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 Inequality and Growth Reconsidered:
 Lessons from East Asia

 Nancy Birdsall, David Ross, and Richard Sabot

 East Asian economies have experienced rapid growth over three decades, with rela-
 tively low levels of income inequality, and appear to have also achieved reductions in
 income inequality. We argue that policies that reduced poverty and income inequality,
 such as emphasizing high-quality basic education and augmenting labor demand, also
 stimulated growth. Closing two virtuous circles, rapid growth and reduced inequality
 led to higher demand for, and supply of, education. Moreover, low levels of income
 inequality may have directly stimulated growth. We present cross-economy regression
 results that are consistent with a positive causal effect of low inequality on economic
 growth and with low inequality of income as an independent contributing factor to
 East Asia's rapid growth. We conclude that policies for sharing growth can also stimu-
 late growth. In particular, investment in education is a key to sustained growth, both
 because it contributes directly through productivity effects and because it reduces in-
 come inequality.

 It has long been the conventional wisdom that there is a tradeoff between aug-
 menting growth and reducing inequality. Two explanations are given for the
 view that an unequal distribution of income is necessary for, or the likely conse-
 quence of, rapid economic growth. The first, following Kaldor (1978), is that
 because a high level of savings is a prerequisite of rapid growth, income must be
 concentrated in the hands of the rich, whose marginal propensity to save is
 relatively high. The second, following Kuznets (1955), is that as labor shifts
 from sectors with low productivity to sectors with high productivity, aggregate
 inequality must initially increase substantially and only later decrease; Robinson
 (1976: 437) observed that this pattern had "acquired the force of economic
 law."

 The conventional wisdom has in fact been repeatedly questioned. Twenty
 years ago, prior to the fulfillment of East Asia's remarkable potential, Ahluwalia
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 (1974: 13) concluded, on the basis of the cross-country data then available, that
 "[T]here is no strong pattern relating changes in the distribution of income to
 the rate of growth of GNP.... This suggests that there is little firm empirical
 basis for the view that higher rates of growth inevitably generate greater in-
 equality." Anand and Kanbur (1993) demonstrate the sensitivity of the U-shaped
 relation between inequality and per capita income to changes in functional form
 and choice of observations. Alesina and Perotti (1994), Alesina and Rodrik (1994),
 Fields (1989), and Persson and Tabellini (1994) provide supporting evidence for
 why high inequality might constrain growth.

 In this article we show how the recent experience of East Asia also casts
 doubt on the conventional wisdom. East Asian economies have had rapid growth
 over three decades with relatively low levels of income inequality, and although
 evidence on changes in income inequality is fragile, these economies appear to
 have also achieved reductions in income inequality. Our argument is straight-
 forward: policies that reduced poverty and income inequality, such as empha-
 sizing basic education and augmenting labor demand, also stimulated growth.
 Moreover, low levels of income inequality may have stimulated growth.

 The rapid growth in the East Asian region has been unparalleled. Eight "high-
 performing Asian economies"- labeledHPAEs in World Bank (1993)-are Hong
 Kong, Indonesia, Japan, the Republic of Korea, Malaysia, Singapore, Taiwan
 (China), and Thailand. Not only have the HPAES outperformed the industrial
 economies since 1960, but they have grown at higher rates than other develop-
 ing economies (see table 1). They have also grown at higher rates than the cur-
 rent industrial economies did during their earlier periods of most rapid growth:
 the annual average compound growth rate of GDP per capita of industrial econo-
 mies was 1.1 percent for 1820-70 and 1.4 percent for 1870-1913 (Maddison
 1982). The HPAEs also stand out for persistence of rapid growth: although other
 developing economies have experienced rapid growth for several years, few have
 managed to sustain such growth over three decades (Easterly and others 1993).

 The decline in poverty in East Asia has been equally remarkable. The per-
 centage of people below the poverty line has fallen far more rapidly in East
 Asia than in other regions. For example, in the period from 1970 to 1987,
 the percentage of people below the poverty line in Indonesia fell from 58
 percent (among the highest of all developing economies for which measures
 are available) to 17 percent (among the lowest of all developing
 economies)(World Bank, various years b). As would be expected, the abso-
 lute number of poor people has also declined significantly in the HPAES (World
 Bank, various years b). Although declines in income inequality are more dif-
 ficult to document, measures such as the Gini coefficient show improvements
 in each of the HPAES from 1965 to 1990 (World Bank 1993). Findlay and
 Wellisz (1993); Kuo, Ranis, and Fei (1981); and Leipziger and others (1992)
 also cite evidence suggesting that, unlike in many other developing econo-
 mies during this period, income distribution in East Asian economies either
 improved or, at the very least, did not worsen. (However, for some years
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 Table 1. Average Annual Growth in Per Capita GNP, Selected Economies,
 1960-80 and 1965-90

 Country 1960-80 1965-90

 High-performing East Asian economies

 Hong Kong 6.8 6.2
 Indonesia 4.0 4.5
 Japan 7.1 4.1
 Korea, Rep. of 7.0 7.1
 Malaysia 4.3 4.0
 Singapore 7.5 6.5
 Taiwan (China) 7.2
 Thailand 4.7 4.4
 Average 5.9 5.5

 Selected developing economies
 Argentina 2.2 -0.3

 Bangladesh 0.7
 Botswana 8.4

 Brazil 5.1 3.3
 Cameroon 2.6 3.0

 Chile 1.6 0.4
 El Salvador 1.6 -0.4
 Guatemala 2.8 0.7
 Ghana -1.0 -1.4
 India 1.4 1.9
 Kenya 2.7 1.9
 Mexico 2.6 2.8
 Morocco 2.5 2.3
 Nigeria 4.1 0.1
 Pakistan 2.8 2.5
 Panama 3.3 1.4
 Peru 1.1 -0.2
 Senegal -0.3 -0.6
 Zimbabwe 0.7 0.7

 Source: World Bank (various years b) and Taiwan, China (1994).

 within this period, some East Asian economies show evidence of worsening
 inequality. See, for example, Bruton 1992 and figure 1.)

 Figure 1 shows the relationship across economies between percentage growth
 in GDP (1965-89) and average income inequality (1965-90) as measured by the
 ratio of the income share of the richest 20 percent to that of the poorest 40
 percent. The East Asian economies stand alone in the northwest corner; they
 achieved a combination of rapid growth and low inequality over the twenty-
 five-year period.

 In part, the association of rapid growth and low inequality is explained by
 policies and programs adopted by governments in East Asia that helped ensure
 widespread sharing in the benefits of economic growth. In addition to the post-
 war land reforms in Korea and Taiwan (China), a variety of other policies and
 programs had the effect of ensuring shared growth: public housing in Hong
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 Figure 1. Income Inequality and Growth of GDP, 1965-89

 Growth of GDP per capita
 (percent)
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 Note: Income inequality is measured as the ratio of the income shares of the richest 20 percent to
 the poorest 40 percent of the population. For the East Asian economies, the change in that ratio is
 shown using the earliest and the latest year for which that ratio is available. For all other economies,
 the average of that ratio is taken using all years in the period 1965-89 in which that ratio was available.

 Source: World Bank (1994).

 Kong and Singapore, extensive investment in rural infrastructure in Malaysia
 and Thailand, and, most common, widespread access to high-quality basic edu-
 cation and health services (World Bank 1993; Campos 1994). Equally impor-
 tant, the export-oriented, labor-demanding development strategy adopted in East
 Asia increased employment opportunities and wages. These policies and their

This content downloaded from 124.122.140.136 on Tue, 22 Oct 2019 19:46:48 UTC
All use subject to https://about.jstor.org/terms



 Birdsall, Ross, and Sabot 481

 successful implementation were the result of some combination of historical
 circumstances, wisdom, political design, and good luck. With regard to their
 replicability elsewhere, it may not matter why they were implemented. What
 matters is that policies for sharing growth seem to have also stimulated growth.

