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Chapter 4

ECONOMIC GROWTH, INEQUALITY AND FISCAL
POLICIES: A SURVEY OF THE MACROECONOMICS
LI TERATURE

Leonel Muinelo-Gallo and Oriol Roca-Sagalés
Universitat Autbnoma de Barcelona — Department mbled Economics

Abstract

The relationship between economic growth and incomequality has attracted a great deal of
attention in recent years. The growth experienceeveral countries during the last decades
with different behaviors in terms of economic inalities has generated a growing strand of
theoretical and empirical literature trying to eadplthese events.

Although one could argue that economic growth aredjality influence each other, it is
also possible that different public policies coufdluence the relationship between both
macro aggregates. Fiscal policy has traditionalyerb considered an effective instrument
trough which to influence aggregate demand, theibligion of income and wealth, and the
economy’s capacity to produce goods and serviceerefore, a correct selection of the
composition and combination of these policies hasolme of crucial importance for the
purpose of achieving a broad-based stable patbarfaenic growth across countries.

Within this framework, this chapter reviews the lewion of economic literature that
analyzes the relationship between growth and inggus/e perform a comparative analysis
of different theoretical and empirical developmentgh particular focus on the importance,
in terms of size and composition, of different &ispolicies, explaining that relationship.

1. Introduction

The relationship between economic growth and incamequality has attracted a great
deal of attention in recent years. The growth expee of different economies with different
behaviors in terms of economic inequalities hasgserd a growing strand of theoretical and
empirical literature trying to explain these events

An economy’s growth rate and its income distribatare both endogenous outcomes of
the economic system. They are therefore subjecttiamon influences, both with respect to
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structural changes as well as macroeconomic psliflee to the importance of fiscal policy
as a redistributive tool and as an instrument ¢onate economic growtiMusgrave, 195§ it
is considered one of the key mechanisms to aclgeabs in terms of efficiency and equity.

In general, it is possible to distinguish three angjeriods in the study of the relationship
between economic growth and inequality and thauénfte of fiscal policies. During the first
period, initiated by the seminal work &fuznets (1955)it was considered that economic
development affects factorial and sectorial incafiggribution, with no important scope for
fiscal policy to affect both macro-aggregates ie tbng-run. In turn, income inequality
became a topic of lower interest in the later mecomomic analysis. Thus, in the
neoclassical growth maodels, inequality of incomead amealth among consumers was
considered the passive result of the aggregate ndgsaand market interactions. The
endogenous growth models putting forward new idabeut the effects of economic
development on income inequality initiated the secperiod: The contributions following
this approach incorporated three new phenomenatetanalysis: the increased diffusion of
new technologies in different productive activitiéise rapid growth of international trade,
and the emergence of new organizational formsthidl new growth models have revived the
interest of fiscal policy as an effective instrumém correct undesirable outcomes of the
process of economic growth in terms of inequality.

In contrast, in the extensive literature on develept that has appeared during the 1990s,
the causation between inequality and growth runthénopposite direction and the central
concern mainly focuses on the role of income andltiveinequality in the process of
economic growth. Two main groups of studies cafdbatified in this theoretical approach:
one group suggests various transmission channedsigh which greater initial inequality
fosters economic growth, while the other suggest®ral economic and political channels
through which initial inequality might be harmfurfgrowth.

On the empirical side, the relationship betweennme inequality and economic growth has
received considerable attention. This literaturdargely based on cross-country regressions
trying to explain economic growth and, to a lesseent, on panel data econometrics. Whereas
cross-country regressions are used to examineefagionship in the long-ruhpanel data
estimates aim at measuring the relationship irstioet and medium-terrh.

In a parallel strand of empirical literature, thaaroeconomic effects of fiscal policies on
economic activity have been widely examined withtcasted views. Numerous works have
used time series models, especially vector autessgre models, to estimate the effects of
different fiscal policy shocks on economic actiyibyt the issue of the sign and magnitude of
these effects across different countries is verghman open question. Other studies used a
cross country approach to examine the impact ofeggge measures of fiscal policies on
economic growth for an extensive sample of coustridowever, the results are not
particularly robust, showing that the impact argh8icance of the fiscal variables depend on
the set of control variables included and alsoheniniitial conditions of the economy.

! Previous theoretical contributions using endogengtowth models were made on the basis of a simple
representative agent, without giving importance tdriistional issues (see, for examplRomer, 1986and
Lucas, 1988

2 See for exampleé>ersson and Tabellini (1994ndPerotti (1994 and 1996)

% Seeli and Zou (1998), Forbes (2000), Barro (2000), Luedpand Squire (2003), Voitchovsky (2Q0&)d, for
more recent empirical contributions, 4ee et al. (2009), Huang et al. (2009), and Cast&liiment (2010).
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Overall, no matter the approach, there is littl@ssmsus among economists as to the
magnitude or even the sign of the effects of figadicies on economic growth. The majority
of these empirical studies use aggregate meastfissa policy to evaluate their impacts on
economic activity and rarely take into account ribstive issues. The joint response of
economic growth and income inequality to fiscaligek has been largely overlooked, with
significant exception of a few recent theoreticadl @mpirical papers that find a significant
trade-off between some fiscal policies in terms of efficipland equity. However, some of
these studies also underline that in certain cistances, and through certain combination of
fiscal policies, thigrade-offcan be avoided.

