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1. Introduction 
This review is part of a programme of research exploring the relationship 
between economic inequality and poverty.  The research in this 
programme includes empirical analysis estimating the statistical 
relationship within the UK over time and across European and OECD 
countries at various points in time.  This research has identified a positive 
relationship between income inequality and poverty, using a variety of 
different inequality and poverty measures (Karagiannaki, 2017; Vizard 
and Yang, 2017).  Empirical estimates show that higher income inequality 
is associated with higher rates of poverty and increases in income 
inequality are associated with increases in poverty. A series of literature 
reviews explore the evidence on how various mechanisms might drive the 
observed correlation between economic inequality and poverty.  These 
include resource constraints, dynamic mechanisms and mechanisms 
associated with crime, the legal system and punitive sanctions.  A number 
of other mechanisms such as geographic segregation, political economy, 
public opinion and shifts in social and cultural norms have been explored 
elsewhere (McKnight, Duque and Rucci, 2017).   

This paper provides a review of existing evidence on the relationship 
between poverty, inequality and growth.  It outlines the main theories 
that have been proposed and central questions that have been tested 
through empirical analysis.  The causal mechanisms are potentially multi-
directional, this is reflected in the range of hypotheses which have been 
empirically tested in the literature and shape the structure of this review.  
If inequality promotes economic growth that benefits the least well-off 
then growth may be a mechanism through which inequality could lead to 
lower poverty in the future.  However, if inequality hampers growth or if it 
promotes a form of growth which is skewed in favour of the better-off 
then it could lead to an increase in relative poverty in the future. 
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2. Background 
A key question explored in the early literature was whether growth would 
result in lower inequality as countries advanced through the stages of 
economic development.  Kuznets illustrated this hypothesis through an 
inverse-U shaped curve and outlined a theory that inequality will first rise 
and then fall as economic growth increases and an economy becomes 
more developed (Kuznets, 1955).  A stream of studies followed testing 
this hypothesis with some showing evidence for and some providing 
evidence against.  More recently the focus of interest has shifted to 
estimating the reverse relationship, with research trying to establish 
whether inequality promotes economic growth or is harmful for growth.  
This is perhaps not surprising as in the last quarter of the 20th Century, 
economic inequality increased in many high income countries.  If it is 
clearly established that economic inequality is harmful for economic 
growth then a much stronger case for reducing inequality can be made 
than if evidence suggests that inequality is beneficial for growth.   

Trying to find a definitive answer to question of whether inequality is 
harmful or beneficial for economic growth is not straightforward.  There 
are studies which estimate a positive relationship between economic 
inequality and economic growth and studies that estimate a negative 
relationship.  Taken as a whole, the results are ambiguous, are sensitive 
to estimation techniques, data and time periods covered.   

In terms of the causal mechanisms outlined in the theoretical literature 
and tested in empirical research, there are plausible mechanisms that can 
explain both positive and negative influences of inequality on growth.  
Recent developments have begun to explore if the relationship between 
inequality and growth is non-linear – with very low and very high levels of 
economic inequality being particularly harmful to growth but a wide band 
in the middle where the impact of inequality on growth is ambiguous, and 
where the rate of growth is more likely to be influenced by a range of 
other more influential factors.   

The relationship between growth and poverty has been examined most 
extensively in the development literature.  Typically this research explores 
the relationship between growth and levels of absolute rather than 
relative measures of income poverty.   

A triangle has been used to describe the interrelationship between these 
three concepts: the poverty-growth-inequality triangle (Bourguignon, 
2004) or the growth-inequality-poverty triangle (Dhrifi, 2015).  
Bourguignon (2004) shows that in the absence of distributional change, 
economic growth is necessary to reduce levels of absolute poverty.  
Where growth benefits everyone equally, this will lead to a reduction in 
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absolute poverty levels.  However, where the rewards from economic 
growth are skewed in favour of the already well-off, economic growth 
does not lead to a reduction in levels of relative poverty.  Therefore, the 
relationship between economic growth and relative income poverty is 
ambiguous. 

We structure the research evidence around key theoretical hypotheses 
that have been developed and tested in the literature examining the 
relationship between economic inequality and economic growth:  

1) Economic growth is good for economic inequality: growth leads to 
lower levels of inequality (Section 3);  

2) Economic inequality is good for economic growth: inequality 
promotes growth (Section 4);  

3) Economic inequality is bad for economic growth: inequality leads to 
lower levels of growth (Section 5); 

4) The relationship between growth volatility and income inequality: 
higher volatility leads to higher inequality (Section 6); 

5) Non-linear relationship between economic inequality and economic 
growth: the relationship varies at different levels of inequality 
(Section 7); 

6) The relationship between poverty, inequality and growth: a three-
way relationship exists between poverty, inequality and growth 
(Section 8). 

In each section we first examine the theory and then review the empirical 
evidence. 
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3. Economic growth is good for economic inequality: 
growth leads to lower levels of inequality 
The early literature exploring the relationship between economic 
inequality and economic growth focused on the stages of economic 
development.  In this section we examine the theory proposed for how 
inequality will evolve as economies grow and review the empirical 
evidence from testing these theories. 