 The educational dimension of this shared growth is the most easily measured.
 Figures 2 and 3 present a stylized summary of the results of regressing both
 primary and secondary school enrollment rates on per capita national income
 for more than ninety developing economies for the years 1965 and 1987. The
 figures indicate that, for the most part, economies in East Asia had significantly
 higher primary and secondary school enrollment rates than predicted by cross-
 economy comparisons. Where enrollment rates are low, poor children and girls
 are the least likely to be enrolled. Where enrollment rates are high, there is a
 corollary: a reduction in the inequality of access by socioeconomic background
 and by gender. In contrast to other developing regions, in which increases in the
 quantity of schooling resulted in the erosion of quality, particularly for the poor,
 in East Asia increases in quantity were associated with improvements in quality.
 Repetition and dropout rates-which are negatively correlated with school qual-
 ity-have remained low in comparison with those in other developing regions,
 and East Asian children have consistently scored better in internationally com-

 Figure 2. Cross-Economy Regression for Primary School Enrollment Rates,
 1965 and 1987

 1965 1987

 Primary school enrollment rates
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 a. Per capita income substantially exceeds US$3,500.
 Source: Singapore and Hong Kong from World Bank (1994); all others from Behrnan and

 Schneider (1992).
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 Figure 3. Cross-Economy Regression for Secondary School Enrollment Rates,
 1965 and 1987

 1965 1987

 Secondary school enrollment rates

 100
 Republic of Korea (88)

 [19.4).

 80-
 Hong Konga (73)

 Republic of Korea (35) Singapore' (68)
 119.1] aasa(9

 60 - Thailand (14) Singapore (45) Malays i59)
 [2.31 [18.71 Indonesia (46)

 Pakistan (12) / 119.5] Brazil (39)

 40 - Hong Kong (29) Tailand (28)

 Mala sia (28) 1~~~~~~~~~~-8.31
 Bangladesh 111 kistan (19)l

 20 - / . *[-5.9)
 L * Brazil (16) angladesh (18)

 Indonesia (12) [3.11 1-3.61
 O ,1.1 ,, . I.. . ,,I 'I .I I'II'

 0 250 500 750 1,750 2,000 0 500 1,000 1,500 3,500

 Per capita income (1988 U.S. dollars)

 Note: Figures in parentheses are enrollment rates; bracketed numbers show residuals.
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 Source: Singapore and Hong Kong from World Bank (1994); all others from Behrman and

 Schneider (1992).

 parable tests than children from other developing economies (Birdsall and Sabot
 1994).

 In the first two sections of this article, we focus on two "virtuous circles" in
 East Asia. Section I describes a process of cumulative causation, in which educa-
 tion contributed to economic growth, which, in turn, stimulated investment in
 education. Section II shows how education contributed to low levels of income
 inequality which, in turn, stimulated investment in education. In section III we
 discuss how low inequality of income can have a direct, positive effect on eco-
 nomic growth, over and above its effect through education. We present cross-
 economy regression results that, contrary to the predictions of Kaldor and
 Kuznets, are consistent with a positive causal effect of low inequality on eco-
 nomic growth and with low inequality as an independent contributing factor to
 East Asia's rapid growth. We conclude that investment in education is a key to
 sustained growth, both because it contributes directly through productivity ef-
 fects and because it reduces income inequality.

 Throughout this article we invoke a variety of different results-from theory,
 microeconomic studies, and cross-economy studies-to piece together and illus-
 trate our story. None of these alone would constitute an airtight case. In par-
 ticular, the results of cross-economy statistical work must be interpreted with
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 caution;1 the statistical difficulties of working with cross-economy regressions-
 a high level of aggregation, substantial measurement error, inconsistencies in
 data collection and definition, and specification and omitted-variable bias-are
 well documented (for example, Levine and Renelt 1992). However, only by
 looking across economies is it possible to generate the level of variation in key
 indicators of growth, inequality, and policy needed to capture the effects hy-
 pothesized here. The cross-economy regression results reported below comple-
 ment, and are consistent with, theory and with the microeconometric evidence
 we present.

 I. EDUCATION STIMULATES GROWTH, AND GROWTH STIMULATES EDUCATION

 The accumulation of human capital, as measured by the educational attain-
 ment of the population, has consistently emerged as an essential feature of eco-
 nomic growth and development. But the direction of causality implied by the
 positive correlation between educational attainment and per capita output in a
 cross-section of economies is unclear: it could simply indicate that education is
 a luxury consumer good that is increasingly demanded as incomes rise. This
 concern has been eased by cross-economy regressions in which the characteris-
 tics of economies decades ago are used as predictors of subsequent rates of growth.
 A widely cited contribution to this burgeoning growth-regression literature is
 Barro (1991). The core regression from that paper, which we use as our base
 regression, appears in the first column of table 2. (Descriptive statistics for the
 variables used in table 2 appear in appendix table A-1.) The important contribu-
 tion of education is among the most robust findings of these growth regressions,
 proving to be relatively insensitive to changes in either specification or sample
 composition (Levine and Renelt 1992).

 These results are consistent with what human capital theory, the theory of
 investment in people, predicts. Education augments cognitive and other skills,
 which, in turn, augment the productivity of labor (Schultz 1961; Becker 1964).
 Moreover, human capital theory has been extensively tested in the microeconomic
 literature; Schultz (1988) and Strauss and Thomas (1995) review the evidence
 from dozens of studies, based on household- and firm-level data, showing that
 more-educated individuals receive higher wages and are more efficient in man-
 aging the health and nutrition of their households.

 Endogenous growth theory also predicts that educational investments will
 enhance growth. A larger stock of human capital facilitates the production of
 new ideas and technological progress or, for an economy that is not on the

 1. Cross-economy comparisons have been a prominent feature of the now fifty-year empirical search

 for uniformities in the process of the transformation of low-income economies into high-income economies.

 Clark (1940) and Kuznets (1966) were pioneers in this effort. Chenery and Syrquin (1975) provided a
 comprehensive description of the structural changes that accompany the growth of developing economies

 and analyzed their relations. More recently, Romer (1990), Barro (1991), and King and Levine (1993)
 have used cross-country regressions to test endogenous growth models.
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 Table 2. Determinants of GDP Growth in a Cross-Economy Sample, 1960-8S
 Basic Basic regression

 regression Basic with income
 with regression share, excluding

 Basic manufactured with income education
 Variable regression exports share variables

 Per capita GDP, 1960
 (thousands of 1980 dollars) -0.0075 -0.0069 -0.0075 -0.0020

 (-6.25) (-5.135) (-4.730) (-1.801)

 Primary school enrollment rate, 0.0250 0.0271 0.0243
 1960 (4.464) (4.532) (3.024)

 Secondary school enrollment rate, 0.0305 0.0262 0.0366
 1960 (3.861) (1.723) (2.427)

 Ratio of manufactured exports 0.0007
 to GDP, 1965 (1.539)

 Secondary school enrollment- 0.0005
 export interaction, 1960a (0.324)

 Income share ratiob -0.0013 -0.0018

 (-1.897) (-2.406)
 Government consumption share
 of GDP, 1970-85c -0.1190 -0.0566 -0.1229 -0.1495

 (-4.250) (-2.419) (-4.380) (-4.760)
 Average annual number of
 revolutions, 1960-85 -0.0195 -0.0168 -0.0176 -0.0268

 (-3.095) (-1.987) (-1.867) (-2.493)
 Average annual number of
 assassinations, 1960-85 -0.0333 -0.0024 -0.0055 -0.0067

 (-2.148) (-0.738) (-1.526) (-1.626)

 Absolute deviation in investment
 deflator, 1960d -0.0143 -0.0139 -0.0086 -0.0176

 (-2.698) (-2.136) (-1.093) (-2.012)
 Constant 0.0302 0.0202 0.0418 0.0706
 R2 0.56 0.57 0.54 0.36
 Number of observations 98 100 74 74

 Note: The first column presents Barro's (1991) results; the other columns present new results.
 t-statistics are in parentheses.

 a. Ratio of manufactured exports to GDP multiplied by 1960 secondary school enrollment rate.
 b. Ratio of the total income of the top 20 percent to the total income of the bottom 40 percent for the

 first year for which data became available in each country.
 c. Average annual ratio of real government consumption (exclusive of defense and education) to real

 GDP.

 d. Magnitude of the deviation of the purchasing power parity value for the investment deflator
 (U.S. = 1.0) from the sample mean.