In this chapter, we review different contributianging to explain theoretically and also
empirically the relationship between growth andqurdity. We focus on those approaches
that can help to understand the role of fiscalged in the relationship between these two
macro-aggregates. In this sense, our revision esiggsmthe importance of how causation
between both variables is considered: it couldfram growth to inequality (section 2), from
inequality to growth (section 3), or there may lieeo factors that simultaneously determine
both (section 4). Finally, section 5 contains samecluding remarks.

2. Effects of Economic Growth on Inequality

2.1. TheTraditional Approach

Seminal studies byewis (1954) Kuznets (1955)and Kaldor (1956) suggested that
income inequality is mostly determined by the lew#l economic development. More
precisely, they analyzed how economic developmdigicis distribution in the long-run
suggesting a potential increasing effect of gromhfactorial and sectorial inequality in the
first stages of economic development, and a deioga$fect in the later stages (“inverted-U
hypothesis”:

The neoclassical growth mod&dlow, 195§ with linear savings functions and perfect
credit markets, provides a theoretical underpinrfmigthe relationship between inequality
and capital accumulation as emphasizedbgnetsand his followers. At the initial stages in
the process of capital accumulation, the distrdoutdf income and wealth becomes more
unequal, but after sufficient wealth has becomeimedated (so that wages have sufficiently
grown and investment returns have sufficientlyefi@| the wealth and income distribution
equalizes. More precisely, according the standaatlassical assumptions (all individuals
have the same amount of labor remunerated accotdings marginal productivity, the
relation consumption/saving is exogenous and lingi#in respect to income, and capital
productivity decreases as more capital is accumdjaincome distribution does not affect
economic growth. In turn, when the marginal consiimnp propensity is constant and
identical across households, wealthy people congomauch that, in steady state, all wealth
differences (beyond those implied by non-accumdléetors) will eventually vanish. So, the
accumulation implies a tendency toward equalitythe distribution of income and wealth

* For theoretical studies of this “inverted-U hypoikgsseeRobinson (1976), Greenwood and Jovanovic (1990),
and Helpam (1998)For more recent empirical studies, $dashinski (2001), Huang (2004nd Huang and Lin
(2007).
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when the (exogenously given) distribution of nowtanulated factor is relatively equal.
When all families are equally endowed with the aocoumulated factor there will be absolute
convergence (sestiglitz, 1969; Tamura, 199EndBértola et al., 2006 chapte).2

Some studies used the neoclassical framework tly she effects of fiscal policy on
economic activity. For exampl8ato (1967), Krzyzaniak (196ahdFeldstein (1974analyze
the effects of different taxes on growymmers (19813ndAuerbach and Kotlikoff (1987)
adapt the model of overlapping generationsDidmond (1965)to analyze the dynamic
effects of fiscal policy;Judd (1985)ndChamely (1986used the model developed 6ass
and Koopmans (196%p study the effects of fiscal policy consideriagdogenous saving
rates. In general, all these models emphasizedhsitory effects of different instruments of
fiscal policy. In this context, the differencestax and expenditure policies can be important
determinants of the level of output, but are ufjike have significant permanent effects on
economic growth.

The public-policy neoclassical growth models caosttravith the predictions of the
endogenous growth models, where investment in husndnphysical capital does affect the
steady-state growth rate and, consequently, tseraich more scope for tax and government
expenditure to play a role in the growth procedse Tommon property of the endogenous
growth models is that choices made by economic tagamilectively determine the growth
rate (this is not conducted by exogenous factarg), in turn, these choices can be influenced
by economic policies that change the relevearde-offs So, the endogenous approach tends
to transform the temporary growth effects of fisgallicy that the neoclassical model
involves, into permanent effectsfollows that fiscal policy can affect the levafl output as
well as its long-term growth rate. In this contexthe case of particular interest rises from
Barro (1990)andBarro and Sala-i-Martin (1992where a public good financed by taxation
is considered as an additional input in the pradacfunction. These models distinguish
public expenses as productive or non productitepdinicing them as arguments in the private
production function (when classified as productigablic expenses might have a positive
direct effect on the growth rate), and taxes asodieg or not distorting, depending on
whether they do or do not affect private investm@dmtisions with respect to physical and
human capital and, consequently, the economic dgroate. In other endogenous growth
models, likeMendoza et al. (1997)consumption taxation becomes distortionary, vath
negative effect on growth if leisure is included the utility function, affecting
education/labor-leisure choices and thus capitaiflaatios in productioﬁ.