Theory 

Economic growth may be regarded as good for economic inequality in the 
long run if economic development leads to a more equal distribution of 
income through altering the distribution of resources and labour in an 
economy.  This mechanism is at the core of the Kuznets’s hypothesis, 
which predicts that inequality first rises and then falls as economic growth 
increases and an economy becomes more developed (Kuznets, 1955).  
This relationship is often illustrated using an inverse-U shape curve where 
inequality is plotted against income per capita: this has become known as 
‘Kuznets curve’ (Figure 1).  According to this hypothesis, a shift of labour 
and resources from agriculture to manufacturing during the early stages 
of economic development, creates inequalities between the urban 
manufacturing and rural farming sectors.  After this initial increase in 
inequality, it is hypothesised that inequality will fall as the economy 
progresses along the development path; with “trickle-down development” 
argued to reduce inequality through workers earning higher average 
wages, democratisation, and the establishment of a welfare state. 

Figure 1: The Kuznets inverse-U relationship between inequality and 
economic growth 
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Empirical evidence 

Although Kuznets did publish some empirical evidence he lamented at the 
time about the lack of good quality data available to test his hypothesis.  
Since Kuznets (1955) publication data quality has improved and a large 
volume of empirical evidence has been published which tests the 
underlying hypothesis.  On the one hand, some studies (Ahluwalia, 1976; 
Papanek and Kyn, 1986; Barro, 1999) do find empirical evidence for an 
inverted U-shaped curve between economic performance and inequality, 
but fail to explain variations in inequality between countries or over time.  
On the other hand, some empirical studies find no clear evidence of the 
existence of a Kuznets curve (Ravalion, 1995; Deninger and Squire, 1997, 
1998; Bruno et al., 1998).  

Recent research has challenged Kuznets’ use of cross-sectional, cross-
country data to illustrate the path of economic development.  This 
includes criticism of the hypothesis on the grounds that the relationship 
estimated in this way reflects historical differences in inequality between 
countries, rather than the development of individual countries over time.  
Some researchers have sought to control for these historical differences.  
Deininger and Squire (1997), for example, control for historical 
differences in inequality in their analysis and find no empirical evidence 
for the Kuznets curve.  Taken as a whole, the results are inconclusive and 
this brings into question whether there really is a natural tendency for 
inequality to fall as nations become wealthier. 
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4. Economic inequality is good for economic growth: 
inequality promotes growth 
As noted in the introduction, research on the relationship between 
economic inequality and economic growth has largely shifted to 
addressing the opposite question: whether economic inequality is good or 
bad for economic growth.  In this section we examine the theory and 
evidence which assesses whether economic inequality exerts a positive 
effect on growth. 

Theory 

Much of the theory suggesting a positive relationship between economic 
inequality and economic growth is based on the assumption that 
inequality leads to greater effort and innovation which in turn generates 
higher levels of economic growth.  According to these theories, wage 
inequality creates incentives for individuals to gain higher levels of 
education and skills, to achieve higher wages and to work harder to 
maximise their income from work.  Inequality can increase the incentive 
for workers to move to higher paying technologically advanced sectors of 
the economy, generate more innovation, entrepreneurial activity and 
enterprising behaviour (Lazear and Rosen, 1981; Galor and Tsiddon 
1997a, 1997b).   

Another hypothesised mechanism which links higher inequality to higher 
economic growth is through savings and investments.  Kaldor (1957) 
explains how income inequality can generate higher savings which have a 
positive impact on growth through growth-inducing investment.  The 
assumption is that individuals on a higher income have a greater 
propensity to save as a result of having income in excess of consumption 
needs.  This in turn leads to higher levels of growth-inducing investment.  
Inequality may also be good for economic growth if investments require 
setup costs.  Increasing returns to investment may only prevail over 
some range – for example, formal education may only enhance growth 
beyond primary schooling (Barro, 1997).  Equally, a business may be 
productive only above some threshold size.  In the presence of credit-
market imperfections, so called, setup costs mean that concentration of 
assets can favour growth.   

Not only is economic inequality seen to be good for economic growth but 
according to this theory, tackling inequality can be harmful for growth.  
This can be seen as evidence that inequality is good for growth or that 
inequality is bad for growth.  If redistribution is found to be harmful for 
growth then this can be used as direct evidence that inequality is good for 
growth.  On the other hand, if inequality above a certain level is so 
disliked by people that they demand redistribution and this redistribution 
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reduces growth then this can be seen as evidence that inequality is 
indirectly bad for growth.  Okun (1975) suggests that pursuing equality 
can reduce efficiency as well as reducing incentives to work and invest 
and some see this as a trade-off between equality and efficiency.  The 
efforts to redistribute – for example, through progressive taxation, cash 
transfers and minimum wages - can themselves be costly.  This may be 
the result of administrative costs and disincentives to work for both those 
who pay taxes and those who receive transfers.   

Empirical evidence 

Partridge (1997, 2005) finds that overall income inequality in the US and 
the middle-class share of income are positively related to long-run 
growth.  However, he finds that in the short-run the relationship is less 
clear.  This is consistent with his hypothesis that a vibrant middle-class is 
crucial for shaping policies which promote inclusive growth, such as 
investment in education and redistribution through the tax system, but in 
the short-run may negatively affect growth.  Forbes (2000) analysing 
panel data for 45 countries over the period 1966-1995, finds evidence 
that in the short term and medium term, an increase in the level of 
income inequality (Gini coefficient) within countries is estimated to have a 
positive relationship with economic growth. 

