types of population: 

Type 1 has low growth potential with birth rates of 25 per thousand with low 

death rates. This type shows small natural increases in population across time. 

Type 2 has transitional growth with birth rates of 25-35 per thousand and both 

falling death and birth rates. 

Type 3 has high growth potential with birth rates of 35 per-thousand and 

decreasing death rates but increasing birth rate. 

As mentioned, there are four groups of countries at different levels of income, 

their income levels were highly related to the growth rate of their populations. Countries 

with high income levels have low growth rates and low birth and death rates. On the 

other side, countries with low income levels (in this case group III), have high growth 

rates and high-birth rates but low-death rates. Increasing the level of income per capita is 

difficult in group III countries because of the high birth rate, but also because of another 

reason: the absence of education. Education levels are very low in low-level income 

countries, whereas, high-income level countries have high rates of educated people. A 

summary explanation of different income levels includes population growth rate, degrees 

of education, and types of industries. 

Kuznets also argued that natural factors may result in different income levels. He 

classified these factors under two headings: 

a. Location-Race factors. By location, he meant the climate, and by race he 

meant the different biological properties of one human being to another 

human being. 
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b. Irreproducible economic resources. He examined the possible relationship 

between natural factors and different income level in different countries. 

First, he examined the relationship between location-race factors and different 

income levels. By location he meant climatic characteristics of that country and by race 

he considered the biological specifications of human beings. Kuznets found that climatic 

events change very slowly and that few significant climatic changes occurred within five 

thousand years, while economy grows very rapidly. So in this case, it is hard to say that 

there is a close relationship between climatic events and income differences. However, 

relationship does exit, between climatic events and income differences, though not as 

significant as other factors. Therefore it would be wrong to assume that all income level 

differences are due to climatic events, even though income level differences may be 

affected by climate. 

The arguments given for climatic events may apply to race factors as well. Race 

identification had either occurred in the past or an identification had occurred in 

advanced countries. Kuznets (1963) presented examples for this reasoning, including the 

"Mongol race during China's leadership, the American Indians during the Mayan and 

Incan civilizations, the Negro races in some of Ethiopian, Egyptian and Berber 

kingdoms...." (p. 11). 

He found no reason to examine the details of the relationship between race and 

income-level differences because of time factors between race classification and 

economic performance of the countries. However, he also pointed out a relationship, 

although not significant, but which needed fiirther analysis. As a result of his studies, 

Kuznets reached these two conclusions. 
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Location factors, in the current and recent past state of technology and 
human knowledge, could not, in and of themselves, have contributed materially to 
international differences in income levels, whatever difficulties natural conditions 
presented could, for the most part, presumably have been overcome by 
concentration upon the problem of human ingenuity and science. The natural 
conditions of many counfries in group III are no more unfavorable to high income 
levels than those many countries in group I. ft would be difficult, for example, to 
demonstrate that nature per se is much less favorable in China than in Sweden or 
Australia or that it is so much favorable in England than in Mexico. At any proof 
is upon proponents of such theories and no proof has been provided that takes frill 
cognizance of the potentialities of human technology in dealing with even the 
most unfavorable aspects of land or climate, (p. 11) 

The second classification of natural factors was irreproducible productive factors 

such as reusable land and minerals, even though climatic events and biological 

differences do not affect income levels in a significant way. 

Technology is an important factor for getting irreproducible resources from the 

earth, and it appears that inefficient supply of these resources within a existing population 

causes lower incomes for each person in that society. On the other hand, high-income per 

capita is closely related to abundant supplies of these resources within a nation. 

Until technology improved, valuable resources that could have produced and 

improved the wealth of the population. These resources were not being used because of 

poor technology. Kuznets used the example of iron ore. Until men learned how to use 

smelting technology, iron ore was not an important industrial resource. Many examples 

exist about the failure to extract natural resources and make them useful. However, time 

passes, improvements in technology occur and these resources are successfully extracted 

better technology made value possible. 

With adequate technology, scare resources can be used, thereby increasing 

income per capita. The question then arises, if more resources are made available by 
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improving technology, why over a long period do some populations not improve their 

technologies? 

ft seems evident that technology improvement is highly related to income levels 

of a society. Poor societies could not enjoy the benefit of scare resources because of their 

poor technologies, which were related to their income levels. In this case, we can better 

understand why poor countries have natural resources but still have low-income per 

capita; and why rich countries have rich natural resources and high income per capita. 