 Source: Barro (1991) and authors' calculations based on data from Barro (1991); World Bank (various
 years a); Clarke (1995); and World Bank data.

 technological frontier, relatively rapid adaptation of new ideas and acquisition
 of technological capability (Nelson and Phelps 1966; Romer 1990, 1993). More-
 over, rates of return to human capital may actually be increasing over some
 range because of spillover benefits, that is, when one more-educated worker
 makes an entire group of workers more productive.
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 The magnitude of the contribution of investment in human capital to rates of
 economic growth can be assessed with counterfactual simulations derived from
 the basic regression model in table 2. Consider an economy characterized by the
 average value of each of the variables in the sample of ninety-eight economies in
 table 2. We simulated the changes in growth in per capita GDP for that economy
 during the period from 1960 to 1985 by assuming that the country had achieved
 primary and secondary school enrollment rates each half a standard deviation
 above or below the means of those variables for all countries. The one-standard-
 deviation difference in enrollment rates translates into a nearly 1.5-percentage-
 point difference in the annual per capita growth rate. The cumulative effect of
 this annual difference in growth rates over twenty-five years is large. The simu-
 lation indicates that a country with primary and secondary school enrollments
 half a standard deviation above the average in 1960 would have had a GDP per
 capita 40 percent higher than a country with 1960 enrollments half a standard
 deviation below the average. Similarly dramatic results emerge from simula-
 tions pairing actual countries. With Pakistan's 1960 enrollment rates, Korea's
 predicted growth rate falls, resulting in a per capita GDP for 1985 that is 39.6
 percent lower than the one Korea actually attained.

 Allowing the impact on growth of primary school enrollment rates to vary by
 gender (not shown) reveals no significant difference between the coefficient val-
 ues for men and women, suggesting that increasing primary school enrollments
 for girls will be just as effective in stimulating growth as increasing enrollments
 for boys. This conclusion from cross-economy data is consistent with the
 microeconomic evidence that the private rates of return to education among
 wage earners are roughly the same for women as for men (Strauss and Thomas
 1995; Summers 1992).

 Of course, the rate of participation in the wage-labor market is much lower for
 women than for men. However, the economic payoff to educating girls is given not
 only by the increases in the productivity of wage labor but also by nonwage social
 benefits derived from changes in behavior within households. Fertility is a notable
 example: the evidence is clear that educated mothers have fewer children (Behrman
 1993). Educated mothers also are more efficient users of health services for them-
 selves and their children, send children to school who are better prepared to benefit

 from society's schooling investment, and are more likely to send their own daugh-
 ters to school (see Birdsall, Ross, and Sabot 1993). In Asia the fertility rate for
 women with more than seven years of schooling is 54 percent of the rate for unedu-

 cated women (Summers 1992). Closing still another virtuous circle, the fertility
 decline in East Asia beginning in the mid-1960s resulted in a marked slowing of the
 growth of the school-age population in the 1970s. This contributed to a growth of
 public expenditures on basic education per eligible child that was more rapid than
 elsewhere, permitting more rapid increases in the quantity and improvements in the
 quality of schooling provided.

 Differences among countries in the demand for skills, which have been ne-
 glected in regression studies of growth that test education's contribution, are
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 also important. The resulting omitted-variable bias in these regressions may be
 a factor in the substantial overprediction of rates of growth for some countries
 with higher-than-predicted rates of enrollment in primary and secondary schools
 in the 1960s. For example, countries such as Egypt, the Philippines, Sri Lanka,
 and the former Soviet Union, like East Asian economies, had greater human
 capital endowments than predicted for their initial levels of income. Weak de-
 mand for educated labor may help explain why these countries nevertheless
 have tended to underperform with respect to growth.

 Figure 4 illustrates the link between the demand for skills in the labor market
 and education's contribution to growth. The horizontal axis measures the mag-
 nitude of investment in human capital, as proxied, for example, by enrollment
 rates and basic education. The vertical axis measures the rate of return to in-
 vestment in human capital (schooling) and, implicitly, the contribution of in-
 vestment to growth for a given level of investment in human capital. S and D

 Figure 4. Demand Sbifts and the Returns to Human Capital, East Asian and
 Developing Economies

 Rate of return
 to investment in
 human capital S

 D 5'~~Do

 Typlpic
 \ / \ ~~~~~~East Asian/

 \ / e~~~~conomy/
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 R, ------------------------ ---L----)

 . D

 So S S2 Quantity of
 investment in
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 Note: S is the skill supply; D is the demand function; S'and D'represent the same variables for a
 typical East Asian economy.
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 are, respectively, the skill supply and demand functions of the typical develop-
 ing economy; S' and D' are the skill supply and demand functions of the typical
 East Asian economy. We show S' as shifted to the right because, for example,
 there is greater public commitment to basic education in East Asia. (The supply
 function is more elastic because the distribution of income is more equal. There
 is less absolute poverty than in the typical developing economy, and families
 near the bottom of the distribution of income can better respond to increases in
 returns to investments in human capital.) D' is shifted to the right on the premise
 that, for any given rate of return to skill, skilled workers have been in greater
 demand in East Asia than in the typical developing economy.

 As drawn, in East Asia high levels of demand for skilled workers have offset
 the tendency for educational expansion to induce diminishing returns to invest-
 ment in human capital. By contrast, although enrollment rates are higher in
 some developing economies than others, for example economy X, the returns to

 education will be lower. Educational expansion (from S0 to S,) reduces the rate
 of return to education (from Ro to R1) because economy X has the human capi-
 tal supply function of East Asia but the skill demand function of the typical
 developing economy. In contrast, in East Asia the net result of high demand for
 human capital as well as high supply is that, although skilled labor is more
 abundant than in the typical developing economy, the rate of return to invest-
 ment in human capital (at R2) is at least as high.

 It is widely acknowledged that macroeconomic, agricultural, and, in particu-
 lar, export-push policies contributed to a high demand for labor in East Asia
 (World Bank 1993).2 Did these policies, by ensuring adequate demand for skilled
 as well as unskilled labor, also help ensure a high economic return to education?
 We assess this question using the regression shown in the second column of
 table 2. We control for the supply of education and test the relevance of the
 demand for skills using variables that measure the degree to which an economy
 is oriented toward manufactured exports.3 Our prediction is that, in the stan-
 dard growth rate function, there will be a positive effect on growth of the inter-
 action between the degree of orientation of an economy toward manufactured
 exports and the level of educational endowments in 1960. That is, the more
 oriented toward manufactured exports the economy is, the greater the demand
 for skilled labor and the greater the impact of a given educational endowment
 on growth will be.

 2. East Asia's emphasis on exports contrasted with the import-substituting, capital-intensive strategies
 that primarily served the elite and labor insiders in Latin America and elsewhere and did not generate a

 strong demand for labor (Banerji, Campos, and Sabot, forthcoming).
 3. See, for example, Pack and Page (1994) and Wood (1994). Of course, a high rate of manufactured

 exports may also reflect the supply of skills-a function in part of human capital accumulation (Balassa
 1984). In the second column of table 2, we control for the supply-side channel by direct inclusion of
 school enrollment rates. And just as we mitigate simultaneity between growth and human capital
 accumulation by using 1960 enrollment rates, we mitigate simultaneity between growth and export intensity
 by using the 1965 ratio of manufactured exports to GDP.