Li and Zou (1998) use panel data from 46 countries for the years 1947–
1994 and find that income inequality (Gini coefficient) is positively, and 
most of the time significantly, associated with economic growth.  
Although they do warn against reading the relationship between 
inequality and growth as a causal relationship. 

Frank (2009a) using a 1945-2004 panel of US state-level data on income 
inequality measures, examines the relationship between income inequality 
(in particular the concentration of income at the top of the income 
distribution) and economic growth.  He shows that the share of income 
held by the top decile group experienced a prolonged period of stability 
after World War II, but this was followed by a substantial increase in 
inequality during the 1980s and 1990s.  His estimates suggest that the 
long-run relationship between inequality and growth is positive and he 
concludes that it is driven largely by the concentration of income in the 
upper end of the income distribution. 
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5. Economic inequality is bad for economic growth: 
inequality leads to lower levels of growth  
In this section we review the literature that supports the notion that 
economic inequality can harm economic growth.  There are a number of 
mechanisms that have been explored in the literature, including socio-
political instability, imperfect financial markets or fiscal redistribution and 
distortions. 

Theory 

A number of theories have been suggested for how economic inequality 
can directly or indirectly have a negative impact on economic growth. 

In contrast to Kaldor’s positive view of savings and investment behaviour 
of the rich leading to economic growth (see above), more recent 
arguments, notably expressed since the 2007/08 financial crisis, have 
highlighted the tendency of the rich to invest their savings in non-
productive assets and commodities such as housing, luxury goods and 
collectible items (Stiglitz, 2016).  Growth in these commodity markets has 
relatively limited potential to impact positively on the wider economy, 
since much of any growth in non-productive assets manifests as increases 
in prices and can simply lead to property or asset bubbles, rather than 
stimulating greater employment or productivity.  

There is a number of theories that highlight the role imperfect capital 
markets play in linking higher economic inequality with lower economic 
growth.  Imperfections in capital markets are often seen to reflect 
asymmetric information and limitations of legal institutions (see, for 
example, Loury, 1981; Galor and Zeira, 1993; and Piketty, 1997).  Galor 
and Zeira (1993) outline a model which describes how unequal access to 
education due to economic inequality and imperfect capital markets, 
results in sub-optimal investments in education (human capital) and 
therefore a negative effect on growth.  

Alesina and Rodrik (1994) suggest that it is not the direct effect of 
inequality that is harmful for growth but the fact that greater inequality 
(for example, in income, education or land ownership) leads to greater 
demand for redistribution, which is assumed to be harmful for growth.  In 
their political-economy model of economic growth they assume that there 
are differential preferences for redistribution related to heterogeneity in 
the ownership or endowment of capital and labour.  Since tax on capital is 
assumed to have a negative impact on accumulation and growth, this 
difference also means that individuals differ in terms of their preferences 
over the ideal growth rate.  An individual whose income derives entirely 
from capital prefers the tax rate that maximizes the economy's growth 
rate.  However, anyone else would prefer a higher tax, with a 
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correspondingly lower growth rate.  The lower an individual's share of 
capital income (relative to their labour income), the higher is their ideal 
tax, and the lower their ideal growth rate.  A more equitable distribution 
is assumed to mean that the median voter is better endowed with capital, 
as the median voter influences government policy on taxation, the 
consequence is a lower equilibrium level of capital taxation and higher 
economic growth.  

Persson and Tabellini (1994) develop a similar argument that inequality is 
indirectly harmful to growth because inequality leads to tax and 
regulatory policies that they see as harmful for growth.  In their model, 
economic growth is assumed to be largely determined by the 
accumulation of capital, human capital, and knowledge usable in 
production.   

“The incentives for such productive accumulation hinge on the 
ability of individuals to appropriate privately the fruits of their 
efforts, which in turn crucially hinges on what tax policies and 
regulatory policies are adopted.  In a society where distributional 
conflict is more important, political decisions are likely to result in 
policies that allow less private appropriation and therefore less 
accumulation and less growth.  But the growth rate also depends on 
political institutions, for it is through the political process that 
conflicting interests ultimately are aggregated into public-policy 
decisions.”  

(Persson and Tabellini, 1994, p.600). 

Another channel explored in the theoretical literature, through which 
inequality can be harmful for growth is social and political unrest.  
According to this theory, in an unequal society, the disadvantaged can be 
motivated to commit crime, riot and engage in other disruptive activities 
(Barro, 2000; Alesina and Perotti, 1996 and Benhabib and Rustichini, 
1996).  Theoretically, this can have a negative impact on economic 
growth due to the waste of resources (effort) diverted to non-productive 
disruptive activities and potential victims diverting resources in defensive 
effort.  In addition, threats to property rights can lead to a reduction in 
investments, and social unrest can threaten the stability of political 
institutions.   