In summary, the level of extraction of natural resources depends on technology; to 

improve technology, high-income levels must first exist. That is why rich countries have 

enough resources and their economies improve more and they get richer. The relationship 

between extracting resources and having improved technology have a large effect on 

income- level differences. 

The irreproducible resources are not being used as effectively as they should be in 

low-income level countries. In Kuznets' 1963 paper, he presented numerical results, 

utilizing the estimates of world resources in mechanical energy, such as water power, 

prepared by Professor A.P. Usher. These estimates for the year of 1939 follow. The share 

of group I for mechanical energy resources was 44 percent; the share was 19 percent for 

group II, and 37 percent for group III. Per capita stock of energy resources was measured 

as 2.5 in group I, 1.25 for group II, 0.5 for group III. These numerical results appear to 

support the conclusion that high- income level countries know how to use their resources 

efficiently with their improved technology, whereas low-income level countries do not. 

These data also suggest that irreproducible natural resources are important and 

that a significant relationship exists between these resources and different income levels. 
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Each of these issues are addressed by Kuznets. For example, if a country does not have 

the resources to produce a product, it can specialize in other products and trade these 

products to other countries and get the good they need without having the available 

resources. So, specialization can help solve the problem of inefficient resources. 

According to Kuznets (1963): 

All these arguments should not be interpreted as denying that under given 
conditions of technology, the possession of a large stock of natural resources by a 
country is an economic advantage and the complete absence of such resources a 
disadvantage. They are intended to suggest only that, in explaining a long term 
international difference in levels of income, the relative supply of irreproducible 
resources is not a dominating factor, that our data on the presumptive relative 
scarcity of such resources in the underdeveloped countries are faulty to the point 
of misleading, that in fact countries in group III fail, by a wide margin, to utilize 
the stock of resources which they do posses, and that after fiiU allowance for this 
factor is made, there is still a wide range of international differences in income 
levels to be explained, (p. 14) 

Another factor Kuznets examined in determining the differences in income levels 

was the variable of size. Size refers both area and size of population. Another factor 

impacting economic levels is trade. Even with free trade, which means no barriers to 

trade, there are some restrictions in the flow of capital and labor due to language 

differences and historical past. There are different state institutions that create barriers to 

immigration of capital and labor. Because of these institutions and similar barriers to 

trade, they may cause differences in economic levels. 

Examined as well are the questions about trade restriction and relative size of the 

state. In the small countries, industries with high modem technology are useful only if 

they are enough. The number of such industries should exceed the amount of what they 

should be if the country has a failure of taking advantage of the modem technology. 
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Because of these reasons, restriction should apply because of the size of the country and 

taking advantage of these existing industries. 

On the other hand, a small sized nation is not always a handicap. Small-sized 

counfries such as Denmark, can have a high income per capita by using then resources 

more efficiently, than a larger nation such as China. A small country can have an 

advantage if the population is cohesive and supports progress. 

As indicated, the table listed 53 countries with different sizes and different 

income per capita. It is safe to conclude that a positive relationship exists between the 

size of the country (the size of population) and the income per capita level. In this case, 

the larger the state, the higher its per capita income. However, this relationship should not 

be over emphasized because even with the empirical results, there are many exceptions. 

The conclusions discussed here are based on recent numbers and were used to 

compare countries by cross- section analysis. Cross sectional analysis provides a method 

for examining different variables and making connections between these variables and 

different income levels. However, it is important to remember that the numbers on the 

table are the result of a long historical process of development. 

Kuznets claimed that income-level differences are much wider today than in the 

past, although he added that he can not prove that because of the lack of available data. 

However he proposed several ideas on this issue. According to the table, the per capita 

income level for group III is so low for living that it is nearly impossible for those 

countries to have the fraction of these income per capita levels. On the other hand, it can 

be assumed that, since per capita income levels in group I represent more than quiet 
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survival, then per capita-income levels in the past would be a fraction of per capita-

income levels today. 

Countries in group I have high per capita income because of their fast growth 

during their history. On the other hand, countries in group III have low income per capita, 

not because time dropped the income levels, but because of unexpected events or 

recessions in the past had a big impact on the per capita income levels of today. Kuznets 

summarized his conclusion: "Hence, current intemational differences in per capita 

income may be due in large part to diversities in per capita income during the last two 

centuries" (1963, p. 17). 