This content downloaded from 124.122.140.136 on Tue, 22 Oct 2019 19:46:48 UTC
All use subject to https://about.jstor.org/terms



 tko . 0\
 t lu

 bA en \0 r-I r- ON \%D 0 G\ \0 (ON 1! e 06 co - I I I V t-, V: C14, en eli L-; " 06
 00 Q N 0 t-1)

 v aN \D Ch 111- 00
 00 to) 4)

 V)
 10,

 tn \%D cr\ C> C) r-4 00 00 tn 0 1-1) (N
 oo C"; r4 t') N t r- CA) (10 C;

 tn
 en

 0

 17\ GN \0 \%D C) 1%0 X 0
 o\ 14 C; V: cli eq 0 tn Z v -C

 00 r-.4 N rq r-4 u

 co u
 u

 0
 (D 00 cn r-4 v \110 C> rq ON

 06 4 0 cl; tl el:) C, C; 06 4 0 \6 r-4 U

 to
 tu

 LW

 L4

 4)

 3 00 Z C)

 o >
 16w

 4-A 4-A
 (t 0 0 w L-1 LW u w .0

 co 0 4-1

 ra C)
 C) 0 C) 0 0 C)

 la rIq
 fl- If

 oo 00 00 Z Z C> 00 ON 0\ C>
 V--4 t-

 ON a\
 0 0 r-4

 0

 CU
 (U 0

 4-J S.W w
 C: 0 :1 V. 0

 CU (U U ..a U v qj 4.4 4).
 64 bo bfj 0

 (U 4., 04 4-1
 -a

 4.)

 C)
 ai (U ow u 04

 &-w X %.4.4 ci0

 0 0
 0 L4 L4

 04
 X  x x X X t3 x x
 z Iz z

 488

This content downloaded from 124.122.140.136 on Tue, 22 Oct 2019 19:46:48 UTC
All use subject to https://about.jstor.org/terms



 Birdsall, Ross, and Sabot 489

 Because of substantial multicollinearity, the two variables we add in the sec-
 ond column of table 2-the ratio of manufacturing exports to GDP and the inter-
 action of the secondary school enrollment rate and that measure of exports-
 are not significant at the 5 percent level. However, joint tests reject the null
 hypothesis that the coefficients are zero.4 The results support the contention
 that the contribution of education to economic growth tends to be greater in
 countries in which manufactured exports are a higher proportion of GDP. The
 results are consistent with the view that in East Asia the stimulus that the greater
 supply of human capital gave to economic growth was augmented by the export
 orientation of those economies and the resulting skill-demanding growth paths
 they followed. Our finding is also consistent with the shift of East Asian export-
 ers into more technologically sophisticated and more capital- and skill-intensive
 goods, as rapidly rising wages of unskilled labor eroded international competi-
 tiveness in labor-intensive manufactured goods.

 Thus the combination of a greater supply of education and a greater demand
 for educated workers contributed to faster economic growth in East Asia than
 in other developing regions.

 In the other half of the virtuous circle of education and growth, rapid eco-
 nomic growth and altered household behavior gave positive feedback to greater
 investment in education in East Asia, and resources for education expanded
 rapidly. In the ratio of public expenditures on basic education to the number of
 school-age children, in East Asia rapid economic growth increased the numera-
 tor while declining fertility (a result of earlier investments in education) reduced
 the denominator.

 Table 3 indicates that in 1970, public expenditure on basic education per
 eligible child was not much higher in Korea ($95 in 1987 dollars) than in Mexico
 ($68). However, from 1970 to 1989 it more than quadrupled in Korea, to $433,
 whereas in Mexico it did not even double. As a consequence, in 1989, Mexican
 public expenditure on basic education per eligible child was only 26 percent of
 Korean expenditure per eligible child.

 What accounted for this divergence? It was not government commitment:
 public expenditure as a percentage of GNP over this period was actually declin-
 ing in Korea and rising in Mexico. For other East Asian economies as well, there
 is no evidence that greater government commitment to education produced the
 extraordinary performance in the provision of education.5 In 1960 and in 1989,
 public expenditure on education as a percentage of GNP was not much higher in
 East Asia than in other regions. In 1960 the share of education in public expen-

 4. The F-statistic for the restriction that secondary school enrollments, export share, and interaction
 coefficients are each zero is 6.42, which exceeds the critical value for 1 percent significance with three
 and ninety degrees of freedom. More important, the corresponding F-statistic for the export share and
 interaction coefficients (6.37) also exceeds the critical value for 1 percent significance.

 S. Government expenditure on education, expressed as a percentage of GNP, was not significant in
 explaining expected years of schooling in a cross-economy regression covering fifteen Asian and Latin
 American economies. See Tan and Mingat (1992).
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 diture was 2.5 percent for East Asia, 2.4 percent for Sub-Saharan Africa, and
 2.2 percent for all developing economies (Birdsall and Sabot 1994). Over the
 next three decades, all regions markedly increased the share of national output
 they invested in formal education, but in 1989, the share in Africa, 4.1 percent,
 was higher than the East Asian share of 3.7 percent, which barely exceeded the
 3.6 percent average share for all developing economies (Birdsall and Sabot 1994).

 The initial conditions, the colonial legacy, are also not decisive in explaining
 why enrollment rates have been so much higher in East Asia than elsewhere.
 Although Korea had much higher enrollment rates in 1950 than did most other
 developing economies, the roughly 50- and 70-percentage-point increases since
 then in, respectively, primary school and secondary school enrollment rates ac-
 count for much of the current gap between Korea and other middle-income
 economies. Similar claims can be made for other East Asian economies.

 Two factors permitted a faster expansion of educational systems and enroll-
 ment rates in East Asia: faster economic growth and a more rapid decline of
 fertility. In Korea the absolute level of expenditure on basic education rose faster
 than in Mexico in part because GDP growth was faster. For example, from 1965
 to 1975 GDP growth averaged 9.5 percent in Korea and 6.5 percent in Mexico
 (World Bank, various years b). This implies that over that period, given a con-
 stant share of GDP allocated to education, the resources available to the educa-
 tion sector in Korea rose by almost 400 percent; they rose also in Mexico but
 less, by about 250 percent. (Rapid growth also raises the demand for labor,
 hence wages, and in particular, the wages of teachers. Because the pay of teach-
 ers accounts for a large proportion of recurrent expenditure on education in
 low-income economies, the tendency for rising costs to reduce the benefits of
 rapid growth would be strong except for an important mitigating factor. Rapid
 accumulation of human capital in one period increases the potential supply of
 teachers in the next, thereby reducing the relative earnings premium that teach-
 ers command. Although growth induces increases in average wages, the wages
 of more-educated workers, including teachers, tend to rise at a slower rate. For
 example, in part because of low relative salaries, the per-pupil operating costs
 of primary schools are about 13 percent of GNP per capita in Indonesia and
 Malaysia, whereas they are almost 30 percent in francophone Africa; Tan and
 Mingat, 1992.)

 Over the two decades from 1970 to 1989 there was also a divergence be-
 tween Mexico and Korea in the number of school-age children. Although in
 Mexico the number of children eligible for basic education increased by nearly
 60 percent, in Korea the number actually declined by 2 percent (Birdsall and
 Sabot 1994). The difference in fertility rates, of which these diverging trends are
 a reflection, was in part caused by earlier differences in educational attainment,
 in particular, in the educational attainment of women.