Theory has also linked wealth inequality coupled with inefficient credit 
markets to reduced economic growth.  Would-be entrepreneurs lacking 
their own capital or access to credit are unable to invest and consequently 
economic growth is lower (Blanchflower and Oswald, 1998).  Access to 
credit may be hindered by imperfect information or rationing.  Much of 
this literature assumes that would-be entrepreneurs’ wealth is observable 
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but their ability is not, and many of the theoretical models developed in 
this literature assume that wealth (collateral) is used as a screening 
device by lenders (Coco, 2000; Besanko and Thakor, 1987).  The 
consequence of this is that insufficient wealth holdings result in sub-
optimal levels of investment among able entrepreneurs, particularly 
poorer entrepreneurs who are more dependent on credit (de Meza and 
Webb, 1999).  Coco and Pignatoro (2010) outline an equilibrium where 
poor but able entrepreneurs may actually subsidise rich and incompetent 
entrepreneurs, or even be excluded altogether due to unobservable 
wealth differences and asymmetric information on heterogeneous effort 
preferences and choices.  Their model is based on the assumption that 
wealth, or at least some wealth, is unobservable by the bank (credit 
market) and due to decreasing absolute risk aversion (higher levels of 
wealth are associated with a greater willingness to take on risk), wealthy 
individuals are more likely to become entrepreneurs irrespective of 
competence and the amount of effort they are prepared to put into their 
entrepreneurial activity.  As a result, investment and growth are sub-
optimal.  Coco and Pignatoro’s (2010) theoretical model findings suggest 
that a more efficient allocation of credit could be achieved by targeting 
lower wealth individuals.  

Research has also looked at the impact of top-end inequality on growth.  
One effect of growth in the concentration of income at the top of the 
distribution may be to price out the less well-off from access to certain 
markets and investments.  In the years leading up to the financial crisis, 
access to these markets for those who would otherwise be unable to 
afford it (based on current income and savings levels) was propped up by 
growth in consumer credit.  One of the hypotheses for why people have 
become more willing to go into debt to attain standards of living beyond 
their current means, is that growing inequality has made the lifestyles of 
the rich ever more visible and noticeable in the mass media.  This so-
called “Hello magazine effect” has been attributed to making the 
consumption patterns of the rich more desirable (OECD, 2008), resulting 
in “trickle-down consumption” and changes in consumer preferences 
amplified throughout wider society as the less wealthy attempt to emulate 
the rich (Bertrand and Morse, 2013).  As a result, rising inequality due to 
top-end led rather than inclusive growth may change social norms around 
what it means to be poor and accepted norms on reasons for 
accumulating financial debt and credit. 

Both governments and the private financial sector have been criticised for 
enabling the credit growth that has perpetuated unsustainable and 
ultimately poverty-entrenching consumption patterns.  It has been 
argued, for example, that the US government responded to inequality by 
easing the flow of credit to poorer households in a push for increased 
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home ownership among the poor (Raghuram, 2010).  This easing meant 
that more households became indebted and this can have a negative 
impact on future consumption and growth.  

Adair Turner, in his book Between Debt and the Devil (Turner, 2016), also 
argues that since the financial deregulation of the 1980s, financial 
innovations and “financial deepening” has allowed private banks ever 
more freedom to “create credit, money and purchasing power which did 
not previously exist.” (Turner, 2016, p.6).  Furthermore, he points out 
that most of the lending in advanced economies has not supported new 
social or business investment “but instead funds either increased 
consumption or the purchase of already existing assets, in particular real 
estate and the urban land on which it sits” (Turner, 2016, p.6).  Piketty 
(2014) concludes that through deregulation of controls over financial 
flows since the 1980s, both the government and the finance sector have 
played a key role in driving a shift in the share of national income towards 
capital and assets and away from labour.  Considering that about half of 
the income of the top one percent constitutes non-labour income (Dabla-
Norris et al., 2015) compared with a negligible amount for poor 
households, this shrinking wage share coupled with growth in top incomes 
means that even less of this growth benefits the poor further down the 
income distribution. 

Empirical evidence 

The theoretical negative relationship between economic inequality and 
economic growth is supported by cross-country evidence from a recent 
IMF study showing that an increase in the income share of the top income 
quintile group is followed by a decline in GDP growth over the medium 
term (Dabla-Norris et al., 2015).  This research provides further evidence 
that growth is linked in particular to the income shares of the poor and 
the middle class, estimating that while a one percentage point increase in 
the income share of the top 20% will drag down GDP growth over the 
medium term, a rise in the income share of the bottom 20% actually 
boosts growth. 

The evidence published in Dablo-Norris et al. (2015) suggests that higher 
income shares for households in the middle and lower decile groups are 
not only beneficial for the poor from a static perspective, but can enhance 
future growth which then results in further income growth for the poor 
and middle classes.  The authors state that this is due to lower earners 
having a higher marginal propensity to consume rather than save, 
coupled with the high density of people at these lower income levels 
compared to the very rich.  This means that the boost to aggregate 
demand is much greater than if income growth were concentrated among 
a small number of increasingly wealthy high earners.  Conversely, 
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increasing inequality will depress aggregate demand and economic 
growth, unless the increased savings of the rich are offset by increased 
borrowing among middle or low income earners.  In an increasingly 
unequal society, credit growth becomes necessary to maintain economic 
growth, but as the aftermath of the crisis highlights, this can be 
unsustainable and ultimately have detrimental effects on both growth and 
poverty.  In the UK, aggregate household debt grew from 100% to almost 
160% of total annual disposable income in the decade leading up to the 
crisis (Bunn and Rostom, 2015).  The credit crunch reduced consumption 
in heavily indebted households and this is believed to have contributed to 
the length and depth of the economic recession (Bunn and Rostom, 
2015). 