When there is a new industrial system or new economic system, meaning higher 

income per capita, as a mle that system would not be immediately adopted by all 

countries. This was the case in the past. Usually, only a few countries adopted a new 

system, but since there were limits, other countries did not have the system. This resulted 

intemational income level differences. 

High income levels sometimes result from rapid growth associated with the 

adoption of a new industrial system. However because a system is not adopted by every 

country at the same rate, we see differences in intemational income levels. This indicates 

that income level differences are partly the result of the quickness with which new 

industrial systems are adopted, hi turn, these conclusions lead to two new questions. Why 

do countries not adopt new systems at the same rate? And, what are the barriers for fast 

adoption of new systems? 

Generally, technical knowledge, which is the basis for new industrial systems, is 

available to every country and is free. Each country can use this knowledge and improve 

21 



its economy. However, this knowledge is unique to each country with its specific 

resources and problems. Addressing this issue, Professor Kuznets used the example of 

adaptation of coal for iron smelting. This was a main element in the English industrial 

revolution, and was specific for England because it possessed a large supply of coal. In 

this case, the technical knowledge was available to all countries. However, every country 

could not use this specific method. If another country gets its main energy from water 

power, it cannot easily enjoy the benefits of this technical knowledge since it was unique 

to a nation whose basic energy comes from coal. 

While this technical knowledge is specific, countries can still take advantage of 

this knowledge by modifying it for their own needs. However, the process is not easy and 

it takes time. That is why the spread of industrial systems may take more time before 

other countries enjoy the benefits of the knowledge and increase their income level per 

capita. Barriers to the spreading an industrial system to other countries, other than high 

income per capita nations from those which use their power to prevent the movement of 

the new technological systems. Since leading countries are more powerful than other 

countries, such as in Asia, Africa, and Latin America, they use their power to establish 

regulations that do not let other countries to adopt their industrial systems. 

Such domination is, of course, not perceived favorably. It makes other countries 

more aggressive and they search for other ways to acquire the new systems. In order to 

do that, they need to achieve and protect their political independence and secure this 

independence. Countries that can succeed in gaining political sovereignty can adopt new 

systems and use them for economic growth, hi turn, this enables their income per capita 

to increase. 
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An important obstacle to spreading a new industrial system through other 

countries is that it requires revolution. When a country adopt a new industrial system, that 

country needs to change everything about itself These changes may require forgetting 

about the past and building new social and economic values. Such changes are not easy 

and may require a long time frame and much effort. 

Industrialization means destroying in various degrees a country's historical past 

and social values. However it is hard to change the system in a country, particulariy in 

one which has a long history. In some cases, even wars occur because of the acceptance 

or adaptation of new industrial systems, as happened in the United States. 

It appears that group I countries adopt new industrial systems faster than group II 

and group III countries. However, this does not mean that the developing countries will 

never adopt. They accept the changes, but slowly, and by accepting new revolutions, their 

income per capita will increase, too. 

2.3 Chapter summary 

Simon Kuznets wrote one of the most effective research papers on the subject of 

the relationship between income inequality and development. He introduced the now 

famous inverted U- shape hypothesis, which means that when economic growth happens 

in the earlier stages of a country's development, income inequality increases, then 

decreases. 

However, not all economists agreed with Kuznets' hypothesis, Deininger and 

Squire (1996) and the World Bank (1998) disagreed with his conclusions. These 

economists accepted part of the Kuznets hypothesis, but overall, their ideas were 

different. 
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CHAPTER III 

DEINIGER AND SQUIRE PAPER 

Kuznets presented evidence supporting an inverted-U relationship between 

economic inequality and economic growth. He proposed that during earlier stages of 

economic growth, income inequality increases; and later, income inequality decreases. 

He supported his claims with cross sectional data, but not with longitudinal data. 

However, Deininger and Squire used longitudinal cross-country data and found that 

instead of an inverted-U relationship, there is an inverse relationship between inequality 

and long-term economic growth. 

The Deininger and Squire paper is divided into four sections: In Section I, using 

two new data sets, Deininger and Squire re-examined data that other economists such as 

Kuznets used to examine the relationship between income inequality and economic 

growth. They also used new data. However, rather than using income distribution as a 

factor, they exampled land distribution as evidence of assets distribution. 

Deininger and Squire re-examined the data that was used in Kuznets' paper, and 

rather than examining the effects of economic growth on overall populations, they placed 

more importance on the effect of economic growth on the income share of the lowest 20 

or 40% of the population. Thus these results could generate better policies regarding the 

effect of economic growth on income distribution. 