 Figure 4 illustrates another feedback mechanism. In the absence of the skill

 intensification of labor demand, educational expansion (from S0 to S,) reduces
 the rate of return to education (from Ro to R1) in the typical low-income economy.
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 This lower return then slows further investment in education. Investment in
 education by households is greater in East Asia because the demand for edu-
 cated workers is greater, and consequently the returns to investment in school-
 ing are higher. S2 - S1 is the difference between the East Asian economy and the
 typical developing economy in the level of investment in human capital induced
 by the greater demand for educated labor in the East Asian economy. A stronger
 demand for educated workers elicits a greater supply.

 II. EDUCATION LOWERS INEQUALITY,
 WHICH SnMULATES INVESTMENT IN EDUCATION

 In a cross section of more than eighty economies, there is a clear correlation
 between basic-education enrollment rates and lower levels of income inequality
 (Birdsall and Sabot 1994). There is evidence that causality runs in both direc-
 tions in this relationship-in a virtuous cycle of greater education as a cause and
 a consequence of lower inequality.

 Because educational expansion increases the number of workers holding high-
 wage jobs, income inequality can increase rather than decline; the change in the
 educational composition of the labor force causes a disequalizing effect analo-
 gous to that identified by Kuznets. With educational expansion, however, the
 relative abundance of educated workers increases, and another factor kicks in:
 the scarcity rents that the educated earn are eroded. The result is a compression
 of the educational structure of wages. This compression effect can offset the
 composition effect, leading to a reduction in the inequality of pay and hence in
 total income inequality (Knight and Sabot 1983, 1991).

 Differences between Brazil and Korea in educational opportunities in the 1970s
 and 1980s illustrate how, if education expands rapidly to all segments of a popu-
 lation, the inequality of pay can be reduced by the dominance of the compres-
 sion effect. In 1980, Brazil and Korea had similar levels of per capita income.
 Both countries had achieved universal primary education, and in both countries
 secondary and tertiary enrollment had increased. However, there was a large
 and widening gap between Brazil and Korea in the extent to which enrollment
 rates for secondary and tertiary education grew. In Korea between the mid-
 1970s and mid-1980s the proportion of high school and postsecondary gradu-
 ates in a large random sample of the wage-labor force increased so sharply that
 the proportion of workers with an elementary education or less declined from
 nearly 20 percent to under 8 percent. By contrast, for the Brazil sample, the
 comparable proportion fell from over 70 percent to just over 60 percent (Park,
 Ross, and Sabot, forthcoming).

 Table 4 presents the results of estimating a standard Mincerian log wage
 regression on the Korean and Brazilian samples using 1976 and then 1985 data.
 In Korea, with the spread of high school and postsecondary education, the extra
 earnings of graduates at these levels fell. In 1976, workers with a high school
 education earned 47 percent more than primary school graduates; by 1986 that
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 Table 4. Male Wage Structure in Brazil and the Republic of Korea, 1976 and
 1985

 Brazil Korea, Rep. of

 Variable 1976 1985 1976 1986

 Premium to 0.488 0.449

 primary schooling (55.68) (67.23)
 Premium to 0.958 0.886 0.176 0.092
 secondary schooling (85.70) (110.53) (19.66) (7.54)
 Premium to - 0.473 0.296
 high school (48.19) (23.40)

 Premium to 1.593 1.508 0.969 0.655
 higher education (100.22) (127.40) (71.48) (42.06)

 Experience 0.045 0.048 0.067 0.078
 (64.97) (83.91) (61.90) (69.61)

 Experience2 -0.0006 -0.0007 -0.001 -0.001
 (61.41) (79.27) (39.13) (50.27)

 Constant 1.149 7.043 10.231 11.779
 R2 0.546 0.562 0.532 0.449
 Number of observations 85,106 118,000 23,838 24,486
 Mean log of wages 1.864 8.095 11.363 12.895

 - Not available.
 Note: Dummy variables were included to control for region, occupation, industry, and head of household

 (Brazil only); t-statistics are in parentheses.
 Source: Authors' calculations.

 premium had declined to 30 percent. Similarly, the extra earnings of workers
 with higher education fell from 97 percent to 66 percent. In Brazil, where the
 expansion of enrollment rates in secondary and tertiary education was less
 marked, the premia to workers with secondary and tertiary schooling barely
 changed.

 In Korea the compression effect shown in table 4 offset the composition ef-
 fect of increased education; the net effect of educational expansion was to re-
 duce the log variance in wages by 22 percent. By contrast, in Brazil the compo-
 sition effect dominated; the net effect of the smaller educational expansion over
 the decade was to increase that measure of wage inequality by 4 percent. By
 1985, 25 percent of the gap between Brazil and Korea in the inequality of pay
 could be explained by differences in the educational attainment of the labor
 force (Park, Ross, and Sabot, forthcoming). The reduction in the wage premium
 to educated workers in Korea between the 1970s and 1980s and the lack of any
 such decline in Brazil suggest that the more rapid spread of education in Korea,
 and elsewhere in East Asia, contributed over time to the below-average levels of
 income inequality there compared with those in Latin America.

 Closing the second virtuous circle, there has been a feedback effect from low
 inequality of income to high enrollment rates and thus greater education. Low
 inequality of income increases household demand for education and probably
 increases the public supply.

 On the demand side, it is likely that budgetary constraints combined with
 poor access to capital markets mean that poor households do not invest in their
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 children's human capital even when the returns are high. The pressing need to
 use income simply to subsist crowds out high-return investments and constrains
 the demand for education. Table 5 pairs East Asian economies with other econo-
 mies having similar levels of average per capita income but with considerably
 higher levels of income inequality and hence lower absolute incomes of the poor.
 For example, although the per capita income of Brazil (in 1983) slightly ex-
 ceeded average income in Malaysia (in 1987), the bottom quintile received only
 2.4 percent of total income in Brazil compared with 4.6 percent of total income
 in Malaysia. The per capita income of the bottom quintile in Brazil was thus
 only 54 percent of the per capita income of the bottom quintile in Malaysia.
 Given an income elasticity of demand for basic education of 0.50 (a conserva-
 tive figure), if the distribution of income were as equal in Brazil as in Malaysia,
 enrollments among poor Brazilian children would be more than 40 percent higher.

 Low levels of income inequality may have an influence on the supply side as
 well as the demand side of the market for education. For the government to
 provide subsidized basic educational opportunities for a large segment of the
 school-age population when the distribution of income is highly unequal, the
 tax burden on the rich has to be heavy. High-income families are likely to resist,
 for example, by trying to channel public spending for education into subsidies to
 higher education where their own children will be the beneficiaries (Birdsall and
 James 1993). If incomes are more equally distributed, the incidence of taxes to
 finance mass education need not be as concentrated, and resistance to such pro-
 grams by high-income families is likely to be weaker.

 Although public expenditure on education as a share of GNP is not higher in
 East Asia than in other developing regions, the share of public expenditure on
 education allocated to primary and secondary, as opposed to higher, education
 has been consistently larger in East Asia. Korea and Venezuela are extreme
 examples. In 1985, Korea allocated just 10 percent of its public education bud-
 get to higher education, but Venezuela allocated 43 percent (Birdsall and Sabot
 1994). As a result, although both countries spent a similar percentage of GDP on
 education, Korea spent more than twice as much as Venezuela on primary and
 secondary education, a fact that surely helps to explain Korea's more abundant
 and higher-quality educational opportunities. Birdsall and Sabot (1994) present
 similar data for other East Asian economies.

 Findings of analyses across economies are also consistent with the likelihood
 that more equality in the distribution of income leads to more investment in
 education. In a study of the determinants of secondary school enrollment rates,
 Williamson (1993) found that more egalitarian societies (measured using the
 ratio of the share of total income of the bottom 40 percent to the share of the
 top 20 percent) had higher secondary school enrollment rates. Using his esti-
 mated equation to decompose the difference in enrollment rates between Brazil
 and Korea, we found that none of the 27-percentage-point difference in enroll-
 ment rates could be explained by the difference in GNP per adult. Nearly all of
 that portion of the gap that could be explained was caused by the greater
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 inequality in the distribution of income in Brazil. Were income distributed as

 equally in Brazil as in Korea, Korea's secondary school enrollment rate, instead
 of being 27 percentage points higher, would be only 6 percentage points higher.