Alesina and Rodrik (1994) test their theoretical model which links greater 
inequality with higher redistribution, which is hypothesised to be harmful 
to economic growth, using data for a number of countries between 1960 
and 1985, and find that higher economic inequality in income and land 
ownership (which they use as a proxy for wealth) is correlated with lower 
subsequent economic growth.  They conclude that this is supportive 
evidence for the theory that inequality in income and wealth leads to 
greater redistribution, and greater redistribution is harmful for growth.  
Persson and Tabellini (1994) also test the theory linking greater inequality 
with lower economic growth as a result of tax and regulatory policies.  
They use an historical panel of nine currently developed countries - the 
United States and eight European countries (1830-1985) - and a second 
larger postwar sample containing a broad cross-section of 56 countries, 
both developed and less developed (1960-1985).  They too estimate a 
negative relationship between income inequality (top 20% share of 
personal income) and subsequent economic growth (at least in 
democracies). However, neither explicitly test if the negative relationship 
is due to redistribution or through some other mechanism and these 
findings could be used to support the theory that inequality is bad for 
growth, rather than indirectly via the impact of redistribution. 

Frank (2009b) tests the direction of causality between inequality and 
growth, using the Granger causality test1 and US annual state-level data 
over the period 1929–2000.  He finds evidence that the income share of 
the top decile ‘Granger-causes’ lower income growth, but only weak 
evidence that income growth ‘Granger-causes’ the top decile income 
share.  He concludes that his findings indicate that increases in the 
income share of the top decile negatively impact future income growth 
with income growth responding negatively to permanent changes in the 
                                                           
1  The Granger causality test is used to test the direction of causality in terms of the 

ability to forecast future values of a time series using prior values of another time 
series (Granger, 1969). 
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income share of the top decile.  This contradicts Frank’s earlier study 
(2009a) which, using a different (inferior) methodology, found that 
inequality at the top of the income distribution has a positive impact on 
long-run growth (see above). 

Many other studies also find a negative relationship between economic 
inequality and subsequent economic growth.  For example, Assa (2012) 
builds on the model suggested by Alesina and Rodrik (1994) that higher 
inequality leads to greater demand for redistribution which has a negative 
impact on growth, and the idea by Ray (1998) that inequality negatively 
affects savings, work capacity, economic incentives, and access to and 
efficiency of credit and financial markets.  He uses data for up to 141 
countries for the period 1992-2005 and finds a strong negative effect of 
income inequality on future growth, with a stronger estimated effect for 
developing countries. 

Castello-Climent (2010) finds a negative effect of inequality in income and 
human capital on economic growth in low and middle income countries.  
Sukiassyan (2007) finds a negative relationship between inequality and 
subsequent growth in Central and Eastern Europe and the Commonwealth 
of Independent States (1988-2002).  In a recent review of cross-country 
evidence by economists at the IMF, Berg and Ostry (2011) conclude that 
lower inequality can help sustain growth and Ostry, Berg and Tsangarides 
(2014), using a large panel dataset for 173 countries over the period 
1960-2010, find that a rise in inequality increases the risk of a growth 
spell ending.   

Berg, Ostry, and Zettelmeyer (2012) and Berg and Ostry (2011), using 
large international datasets, find that when growth is looked at over the 
long term, the hypothesised trade-off between efficiency and equality 
may not exist.  In fact, they find that equality appears to be an important 
ingredient in promoting and sustaining growth.  Contrary to predictions 
from some of the earlier theoretical models, Berg, et al., (2018), using a 
large cross-country study, find that redistribution appears to be benign in 
terms of its impact on growth, except when it is extensive.  They also find 
that lower inequality is correlated with faster and more durable growth.  
There are a variety of reasons why redistribution might in fact be 
beneficial for growth including the possibility that redistribution can 
reduce social unrest and political instability and thereby enhance 
economic growth (Barro, 1999).  
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6. Evidence on the relationship between growth volatility 
and income inequality: higher volatility leads to higher 
inequality 
So far we have reviewed evidence on the relationship between inequality 
and growth levels.  In this section we review evidence on the relationship 
between growth volatility and income inequality.  This literature has 
tended to focus on a positive relationship.  It might be the case that 
higher income inequality leads to great growth volatility but in our review 
of the literature we didn’t find any research examining this relationship. 