In section II, by re-examining the data-set used for the relationship between 

income inequality and economic growth, Deininger and Squire concluded that initial 

income inequality is not a strong determinant of future growth. However, the new data set 
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they used for the relationship between land inequality as an evidence of assets inequality 

indicated that land equality has a significant effect on fiiture growth. 

In section III, these researchers questioned the relationship between economic 

growth and income inequality. As indicated, Kuznets claimed that at the eariier stages of 

economic growth, income inequality increases and then later on in the stages of 

development, it decreases because the per capita income of the poor will be affected by 

development. Kuznets assumption can be challenged because of questionable cross

country data collected at one time. He did not use longitudinal data. In contrast, the 

longitudinal data that Deininger and Squire used showed that per capita income does not 

have a major relationship with inequality. Also, their data showed that a number of 

countries with low level per capita income developed rapidly without having increasing 

income inequality. 

hi section IV, these authors use literature written on this subject and examined the 

evolution of growth and change in inequality. Both economic growth and inequality are 

affected by the distribution of assets, or the distribution of land. In order to do this task, 

they used the data previously used. However instead of using a cross-country method, 

they used income shares of the population, including the lowest income share (the bottom 

20%) of the population. The general conclusion drawn from these studies is that initial 

inequality in distribution of land or inequality of the distribution of assets affects growth 

in a negative way. Lower initial inequality means a higher rate of growth and higher rate 

of reducing of power. 

In this case, initial inequality hurts the poor more because growth is very closely 

associated with investment, and poor people cannot make as many investments as 
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wealthier people. Since there is an inverse relationship between initial inequality and 

growth, in this case, lower inequality is beneficial. Investment is related to economic 

growth and it is more beneficial for poor than rich people. Further, income growth of 

individual quintiles groups are affected by growth through the investment process. 

This finding implies that if initial distribution is done well enough, there is a little impact 

on the poor through investment oriented policies. 

To increase the income of bottom group quintile, the existing assets (land) can be 

redistributed, or new investments can be made. The Deininger and Squire research 

showed that one standard deviation change in initial land inequality will lead to 1.05 

increases for growth rate of income for poor people or the bottom quintile. On the other 

hand, if the amount of investment is increased one standard deviation, this will lead to 1.8 

percentage increase in the bottom quintile group of the society. These data indicate that 

making new investments is more beneficial than redistributing the existing assets. New 

investments will help reduce poverty more than the effects of redistribution. 

As stated before, their research had four sections. Section I described two data 

sets. The first data set was used to examine the relationship between income inequality 

and growth. The researchers re-examined the data test they used before for this 

relationship, and the other data set was used to examine the relationship between land 

inequality and growth. 

According to them data for measuring income inequality and growth should meet 

the following criteria. The data should: (a) be based on households or individual surveys, 

instead of based on national accounts statistics; (b) include all types of income not only 

wages; and (c) cover all the nation instead of just mral or urban populations. 
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By using these specifications the data included 108 countries, including at least 

one gini index and 103 countries with the income shares for different quintiles in the 

population. They also used four or more observations for 54 countries and eight or more 

observations for 32 countries. 

The data they used contained a larger number of observations for each of the 

individual countries than the data which was used by Fields and Jakubson (1995), 

Ravallion (1995), and Ahluwalia (1976). The Deininger and Squire data are more 

improved for testing the negative relationship between initial inequality and growth. 

As stated, inequality of land affects growth rather than income inequality that is 

mentioned as inequality. These authors have data for the initial disfribution of land from 

the FAO world census of agriculture, plus other sources for 261 observations from 103 

countries. 

Data on land distribution provide a more attractive possibility. Individuals want 

to own more land, and this desire results in an increase in individual productivity and 

ability to invest, especially in countries where land is a dominant asset. Secondly, data on 

income inequality have lots of errors, whereas data on land inequality are more 

dependable and can be easily ascertained. Finally, data are available for land distribution 

for earlier dates than for income distribution. 

Growth is affected by initial inequality of land through investment and political 

channels. Poor people cannot make as many investments as rich people. This affects 

growth because growth is highly related to investment. The more investments a country 

has, the more growth rate it will have. Poor people do not have as many rights as rich 

people, and this affects political decisions. The poor people's voting is not as important 
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as rich people, so in this case, rich people can have what they have, such as lower tax 

rates, and this will cause lower growth rates. 