 III. Low INEQUALITY OF INCOME STIMULATES GROWTH

 Levels of educational attainment above those predicted for economies having
 similar income levels help explain why, contrary to the conventional wisdom,
 we observe in East Asia both rapid growth and low levels of income inequality.
 Investment in education augments growth and reduces inequality and, closing a
 virtuous circle, rapid growth and low inequality induce higher investment in
 education. The adoption of a labor-demanding growth strategy that was in ac-
 cord with factor endowments and comparative advantage also contributed to
 both rapid growth and low inequality (World Bank 1993; Banerji, Campos, and
 Sabot, forthcoming). Banerji, Campos, and Sabot (forthcoming) argue that in
 East Asia the incomes of those in the bottom half of the distribution of income
 were pulled up by the rapid growth of demand for wage labor. They show that
 in Korea from 1970 to 1990 wage employment in manufacturing grew at an
 annual rate of 19 percent and real wages in manufacturing increased at an an-
 nual rate of 9 percent. By contrast, in India over the same period both wage
 employment and real wages in manufacturing grew at less than 2 percent a year.

 But does low inequality stimulate growth independently of its effect on edu-
 cation? In this section we first present some cross-economy evidence that it
 does. We then suggest some reasons why. We point out how public policy in
 East Asia counteracted the Kaldor and Kuznets effects, thereby weakening the
 tendency for rapid growth to be associated with high inequality.

 Econometric Results

 Recent cross-economy studies of growth suggest a negative relationship be-
 tween income inequality and average annual growth in per capita GDP (Alesina
 and Rodrik 1994; Persson and Tabellini 1994). For the period 1970-88, Clarke
 (forthcoming) found this relationship to be robust to the choice of (five) in-
 equality measures and alternative specifications of the explanatory variables.
 We modified the Clarke regression because we wanted estimates for the period
 1960-85 for comparability with our other growth regressions and because in
 Clarke's data set inequality observations for some countries are as recent as
 1980. Current inequality, arguably, is simultaneously determined with growth.
 We assembled economy-by-economy observations from a variety of sources on
 the ratio of the income shares of the top 20 percent of population and the bot-
 tom 40 percent. We chose the earliest available observation and dropped obser-
 vations where the measure postdated 1970. This procedure yielded a data set
 with seventy-four observations.6

 6. The list of economies and earliest year for the inequality variable is available from the authors.
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 The addition of the inequality measure to the basic growth rate function re-
 ported in column 3 of table 2 does not much change the parameter estimates.
 The education variables remain significantly positive. The inequality variable is
 negative and significant (at the 10 percent level). Controlling for other determi-
 nants of growth, we find that inequality and growth are inversely related.

 But might the negative correlation between initial inequality and growth
 be spurious? The correlation might reflect regional variation in omitted char-
 acteristics, as reflected in figure 1, with HPAEs concentrated in the northwest
 quadrant and Latin American countries in the southeast (Fishlow, forthcom-
 ing). Indeed, adding an HPAE or a Latin America dummy variable makes the
 inequality variable insignificant. Of course, the existence of regional effects
 does not in itself mean the relationship between inequality and growth is
 spurious; the use of dummy variables begs the nature of the heterogeneity
 they capture. In any event, given such problems as the comparability across
 economies of measures of inequality (Bruno, Ravallion, and Squire 1995),
 and the other weaknesses of cross-economy analysis noted above, we can
 only view the results as suggestive.

 How much might low inequality stimulate growth? For our sample of low-
 and middle-income economies, the average annual growth in per capita GDP
 from 1960 to 1985 was 1.8 percent. A one-standard-deviation increase in pri-
 mary school and secondary school enrollment rates raises growth rates by 0.62
 and 0.34 percentage points, respectively. A one-standard-deviation decrease in
 the level of income inequality raises the predicted growth rate by 0.32 of a per-
 centage point. The effect of reducing inequality is substantial; for example, other
 things being equal, after twenty-five years, GDP per capita would be 8.2 percent
 higher in an economy with low inequality than in an economy with inequality
 one standard deviation higher.

 Korea's GDP grew at an average annual rate of 5.95 percent from 1960 to
 1985 (World Bank 1993). We conducted two sets of simulations of would-be
 growth in Korea, with the inequality variables and then the enrollment variables
 varying from their actual values. Using the same equation that was used to cal-
 culate the regressions in the third column of table 2, we set the inequality and
 the enrollment rate variables first to the average for all economies in our sample,
 then to the average for all low- and middle-income economies, and finally to the
 level for Brazil, while holding other variables at the level for Korea. The pre-
 dicted growth rates we thus obtained are presented in table 6.

 If, in 1960, Korea had had Brazil's level of inequality, Korea's predicted growth
 rate over the following twenty-five years would have been reduced by 0.66 per-
 centage points each year, implying that after twenty-five years, GDP per capita in
 Korea would have been nearly 15 percent lower. In 1960 the percentage gap
 between Korea's and Brazil's enrollment rates was smaller than the gap in their
 levels of inequality; as a consequence, the impact on Korea's predicted growth
 of substituting Brazilian enrollment rates is smaller than the impact of substitut-
 ing Brazilian inequality.
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 Table 6. Actual and Simulated Growth Rates for the Republic of Korea,
 1960-85

 Inequality Enrollment
 Simulation values variable variables

 Actual for Korea 5.95 5.95
 Average of all

 other countries 5.76 5.68
 Average of all low- and
 middle-income countries 5.67 4.77
 Brazil 5.29 5.39

 Source: Authors' calculations.

 Moreover, low enrollment rates in Brazil probably in part resulted from the
 constraint on the demand for schooling imposed by high inequality. If in 1960
 Korea had had Brazil's inequality, Korea's actual enrollment rates would have
 been lower, suggesting a still larger total constraint of high inequality on eco-
 nomic growth. Conversely, to the extent that low inequality stimulates growth
 by inducing increased investment in education, the coefficient on the inequality
 variable in the third column of table 2 captures only the direct effect of inequal-
 ity on growth net of the effect of inequality on enrollments. This implies that
 deleting the education variables from the growth regression should increase the
 parameter value on the inequality variable. The fourth column of table 2 indi-
 cates that this prediction is correct: deleting the education variables raises the
 parameter value on the distribution variable by roughly 40 percent. In addition
 to its direct effects, an indirect effect of high inequality is that it appears to
 constrain growth by constraining investment in education.

 Why Might Low Inequality Stimulate Growth?

 Using income transfers to reduce income inequality is unlikely to be good for
 growth for a number of reasons: transfers often result in the diversion of scarce
 savings from investment to the subsidization of consumption; the targeted group is
 often not the one to benefit from transfers, reducing the effectiveness of transfers as

 a means of raising the standard of living and hence the savings and investment rates

 of the poor; and transfers tend to distort incentives and reduce both allocative effi-
 ciency and x-efficiency-x-efficiency is a measure of workers' productivity holding
 constant all other inputs to the production process, including the workers' skills
 (Leibenstein 1966). However, policies that increase the productivity and earning
 capacity of the poor might be good for growth. Low inequality can stimulate growth

 in four ways: by inducing large increases in the savings and investments of the poor;

 by contributing to political and macroeconomic stability; by increasing the x-effi-
 ciency of low-income workers; and, with higher rural incomes, by increasing mar-
 ket demand for domestic producers.