Theory 

In the theoretical literature various mechanisms have been hypothesised 
as potential drivers behind a positive relationship between growth 
volatility and income inequality, whereby higher volatility in economic 
growth leads to higher income inequality.  These include wage setting 
mechanisms (Caroli and García-Peñalosa, 2002) and human capital 
investment mechanisms (Checchi and García-Peñalosa, 2004; Galor and 
Zeira, 1993).  In terms of the wage setting mechanism, random shocks 
affecting output in turn result in workers’ marginal products and wages 
fluctuating over time.  The consequence is that risk averse workers 
willingly accept lower average earnings in exchange for a constant wage 
offered by risk-neutral entrepreneurs.  The lower constant wage may be 
accepted to avoid periods of unemployment or widely fluctuating hours of 
work and therefore earnings.  In this case, greater volatility leads to an 
increase in the ‘risk premium’ workers are willing to forego and the larger 
the share of income seized by the entrepreneurs.  In terms of the human 
capital investment mechanism, this works through the impact of 
inequality in wealth on human capital investment.  Inherited wealth acts 
as an insurance mechanism where only individuals with sufficiently large 
inherited wealth will make risky human capital investments.  In riskier 
economies (for example, where there is higher output volatility) 
investment in human capital requires larger amounts of inherited wealth.  
In this case, greater volatility leads to lower average human capital 
investment, which in turn results in greater educational inequalities and 
as a consequence higher income inequality.   

Empirical evidence 

A number of empirical studies have found evidence of a positive 
relationship between volatility in output or economic growth, and income 
inequality.  Laursen and Mahajan (2005) use a panel of U.S. state-level 
data covering the period 1945 to 2004 to analyse large income swings, 
financial crises and terms of trade shocks, to assess the impact of output 
volatility on the income share of the bottom quintile (as a proxy for 
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poverty and inequality) and find evidence of a negative relationship.  
Meaning that higher growth volatility was associated with lower income 
share of individuals in the bottom quintile.  Breen and García-Peñalosa 
(2005) examine the impact of macroeconomic volatility in output on the 
distribution of income.  They estimate the relationship using cross-
sectional data (1960-1990) for 80 developed and developing countries 
and find that greater output volatility is associated with higher income 
inequality, where inequality is measure using either the Gini coefficient or 
the income share of the top quintile.   

Calderón and Levy-Yeyati (2009) examine the impact of cyclical output 
fluctuations and extreme output events (crises) on unemployment, 
poverty, and inequality using data from 75 countries over the period 
1970-2005.  They find evidence that output volatility is related to 
increases in income inequality (Gini coefficient) and poverty (poverty gap 
and poverty headcount) and the adverse effects are mitigated by initial 
income per capita as well as public expenditure and labour protection, 
highlighting the value of social safety nets in times of crisis.   

Huang et al (2015) use US state level data 1945-2004 to test the long-
run effect of growth volatility on income inequality.  They find that larger 
growth volatility is positively and significantly associated with higher 
income inequality.  However, they found an asymmetry with larger 
growth volatility positively and significantly only associated with higher 
income inequality for positive economic growth but insignificant for 
negative economic growth. 
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7. Non-linear relationship between economic inequality 
and economic growth: the relationship varies at different 
levels of inequality 
Although many of the theories and empirical estimates of the relationship 
between inequality and growth assumes that the relationship is linear, 
this assumption has been questioned by a number of researchers (for 
example, Benabou (1996), and Banerjee and Duflo (2003)), who suggest 
that at different levels of inequality the relationship with growth varies in 
a non-linear way. 

Cornia, Addison and Kiitsi (2003, 2004) suggest that the relationship 
between economic growth and economic inequality is concave; inequality 
that is ‘too low’ or ‘too high’ can, ceteris paribus, be detrimental to 
growth, but between these two extremes exists a growth-maximizing 
range which varies across countries (Figure 2).  

Figure 2: Non-linear relation between inequality and growth 

Source: Cornia, Addison and Kiitsi (2003), Figure 4, p.18 (reproduced).  

The hypothesised non-linear relationship encompasses a number of the 
theories outlined earlier in this paper on why inequality might be either 
good or bad for growth.  Where inequality is very low, over some range 
growth is first assumed to rise when inequality increases but then falls 
when inequality is very high.  As Cornia, Addison and Kiitsi (2004, p.44-
45) put it: 

“Such a range varies across countries depending on structural 
factors such as asset distribution, the share of agriculture in total 
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output, natural resource endowment, the history of past policy 
decisions, and, thus, the accumulation and sectoral distribution of 
physical and human capital.   

When the real income distribution is too compressed and only 
poorly reflects differences in talent, merit, and effort, growth may 
be inhibited by a weakening of individual work incentives, by 
attempts at labour shirking and free-riding, and by the search for a 
‘quiet working life’.” 

But, when inequality is ‘too high’: 

“…growth turns sharply negative, as the observed distribution of 
income deviates markedly from the latent distribution of rewards 
based on talent, merit, and effort. This mainly happens because of 
the malfunctioning of labour, capital, and product markets, or 
because of unbalanced access to education, land, credit, and 
insurance or by sheer discrimination and segregation.  This case is 
also characterized by an erosion of incentives which may lead to 
output contraction among the self-employed and to shirking and 
free-riding among dependent workers.”  

Cornia, Atkinson and Kiitsi (2003, 2004) also conduct an econometric test 
of a non-linear relationship between inequality and growth.  They used 
data for 73 countries over the period 1980-1998.  Comparing the results 
from using a linear function and a quadratic function they find that the 
quadratic function fits the data substantially better than the linear 
function and identifies a statistically significant concave relationship.  
Their estimates suggest that countries experiencing an increase in 
inequality are likely, on average, to experience a slowdown in growth.   