The following regression has been used by economists to illustrate the growth and 

inequality relationship. 

Growth u = A +BIGDP + CINI /, + DINV ,, + EBMP,, + FEDU „ + error 

/ = number of countries 

t = time 

IGDP = initial gross domestic product 

IGINI = measure of income inequality 

INV = investment 

BMP = black market premium 

EDU = education, it is measured by either average attainment in the population 

or enrollment rates. 

By using the formula above, Deininger and Squire ran a regression. 

The data they used to examine the relationship between income inequality and growth, 

included data from a Summers-Heston data set, which provided information for the 

period from 1960-1962, for 44 countries. The results indicated that income inequality 

affects growth in a negative way, which means that higher inequality, lower growth and 

lower inequality, higher growth (see Table 3.1). 
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Table 3.1 Growth regression (1960-1992) with income and land inequality 

All countries '"̂ '̂ ^ 
Develupinf: 
•uuntries' 
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Initial GI5P 

' ; ^ ^ ' " ^ ' " '-i-l- ' <3-W) (447) C.IT) (iOM (ISO 
" • ' : ; " • ' - - " • ' ^ - ' " • ' ^ ^ <Mn7 o . i L S , , i . - , o n , | . ; x 
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L . . dCn„ " " " ' "'-^•" 'O'^e) <0,.0, (1.27, 
^ ^ " " ' - " • 0 - ' 4 - 0 . 0 2 2 - ( ) J )37 - 0 . 0 2 7 - 0 , 0 3 9 - ( ) ( |< i3 

, (407) (1,95) (3.S5) (2.09) (2 41) (̂  10) 
Laim Dummy -o.530 - 0 432 0.018 0765 

. . . „ '^'^-'^' f'-'S7) (0.03.) (1.S3) 
Afnca Dummy -0.214 - 0 254 0.324 ^ c , , 

_ "1-.'2I (0.46) ,0.46) (I's--) 
A«'^'r>"n"iiv 1.3:0 0.668 U.798 I8S0 

<̂ -̂ l̂ (1.36) (1,46) (1.51) 
'̂ -•''̂ J 0.3781 0 468 0.54<:) (),564 0.550 0 S47 0 576 0 58S 
No. Obs. 87 S7 " ' 64 64 55 55 27 27 

Source: Deininger and Squire (1998, tab 3). 

The other data were used to examine the relationship between initial land 

inequality and growth. These data included information on 66 countries. Results 

indicated that the impact of initial land inequality is bigger than the impact of income 

inequality on growth. 

Another remaining question which remained concerned how to transmit the 

effects of these inequalities on growth. The researchers took the idea of Perrotti (1995) 

into consideration, which implied that initial inequality affects the growth in democratic 

countries, but not in undemocratic countries. They checked this by doing regressions for 

democratic and undemocratic countries. Results indicated that initial inequality affects 

long-term growth in a negative way in democratic countries, but not in undemocratic 

countries (see Table 3.2). 
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^i!^l?, 1-2^G'!,^^^.regression for democratic and undemocratic countries 

Democratic countries Lindemocraiic countries 
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Gini 
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Asia Dummy 

R2 adj 
No Obs 

3.365 

(2.2S) 

0.093 

(3.28) 

- 0 . 0 1 6 

(1.38) 

- 0.022 

1.0.86) 

- 0 . 2 5 1 

(3.96) 

0.543 
28 

2.356 

(1 41) 

0.076 

(2.65) 

- 0 . 0 1 2 

(1.05) 

0 0 2 5 

(0.75) 

- 0 . 2 9 0 
(4 28) 

- 1 353 

(2,21) 

- 0.596 

(1.09) 

0.595 

28 

6.153 

(4.40.) 

0.162 

(4.45) 

- 0.041 

(2-66) 

- 0.046 
(1.71) 

- 1 . 1 6 2 

(243) 

0.690 
25 

5.358 

(2 .JU 

0.I9I 

(3.93) 

- 0 . 0 5 0 

(2.0S) 

- 0 . 0 5 5 

(1.76) 

- 1.073 

(2.05) 
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25 

Source: Deininger and Squire (1998, tab. 4). 