 Increased savings and investments of the poor. Low inequality can stimulate
 growth by inducing large increases in the savings and investments of the poor,
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 assuming there are not offsetting reductions in the savings of the nonpoor.
 Liquidity constraints can keep the poor from investing even when expected returns
 are high, but reducing inequality can increase investment in education by easing
 such constraints. Reducing inequality can have a similar impact on other
 dimensions of human capital investment, such as health and nutrition. Although
 the increased investment in health and nutrition is in part a consequence of
 education, particularly of mothers, part is independent of the education link.
 Lower income inequality implies higher absolute incomes for the poor for any
 given level of average country income per capita. Nutritious food and preventive
 and curative health care are superior goods and services. Therefore the impact
 of lower inequality on the consumption by the poor of these goods and services
 is likely to be larger than the impact of lower inequality on the incomes of the
 poor. Among the poor, the productivity of labor is adversely affected by
 inadequate nutrition and ill-health. Greater equality, through its effect on the
 health and nutrition of the poor, can imply higher-than-proportionate increases
 in productivity and thus in growth.

 We are suggesting that the higher the absolute income of the poor, the smaller
 the negative impact on their investment rate of the capital market imperfection
 that prohibits borrowing to finance investment in human capital. This implies
 that where income inequality is low, the positive association between income
 and savings rates may not be as strong as Kaldor (1978) presumed or national
 income data indicate. The data capture only savings channeled through finan-
 cial intermediaries, not the increased investments in human capital that result
 from eased liquidity constraints. (There may be a similar effect on other invest-
 ments of the poor, for example in agriculture or small enterprises, although this
 effect is more likely to be reflected in measured investment rates.)

 Of course, the higher nonfinancial savings rates of the poor where income
 inequality is low may be offset by lower financial and nonfinancial savings rates
 of the rich (who are in effect less rich for a given average country income);
 whether this is so warrants empirical study. However, note that the link of sav-
 ings to growth depends on the efficiency of the resulting investment; if the sav-
 ings of the poor are in the form of human capital and other investments they
 choose and closely monitor, we can expect the marginal returns to be relatively
 high compared with investments financed through traditionally intermediated
 savings. It may not be a coincidence that the fastest-growing East Asian econo-
 mies have had not only unusually high rates of saving and private investment,
 but also high rates of return to investment compared with those of other devel-
 oping regions (World Bank 1993).

 Political and macroeconomic stability. Low inequality can stimulate growth
 by contributing to political and macroeconomic stability. For example, low
 inequality can reduce the tendency for fiscal prudence to be sacrificed to political
 expediency, discourage inappropriate exchange rate valuation, and accelerate
 the adjustment to macroeconomic shocks. The likelihood that fiscal, monetary,
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 and other economic policies will swing between the extreme of serving the
 narrowly defined and myopic interests of the elite and an equally myopic populist
 extreme is lower where lower levels of income inequality narrow the distance
 between the interests of the elite and the poor. In contrast, growth is constrained
 when policies at each extreme create pressures for higher fiscal expenditures
 that divert scarce public resources from high-return investments to consumption.
 Moreover, by increasing economic uncertainty, such policy swings, much more
 common in Latin America and Africa than in East Asia, are likely to discourage
 private investment.

 The allocation of limited fiscal resources for tertiary education, so common
 in Latin America, is an example of a fiscal policy that reflects pressure for public
 spending on favored groups. Such spending, from which the children of the elite
 disproportionately benefit, contributes little to growth (Birdsall and James 1993;
 Birdsall and Sabot 1994). Because private returns to, and the resulting demand
 for, tertiary education are high, the private sector would have undoubtedly pro-
 vided this schooling for the children of high-income families in the absence of
 government subsidies. The government thus enables the elite to increase their
 consumption by providing a service at subsidized rates for which they would
 otherwise be willing and able to pay full cost. For example, despite the fact that
 Korea spends a lower proportion of public funds on higher education than Ven-
 ezuela does, enrollment rates for higher education are higher in Korea than in
 Venezuela (37 percent compared with 26 percent), in part because of higher
 enrollment in private universities in Korea (United Nations 1994).

 At the other extreme, the provision by the government of make-work jobs in
 the public sector in an attempt to satisfy the excess demand for high-wage em-
 ployment is an all too common example of populist policies. Because in these
 circumstances wages in the public sector are generally higher than the marginal
 product of labor, which may be zero or even negative, this excess employment is
 heavily subsidized and diverts scarce savings from high-return investments to
 consumption (Gelb, Knight, and Sabot 1991).

 Low inequality can also contribute to macroeconomic stability by strength-
 ening the resolve to avoid exchange rate overvaluation. A myopic, self-serving
 elite that is not concerned with the welfare of the poor will tend to overvalue the
 exchange rate (Sachs 1985). Overvaluation will reduce the price of imports (which
 the urban elite has a high propensity to consume) at the expense of agriculture
 (in which the poor are concentrated) and other export-oriented sectors. In addi-
 tion, overvaluation is likely to exacerbate external imbalance, a common cause
 of macroeconomic instability. East Asian economies have maintained relatively
 stable exchange rates over the last two to three decades, avoiding the rapid
 appreciation so common elsewhere. Stable exchange rates eased the task of con-
 taining inflation and of limiting internal and external debt to manageable
 proportions.

 The ability to respond quickly to unanticipated shocks may be another link be-
 tween low levels of income inequality and macroeconomic stability. Lower inequal-
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 ity is likely to be associated with more policy flexibility in responding to a negative
 shock, because the negative effects on consumption will be seen as more widely
 shared and are less likely to erode the absolute incomes of the poor. In an economy
 where inequality has been declining, the short-run consequence of a negative shock
 for those in the bottom half of the distribution of income is more likely to be a
 decline in the rate of growth, rather than in the absolute level, of their incomes.
 Mazumdar (1993: 361) notes that as part of Korea's adjustment to the first oil
 shock "the unit cost of labor was reduced by a massive 25 percent," largely ac-
 counted for by currency devaluation. He goes on to observe that "even this amount
 of decline of the real share of labor did not imply a fall in the real wage. Rather, the

 wage increase in 1975 was held down to 1.4 percent, compared with the annual
 wage increase in excess of 10 percent from 1966 to 1973." If the burden of a nega-
 tive shock is shared more equally across income groups, the government will be
 better able to adjust domestic absorption by reducing consumption while protecting
 investment. In contrast, an absolute reduction of the incomes of the poor as a means

 of reducing domestic absorption-more likely if inequality is rising-even if to pro-
 mote long-term growth, may provoke a strong negative reaction and lead to politi-
 cal and economic disruption.

 Low and declining levels of inequality are also likely to reinforce political
 stability directly. For example, when the incomes of the elite are extremely high
 or are increasing rapidly while the incomes of non-elites stagnate, the risk is that
 a large proportion of the population will become politically alienated. Low or
 declining inequality implies, in contrast, that non-elites are sharing in the ben-
 efits of economic growth. This reduces the risk of their political alienation, le-
 gitimizes the government in the eyes of the mass of the population, and helps
 build broadly based political support. A more stable political environment is
 conducive to economic growth: investment is likely to be higher where the risk
 of economically disruptive political upheaval and the expropriation of private
 assets is reduced.

 Increased x-efficiency of low-income workers. High inequality may reduce
 growth by reducing the x-efficiency of low-income schoolchildren and low-income
 workers (Leibenstein 1966). High inequality in developing countries is often
 associated with real barriers to upward mobility for those at the bottom. Limited
 access to good schooling and credit and the racial and ethnic discrimination that
 are sometimes correlated with low income are examples of a nonlevel playing
 field that can discourage effort. In the competition for scarce places in the
 university system, children from low-income households learn from experience
 that no matter how great their effort, it will be insufficient to compensate for
 the low quality of the schools they attend. By contrast, poor children in high-
 quality schools who see tangible rewards for effort are more likely to make such
 an effort.