Another form of non-linearity in the relationship between inequality and 
growth could be the variation estimated in a number of studies across 
low, middle and high income countries.  Although it may not be strictly 
speaking due to a non-linear relationship between inequality and growth, 
a number of studies have found that any estimated relationship varies 
across countries. 

Controls for initial level of income allows for the possibility of 
convergence, or for countries to be placed on a development path 
(defined in terms of income per capita) along which the relationship 
between inequality and growth can vary.  As we saw in Section 3, Kuznets 
hypothesised that as income per capita increased, inequality would first 
rise and eventually fall.  However, the results do not support this 
hypothesis.  For example, Barro (2000) estimates that inequality has a 
negative impact on growth in low income countries, but a positive effect 
on growth in high income countries.  Casetllo-Climent (2010) estimates a 
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negative effect of inequality (income and human capital) on economic 
growth in low and middle income countries.  Barro (2000) and Lin et al 
(2009) find what they describe as a ‘non-linear inequality growth nexus’ 
with inequality encouraging growth in high income economies but slowing 
growth in low income economies.  In addition, Banerjee and Duflo (2003) 
and Assa (2012) estimate that the relationship is negative in developing 
countries. 
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8. The relationship between poverty, inequality and 
economic growth: a three-way relationship exists 
Our interest lies not just in the relationship between inequality and 
growth but also how poverty fits into the macro-level picture.  There is an 
extensive literature examining the relationship between poverty and 
economic growth within developing countries.  These studies typically 
estimate this relationship using measures of absolute income poverty 
(mainly using minimum absolute income poverty thresholds, such as 
$1/$1.25/$2.50 day).  In low income countries, growth has been shown 
to be an important driver for absolute poverty reduction.  Many studies 
test the relationship between poverty and growth through estimating the 
growth elasticity of poverty – how much a given rate of economic growth 
reduces poverty or how much poverty declines in percentage terms for a 
given percentage rise in economic growth – we do not provide an 
extensive review of this literature here as it is not the focus of this review.  
However, we are interested in the fact that some of this research has 
shown that inequality also plays an important role in determining the 
relationship between poverty and economic growth (for example, see 
Adams, 2004; Bourguignon, 2003, 2004; 2019; Epaulard, 2003; Fosu, 
2008, 2009; Kalwij and Verschoor, 2007; Ravallion, 1997) and we review 
some of the findings from this literature.   

A poverty-inequality-growth triangle (sometimes called the growth-
inequality-poverty triangle (Dhrifi, 2015)) was first used by Bourguignon 
(2004) to describe the fact that a country's change in absolute poverty 
can be fully determined by its change in income growth and income 
inequality (Figure 3).   

Figure 3: The poverty-inequality-growth triangle 

 
Source: Bourguignon (2004), p.4. (reproduced). 
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Bourguignon (2004) also introduces a useful identity which expresses the 
change in absolute poverty as a function of: (a) the growth in mean 
income and (b) changes in the distribution of relative income (Change in 
Poverty ≡ F(growth, distribution, change in distribution)).  He illustrated 
this identity using a diagram (Figure 4). 

Figure 4: Decomposition of change in income distribution and poverty into 
growth and distributional effects 

 

Source: Bourguignon (2004) Figure 1, p.7. (reproduced). 

A large scale empirical study covering 138 countries over the period 
2005–2010 (Khan et al., 2014), tested for empirical evidence of a 
poverty-growth-inequality triangle and found that:  

 The impact of economic growth and income inequality on poverty 
reflects the fact that income inequality increases poverty while 
economic growth decreases poverty;  

 The impact of inequality on increasing poverty is somewhat greater 
than the effect of growth in average income in reducing overall 
poverty in a sample countries;  

 Poverty itself is also likely to be a barrier for poverty reduction [see 
more on this below];  

 Inequality seems to predict lower future growth rates.  

Kwasi (2010) shows that there are many countries where GDP or income 
growth may not translate to poverty reduction, with a number of 
countries registering only modest poverty reductions despite strong 
growth.  Hull (2009) shows that growth in one sector of the economy will 
not automatically translate into poverty reduction as much depends on 
the profile of growth (in terms of employment or productivity intensity), 
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the sectors in which those in poverty are employed, and the extent of 
mobility across sectors. 

Bhalla (2002) challenged previous use of changes in mean income (or 
consumption) to measure economic growth rather than changes in GDP 
per capita and shows that this led to underestimates of the relationship 
between growth and inequality.  Another methodological consideration is 
whether initial levels of inequality should be controlled for.  High initial 
levels of inequality have been found to limit the effectiveness of growth in 
reducing poverty (see, for example, Kwasi, 2010).  Adams (2004) reviews 
a number of studies which provide estimates of the growth elasticity of 
poverty and concludes that earlier estimates appear to underestimate this 
relationship.  He finds that the relationship between poverty and growth 
in low and middle income countries is sensitive to how growth is 
measured (income or GDP) but even with improved measures, estimates 
of the growth elasticity of poverty vary between countries and that the 
relationship greatly depends on initial levels of inequality.   

Fosu (2009) also finds that initial inequality differences can lead to 
substantial cross-country disparities in the income-growth elasticity of 
poverty.  He finds that initial inequality negatively affects the impact of 
GDP growth on poverty reduction for countries in Sub-Saharan Africa.  
Ravallion (1997) finds that if inequality is very high, countries that would 
have very good growth prospects at low levels of inequality may see very 
little growth and poverty reduction (or even a worsening in both). 