The basic idea supporting this conclusion is that democratic voting affects 

inequality and growth relationships. Besides Deininger and Squire, Clarke (1995) and 

Alesina and Rodrik (1994) reached the same or similar results. Another conclusion 

supported by these regressions is that inequality has more significant effects on 

developing, low-income level countries than on high-income level, developed countries. 

After the regression analysis, Deininger and Squire re-examined the Kuznets 

hypothesis. Kuznets believed in the inverted-U relationship, which indicated that at 

earlier stages of growth, inequality increases and later on, inequality decreases. Kuznets 

explained this inverted-U relationship with a migration based model. At the earlier stages 

of development, population from the agricultural side, which is represented by low 

income and low inequality, immigrated to the industrial side, which is represented by 

high income and higher inequality. At the earlier stages of development, both income and 
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inequality increased, but at later stages of development, income still increased but 

inequality decreased. 

The reliability of these data is limited due to the method used to secure the 

information. The data that Kuznets used was not longitudinal data on income distribution, 

and It included information on only three developed countries (the United States, England 

and Germany), for half of the nineteenth century. Although some of the date from 

developed countries supports the ideas of Kuznets, data on a number of other developed 

countries do not support his claims. Even data for developed, high-income level countries 

which fit the idea of Kuznets curve showed that the reason behind the change of 

inequality was not because of this migration model, but was because of inequality of 

occupations within the country. Because of the increasing skill of individuals due to 

technological changes, it affected inequality and caused inequality to increase at the 

earlier stages of long-term growth. However, as time passes everyone will acquire more 

skills and they can catch up with the revolutions of industrialization which resulted from 

reductions of inequality. 

Kuznets' idea about developing countries having wider inequality is more 

doubtful than the idea of increasing inequality in the earlier stages of development and 

decreasing inequality in the later stages of development. And Deininger and Squire gave 

an example of Asian countries. The indivisibility of the technology which caused only the 

rich part of population to use new technology caused capital accumulation in this part of 

the population, and this caused inequality. However, by time economy grows more. In 

this case after years that concluded in the data that Kuznets used, it allows technology to 

have the property of divisibility. This caused a larger part of the population, to use the 
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benefits of new technology which also eliminated the relationship between 

growth and inequality. As a result we can say that although Kuznets hypothesis 

good candle light for other economists, such as Ahluwalia (1976), Papanek and Kyn 

(1986), Compano and Salvatore (1988), Bourguignon and Morrison (1990), Bourguign^ 

(1994), Milanovic (1995), and Jha (1996). Kuznets' hypothesis has too many doubtftil 

questions because of unavailable longitudinal data. 

Recent studies have been conducted more carefully than the ones done before, 

including additional variables such as education and protection, which cancels the 

significant effect of income variables. Also recent studies show that even with the low 

income per capita countries, inequality does not increase based on growth. The countries 

with high income level per capita with still low levels of inequality increases recently 

such as in United States and United Kingdom. These recent studies are evidence for the 

argument of acceptance of Kuznets' hypothesis. 

As stated, one problem with the data that Kuznets and other economists who 

supported his hypothesis used was that they used the method of cross-country 

examination. From countries with different income levels, they tried to conclude the 

results for change of income for single countries. Instead of this cross-country method, 

they should have examined one country with many observations per country. The 

formula for country-specific observation is: 

GINI it= A/ + B,- (Y ,-,) + C ,• (1/Y ,0 + DS + error 

i= number of countries 

t= time 

Y= real income per capita 
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S= dummy for socialist countries 

A-D= coefficients to be estimated. 

After naming observations specific to each country, three points need to be tested 

(see Table 3.3). 

Table 3.3 Kuznets' curve in a cross-section of countries 

Levels 

Interccpi 

Socialist dumm\ 

Mean income 

[nv. mean income 

R2 adj 
No. Obs. 
Hyp. turning point 

Hypothe,sis i 

Differences 

48.6,)S8 
(.10.66) 
- 15 4794 
(S.22) 
-0-001078 

(6.75) 
- 4112.00 

(2.53) 
0-3227 
223 
1953.07 

0.1519 
(0.57) 

- 0.000496 
(1.56) 
-311297 
(1.12) 
0.0061 
162 
2505.23 

Hypoihesis 11 

country 
specific 

0.00006168 
(0.90) 
863.00 
(0.80) 
0-9294 
511 
3740,54 

Source: Deininger and Squire (1998, tab. 6). 

First there is a need to test whether Kuznets' curve holds for all countries with 

equal coefficient values which will be represented by A , =A, B , =B, C , =C, and for all 

countries, B and C should be smaller than zero. 