 Similarly, extra effort is unlikely to be forthcoming from low-income work-
 ers or farmers who, because of policy biases, face economic arrangements that
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 do not reward effort. They are more likely to shirk and to become resentful and
 alienated. For example, in agricultural settings with a highly unequal distribu-
 tion of land, workers (be they wage workers or sharecroppers) and owners can-
 not capture the full productivity effects of their activities. Productivity-enhanc-
 ing behavior such as hard work and risk taking is impossible to specify
 contractually and is costly to monitor-a form of the principal-agent problem
 (Bowles and Gintis 1994). Although difficult to quantify, the increases in pro-
 ductivity associated with low inequality may, nevertheless, be large. Timmer
 (1993), for example, argues that the observed link between agricultural growth
 and increases in national total factor productivity is the result in part of the
 increased work effort and investments made by the rural poor in response to
 improved incentives to the agricultural sector. The work ethic for which East
 Asian children and labor are well known may be less an exogenous cultural trait
 than an endogenous response to incentives that reward effort.

 Land reform is the most straightforward example of an agricultural policy,
 implemented in Korea and Taiwan (China), that both reduced inequality and
 increased productivity. Labor intensity and yield tend to increase as farm size
 decreases: value added per hectare on small farms (three hectares or less) tends
 to be three to five times greater than the average for large farms (500 hectares
 or more) (Squire 1981; Berry and Cline 1979).7 This implies that the reduction
 in the inequality of landholding and in the average size of farms that resulted
 from the land reforms in Korea and Taiwan (China) also increased agricultural
 output and labor demand. In Indonesia, Korea, and Thailand, both the average
 size of farms and the Gini coefficient of farm size distribution are much smaller
 than in Argentina, Brazil, Mexico, and most other countries in Latin America
 (Squire 1981).

 Increased rural incomes. Low levels of income inequality can stimulate growth
 by raising rural incomes, which limits intersectoral income gaps and the rent
 seeking associated with such gaps and increases the domestic multiplier effects
 of a given increase in per capita income. Societies with low levels of income
 inequality are more likely to have policies that contribute to, rather than sap,
 the dynamism of the agricultural sector. A larger share of public investment was
 allocated to rural areas in East Asian economies than in other low- and middle-
 income economies. Equally important, levels of direct and indirect taxation of
 agriculture were lower in East Asia than in other regions (World Bank 1993).
 Those societies will tend to have a smaller gap between rural income and urban
 income. A relatively better-off rural population will in turn generate less pressure
 for make-work jobs in the high-wage urban public sector. The small rural-urban
 income gap also implies a relatively weak Kuznets effect; differences in the

 7. Benjamin (1995), however, considers the possibility that the relationship between productivity and
 labor intensity and farm size is a statistical artifact resulting from omitted land-quality variables. He
 provides supporting evidence from Indonesia.

This content downloaded from 124.122.140.136 on Tue, 22 Oct 2019 19:46:48 UTC
All use subject to https://about.jstor.org/terms



 502 THE WORLD BANK ECONOMIC REVIEW, VOL. 9, NO. 3

 productivity and incomes of labor in the low- and high-productivity sectors are
 smaller, so the intersectoral transfer of labor generates less income inequality.

 Low levels of income inequality, associated with higher income in the rural
 and agricultural sectors, also mean higher demand for the agricultural inputs
 and consumer goods that can then stimulate the growth of labor-intensive
 nonagricultural output. In Taiwan (China), for example, in the 1950s and early
 1960s, agriculture-not manufacturing for export-was clearly the leading sec-
 tor, and roughly 60 percent of the increment to aggregate demand was domestic
 (Kuo, Ranis, and Fei 1981). More generally, among Asian economies there is a
 strong positive correlation between the rate of growth of the agricultural sector
 and the rate of growth of the nonagricultural sector (Mellor 1990). The rela-
 tionship suggests that the multiplier effects of agricultural growth on manufac-
 turing, construction, and services are large. A 1 percent increase in agricultural
 growth is associated with a 1.5 percent increase in the growth rate of the
 nonagricultural sector, implying that the faster agriculture grows, the faster its
 share of total output declines. With the exception of the East Asian city-states,
 those Asian economies with the fastest rates of growth of agricultural output
 over the last thirty years have tended to experience the biggest declines in the
 share of agricultural output in GNP. Ironically, a dynamic agricultural sector was
 on their path to industrialization.

 Because the relatively simple manufactured inputs and consumer goods de-
 manded by rural residents are generally more efficiently produced with labor-
 intensive techniques, the employment effects of these increases in demand are
 amplified (Ranis and Stewart 1987). Detailed study of these backward and for-
 ward linkages in the Muda River region of Malaysia provides microeconomic
 confirmation of the magnitude of this intersectoral multiplier (Bell, Hazell, and
 Slade 1982). By contrast, when the incomes of the urban elite increase, the
 tradables on which they spend their increased income tend to be capital-inten-
 sive goods.

 It is not necessary to be a structuralist to believe that these demand and mul-
 tiplier effects matter. Even in fully open economies, the multiplier effects of
 external demand, especially at early stages of development, may not be as great
 as the effects of local demand. Moreover, vibrant local markets and competi-
 tion may be critical to producers' developing the expertise and efficiency re-
 quired to enter external markets (Porter 1990). Strong domestic demand gave
 East Asia's early manufacturers a competitive advantage in international mar-
 kets by giving them the opportunity to test-market labor-intensive goods and
 achieve economies of scale.

 IV. CONCLUSION

 In East Asia, the system of basic education expanded rapidly in the postwar
 period and improved in quality. By increasing labor productivity, changing house-
 hold behavior, and facilitating the acquisition of technological capability, the
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 rise in education levels stimulated growth. The positive effect of rising educa-
 tion on growth was reinforced by macroeconomic and trade policies, including
 an emphasis on manufactured exports, that generated demand for labor and

 increasingly for skilled labor. In a virtuous circle, rapid economic growth in turn
 led to a higher demand for, and supply of, education. At the same time, the
 growing abundance of educated labor eroded the scarcity rents of the more
 educated; thus, broadly based educational expansion reinforced low initial lev-
 els of inequality. Closing a second virtuous circle, lower levels of income in-
 equality further increased the supply of, and demand for, education.

 Educational performance alone does not explain the extraordinary combina-
 tion of rapid growth and low inequality observed in East Asia. We have sug-
 gested that such other dimensions of the East Asian development strategy as
 promoting a dynamic agricultural sector and a labor-demanding, export-
 oriented growth path also stimulated growth and reduced inequality. Finally,
 we have suggested that low inequality may not only stimulate growth indirectly,
 by augmenting investment in education, but may also have a direct, positive
 effect on the growth rate. The direct effect would come from increasing invest-
 ment in dimensions of human capital other than education, from increasing
 political and macroeconomic stability, and from reducing intersectoral income
 gaps and increasing the domestic multiplier effects of a given increase in in-
 come. Econometric evidence, crude though the data and methods may be, lends
 support to the possibility of this direct effect of lower inequality on growth.
 Other things being equal, economies with lower inequality near the start of the
 period 1960-85 grew faster. Moreover, our results suggest that the stimulus to

 growth of low inequality may be quite large.

 In summary, the East Asian experience appears sufficient to reject the con-

 ventional wisdom of a necessary link between high levels of income inequality
 and rapid growth. Although our analysis has not been sufficient to confirm the
 opposite (and might be vulnerable to omitted-variable bias), we hope others
 now seriously consider the hypothesis that low inequality and well-designed in-
 equality-reducing policies stimulate growth. This is not an argument for income
 transfers, which tend to be growth-constraining, but for policies that reduce
 inequality by eliminating consumption subsidies for the rich and by increasing

 the productivity of the poor. Whether by political design, luck, or foresight, East
 Asian leaders were successful in identifying and implementing such policies. It
 does not matter now what their motives were in doing so; what matters is that
 leaders in other regions now benefit from the lessons of the East Asian success.

 (Appendix table starts on the following page.)
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