However, there isn’t a consensus on the role of inequality in mediating 
the relationship- between growth and poverty.  Ravallion (2012) suggests 
that it is initial poverty rather than income inequality that affects 
economic growth.  Ravallion questions why we do not find poverty 
convergence; countries starting with higher poverty rates do not see 
higher proportionate rates of poverty reduction.  His research suggests 
that, at mean consumption, high initial poverty has an adverse effect on 
consumption growth and also makes growth less poverty-reducing. Thus, 
for many poor countries, the growth advantage of starting out with a low 
mean is lost due to a high incidence of poverty.  In other evidence, 
Breunig and Majeed (2016) find that the negative impact of inequality on 
growth is concentrated in countries with high rates of poverty.  

There is also research exploring why poverty can be harmful for growth.  
If individuals living in income poverty are more likely to suffer poor health 
and low productivity as a result (Perotti, 1996; Galor and Moav, 2004), 
then labour productivity and therefore economic growth could be lower 
than they would have been if poverty had been lower (Stiglitz, 2012).  In 
addition there is evidence that child poverty is associated with a range of 
poorer adult outcomes related specifically to individuals’ productive ability 
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– affecting education, health and employment.  This disadvantage limits 
adults’ productive contribution to growth and growth will be lower as a 
direct consequence.  A systematic review of the literature on the effects 
of child poverty highlights how much of this is due to the fact that ‘Money 
Matters’ (Cooper and Stewart, 2013). 

Another reason why poverty may hamper economic growth is explored by 
Bell et al. (2017) who examine the relationship between family 
background and innovation. They find that children of low-income parents 
are much less likely to become inventors than their higher-income 
background counterparts (as are minorities and women).  Decompositions 
using education outcomes indicate that this income-innovation gap can 
largely be accounted for by differences in human capital acquisition during 
childhood.  They also identify “innovation exposure effects” during 
childhood by showing that growing up in an area with a high innovation 
rate in a particular technology class is associated with a much higher 
probability of becoming an inventor specifically in that technology class. 

Evidence that economic growth has not benefited disadvantaged groups 
or disproportionately benefited the already well-off has led to calls for, 
and a policy focus on, pro-poor or ‘inclusive growth’.  However, although 
it sounds counter-intuitive, it is possible to have pro-poor growth 
alongside rising inequality and increasing poverty rates due to re-ranking; 
those moving up the income distribution are simply replaced by new 
entrants (Chzhen, Toczydlowska and Handa, 2016; Van Kerm and Pi 
Alperin, 2015; Jenkins and Van Kerm (2006) contrast the USA with West 
Germany over the 1980s and 1990s).  

City level evidence also shows that it is possible to have economic growth 
without poverty reduction (Lee et al., 2014; Lupton, 2016).  This research 
shows that many of the most economically successful UK city economies 
have experienced stable or increasing poverty rates even during periods 
of economic growth.  The researchers conclude that the reason for this is 
partly that growth in a relatively small number of high-value sectors can 
generate increasing economic output without having any substantial effect 
on increasing employment.  In addition, the jobs that are generated do 
not necessarily provide a route out of poverty due to the problems of low 
pay, precarious work and lack of in-work progression. 
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9. Concluding remarks 
In this paper we have reviewed evidence on the relationships between 
economic inequality, poverty and economic growth.  In the early literature 
the focus was on examining the relationship between economic growth 
and economic inequality.  Simon Kuznets’ influential 1955 paper set out a 
hypothesis that as countries advance through the stages of development, 
inequality will first rise and then fall (the Kuznets curve).  Kuznets 
provided some estimates of this relationship but lamented at the time the 
lack of good quality data.  Later studies, with higher quality data, suggest 
that this relationship does not hold.   

In more recent times, interest shifted to examining the opposite 
relationship: whether inequality is good or bad for growth.  There is now 
an extensive literature covering the theoretical relationship and providing 
empirical evidence supporting both hypotheses.  Results seem to hinge on 
data quality, differences in measures used, choice of control variables and 
statistical estimation techniques.  Although it is possible to pick holes in 
some of these studies, one way in which the ambiguity in the results and 
the opposing positions can be aligned is through considering that the 
relationship between inequality and growth is non-linear.   

Cornia, Addison and Kiiski (2003, 2004), outline a model where at lower 
levels of inequality, growth first rises as inequality increases, and at very 
high levels of inequality, growth falls with further increase in inequality.  
Between these two levels there exists a range where the relationship 
between inequality and growth is ambiguous.   

Research has also examined the three way relationship between poverty, 
inequality and growth.  Bourguignon (2004) shows that a country’s 
change in absolute poverty can be fully determined by the change in 
income growth and income inequality.  However, this identity does not 
hold for poverty measured in relative terms.  While growth may be a key 
factor in reducing absolute poverty  in low income countries, the idea held 
by some that inequality will promote growth and this growth will mean 
that the benefits from growth will ‘trickle-down’ and thus reduce poverty, 
is disproved in the literature.  Evidence suggests that in many cases 
growth benefits the already well-off and that poverty, in fact, has a 
negative impact on the prospects of growth. 
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