Second there is a need to test whether countries are different from each other in 

some parameters. 

Third, there is a need to test whether these parameters are specific for each 

country, and compare the results with the assumption that Kuznets made, that these 

parameters might differ for some countries. 

In the regression equation that Deininger and Squire used, they chose the 

countries where four observations could be made. The time series approach they used 

with the data showed that Kuznets' hypothesis was acertain so instead of an inverted-U 

33 



relationship between inequality and growth, there is an inverse relationship between 

inequality and growth. According to Deininger and Squires (1998): 

The hypothesis of equal intercepts across countries is rejected, thus not 
supporting the hypothesis of a universal cross-country Kuznets curve. This 
questions not only the specific interpretation of the evidence whether or not a 
Kuznets curve exists but suggests that using cross-sectional evidence to make 
inferences about intertemporal variation in individual countries is invalid, at least 
for the countries and time periods considered here. (p. 278) 

By using the data that for 16 countries with more than 10 observations, there 

appeared to be no relationship between income inequality and growth directly. In one 

countiy relationship existed but this relationship was not inverted, ft is negative 

relationship. 

To examine the effects of initial land inequality on different quintile's income, 

each quintile's income share is multiplied by the average per capita GDP. Deininger and 

Squire used available data for a 10-year growth period. 

Results from the Deininger and Squire studies supported the following 

conclusion. First, initial inequality of the land or the initial inequality of the assets affects 

the poor more than it affects the rich. Income growth for the bottom quintile or poor 

population is closely related to land inequality for the rich quintile; this effect is not as 

significant as the effect on the poor quintile. 

Second, inequality hurts poor people more through investments because they have 

fewer assets and they can not undertake productive investments such as rich people. 

However, growth which is associated with aggregate investment increases every 

quintile's income. In this case from overall aggregate growth, poor benefits more than 

rich people. 
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Third, investment has a significant effect on every quintiles' income growth, and 

the data and coefficient values showed that. However, other variables related to the 

investment such as education, black market premium does not have as strong effect as 

investment by itself 

In this case, instead of redistributing existing assets, to reduce the poverty and 

inequality, new assets need to be created or a combination of these two actions might 

increase investment and increase overall income growth for all quintiles, with more 

increase for the poor quintiles income. Also government policies that affect overall 

investment have substantial impact on the growth of income shares for all quintiles but 

more for the poor quintile. 

Up to this point, opposing opinions of Kuznets and Deininger and Squire have 

been examined. In the next chapter, research by other economists on the determinats of 

inequality is presented. 
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CHAPTER IV 

OTHER ECONOMISTS' RESEARCH 

^X^dehnan and Morris paper 

Adelman and Morris (1973), conducted made cross-country analysis on forty-

three less developed countries, using the same method as Kuznets. They divided the 

groups into three sections, lowest 60%, middle and richest % and used three concepts of 

variables to explain the inequality of these three groups.These variables were: 

Economic influences: sectoral productivity in agriculture, sectoral 
productivity in industry, allocation of resources between sectors, a population 
variable, economy wide resource productivity, extent of income redistmbition 
thomgh taxation, and measure of country size and orientation of development 
sfrategy. 

Sociocultural influences: urbanization, literacy, importance of the 
indigenous middle class, social mobility, and cultural and ethnic homogeneity. 

Political influences: importance of participant political institutions, aspects 
of colonial experience, and key characteristics of political leadership. (Adelman 
and Morris, year, n.p.) 

They found six variables that affect the distribution of income through the 

population in a country. These are: school enrollment rate, large government role, level of 

technology, per capita GNP, labor mobility without government pressure and life style. 

Instead of growth, they found that these variables affect distribution of income, and 

income inequality has no significant effect on the growth rate for the short-term. Levels 

of technology and life styles have a positive relationship with inequality, whereas GNP 

per capita, school enrollment rates and large governmental roles have negative 

relationships with inequality. 
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i2_AhluwaliaVpaper 

Ahluwalia is another economist who conducted a research on the subject of 

determinants of distribution of income and the relationship between income and 

economic growth. Ahluwalia (1976b) said that, "There is a strong support for the 

proposition that relative inequality increases substantially in the earlier stages of 

development, with a reversal of this tendency in the later stages" (p. 338). 

Ahluwalia's work is examined in this study because his paper, just like Kuznets, 

provides the basis after Kuznets for other economists who wrote papers about the 

relationship between economic growth and income inequality. 

Ahluwalia pointed out that a distinction needs to be made between the long-term 

relationship and the short-term relationship between economic growth and income 

inequality. Further, he tested each of these relationships, using per capita GNP for long-

term relationship and GDP for short-term relationship. GNP and GDP are both 

explanatory variables. 

By doing this regression analysis, when Ahluwalia used the logarithm of per 

capita GNP in quadratic form, the relationship was significant and h's only certain when 

it is in quadratic form. This relationship between GNP and income shares approves the 

U-shaped pattern, which shows that the income share of the lower income group first 

declines and then increases, while the opposite happens for the income share of the 

higher income groups. 

However, although Ahluwalia was successful in testing and demonstrating the 

long-term relationship, he could not demonstrate the short-term relationship between 
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income inequality and economic growth, because there is no significant relationship 

between growth rate of GDP and income share of different groups. He also used other 

variables that are affected by income inequality besides long-term growth. These 

vanables include improved education, lower share of the agriculture products in overall 

product and immigration of the rural side to the urban side. 

Ahluwalia believed that education allows individuals from the low quintile of the 

population to become more skilled. This will inter, aHow them to earn more money, 

which should help reduce inequality. 

In examining the relationship between inequality and growth rate of the 

population, Ahluwalia found that there is an inverse relationship because of the fact that 

population grows much faster at the mral side than at the urban side. This causes income 

share of the individual to decrease even more and causes inequality to increase. 

Urbanization, that is, movement of the agricultural side to industrial side, has a 

negative effect on inequality. When urbanization occurs, inequality decreases because of 

the fact that a higher rate of urbanization means more employment opportunities, which 

will affect the income share of the poor population and help produce a decline in 

inequality. 

When the share of agricultural activity decreases, inequality decreases too, 

because nonagricultural activity accommodates more production units. This results in 

more employment, higher wages, and a decrease in income inequality. 
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CHAPTER VI 

CONCLUSIONS 

Kuznets' hypothesis is considered by some to be the most effective hypothesis 

proposed by economists who conducted research on the relationship between economic 

growth and inequality, and on the determinants of inequality. However, limitations of the 

data collection methodology used to substantiate Kuznets' inverted-U hypothesis have 

caused other economists to challenge his conclusions. First of all, the data that he used 

were not longitudinal, which means the data did not include a long enough period of time 

to show that there is an inverted relationship. Because he used just cross sectional data, 

Kuznets did not have enough available data to convincingly show that in the earlier 

stages of development, inequality increases and then decreases. 

A second weakness in Kuznets' writings is that he seems to even report 

contradictory results. In reading his paper, it is not clear to the reader whether he really 

believed what he wrote was all fact. Third, the data he used are not adequate to support 

his idea. For instance, only two of the countries showed increasing inequality at the 

earlier stages of development, then decrease later. He seemed to just assume that his 

assumption about the relationship was the fact. 

On the other hand, more recent research conducted by Deininger and Squire 

showed as much detail as Kuznets' paper. Their work may prove to be as important as 

Kuznets' for economists who want to conduct research on this subject later. 

Deininger and Squire used two data sets, one of them for re-examining the 

relationship between economic growth and income inequality represented by Kuznets, 
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and the other data set to test the relationship between initial land inequality and economic 

growth. They concluded that income inequality does not have a direct effect on the 

growth rate. However, imtial land distribution or asset inequality affects the rate of 

growth through investment. Initial land inequality appears to have an inverse relationship 

with economic growth. The lower imtial land inequality, the higher the growth rate. 

Initial inequality prevents the poor from undertaking investment projects. However, 

aggregate investment increases the income share of the overall population, resulting in 

more increase for the income share for the poor. So in this case, growth helps the poor 

more than it helps the rich. 

The data re-examined in this paper support the following conclusions: (a) there 

appears to be an inverse relationship between initial land inequality and economic 

growth; (b) there is limited data based support for the inverted-U relationship proposed 

by Kuznets; and (c) the data examined by Deininger and Squire demonstrate that 

Kuznets' methodology undermines his conclusions. The Deininger and Squire findings 

seem to be more dependable because the methodology was longitudinal and country 

specific, not cross sectional. Further research is needed to examine the relationship 

between economic growth and income inequality, and other determinants of inequality in 

an ever changing world. 
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