This endogenous growth literature opened new awettueugh fiscal policy can have
permanent effects on economic growth. In turn, aswill see below, has brought to light
new paths trough which growth and inequality mdgcifeach other. In this context, fiscal

® However, when households’ savings choices are laséttertemporal utility maximization over an irifin
horizon, the distribution of lifetime wealth may Wwdélecome increasingly unequal in a neoclassicalving
economy. This is the case when consumption-smoothingives lead poorer consumers to choose a flatter
consumption path in order to ensure the satisfactbra minimum consumption standard: if subsistence
consumption is important, poor households cannota@tim save, while wealthier ones choose steeper ogtsan
paths and accumulate relatively more wealth Bs&ntola et al., 2006, chaptel).3
® Other studies of public policy endogenous growth eldreJones, Manuelli and Rossi (1993); Glomm and
Ravikumar (1992 and 1997), Stokey and Rebelo (19®8)0svsky and Fischer (1995), Baier and Glomm (2001
Li and Sarte (2004), Park and Philippopoulos (2008 2004)andCassou and Lansing (2006)
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policy has acquired a significant importance aseHactive instrument to affect aggregate
demand as well as an important tool for the purpdsedistribution.

2.2. The New Growth Theories Approach

The increasing inequality experienced by the OCDHntries during the eighties and
nineties? hardly consistent with the traditional view of Kgts, entails the development of
new endogenous growth contributions. New growtloties have focused on three related
phenomena trying to explain these events: the aise@ diffusion of new technologies in
different productive activities, the rapid growthioternational trade, and the emergence of
new organizational forms.

Thus, some authors argued that skill-biased teoieall progress (arguably the major
source of economic growth) may lead to higher iadityuwhenever it affects the productivity
of different types of labor in various ways. In gead, this argument is based on the capital-skill
complementarity conjecture #frussel et al. (2000)This conjecture comes from the fact that
the decrease in equipment prices induced by a hmbductivity has brought in an increase of
the use of capital in the production process; akihg) into account that qualified labor is
relatively more complementary to this equipmennthan qualified labor, this bigger capital
stock increases the skill premium of qualified vewgk enlarging wage inequality across
different educational cohor?sand within cohorts with the same educational 1@viel turn,
several authors argued that during the 90’s tHelsksed technological change has induced a
reduction on workers unions jointly with decentration in the wage bargaining process. The
higher complementarities between capital and dedlifvorkers have modified worker’s
incentives to unionize increasing wage inequalityss workers and also between workers and
employers. This policy response represents aniadditchannel through which technological
diffusion may affect income distribution, in additi to their direct impact via wage structure
(Acemoglu et al., 2000rtigueira, 2002 and,Checchi and Garcia-Pefialosa, 2010

The second explanation, based on the Heckschen@tdidel, focuses on the effects of
rapid growth in international trade. According g authors, the gains from international
trade affect mainly the most abundant productiariofain the country \(Vood 1994 and
Wood and Ridao-Cano 19p9Thus, in developing countries abundant in utesttilabor, the
major exports of labor-intensive goods increasesdgmand and wages of unskilled workers,
while demand and wages of skilled workers fallsisTprocess reduces income inequality
within these countries, sinking the wage differalnietween the two types of workers. On the
other hand, in developed countries abundant idesklabor, higher international trade will
result in more imports of goods intensive in uriekillabor and more exports of goods
intensive in skilled labor, increasing the demaad dualified workers and thus extending
their wage differential relative to unskilled worke However, some empirical studies
indicated that very little of the increases in walifterentials between skilled and unskilled
workers in developed countries are due to increiasiesports from developing countrié.

" SeeBerman et al (1994), Atkinson (1996), Gottschalk @nkeding (19979 Autor et al (1998).

8 SeeEicher (1996), Jovanovic (1998), Aghion and Hovii#48, chapter 8), Aghion et al. (1999, subsectiGnl3},
andViolante (2002).

® SeeViolante (1996), Aghion et al. (1999 subsection,&ndHassler and Rodriguez-Mora (2000).

1% SeeBorjas et al. (1992); Berman et al. (19%)dKrugman (1995).
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Finally, a third explanation refers to the influenof new organizational forms.
Technological change has modified the internal miggion of firms, increasing the
importance of direct or horizontal forms of commuation between workers, and diversifying
the tasks that they can perform. In this conteiillesl workers are more able to perform
various tasks and learn from the activities of pthgents. In addition, if they are able to
exploit the comparative advantage of their eduoatihiey will receive important wage
premiums, and consequently income inequality anvemidsers will rise**

In the context of these new growth theories whéwee technological change and the
human capital appear as the most relevant fackwosighout economic growth influences
income distribution, fiscal policy has acquired igndicant importance as an effective
instrument to influence economic growth as wellaasimportant tool for the purpose of
redistribution. In this framework, it is importat@ consider that growth-enhancing fiscal
policy (such as expenses on R+D and/or human tapitastment) could have important
effects on income inequality, although their dir@ctis not clear. On the one hand, these
policies will reduce income inequality by allowimgore individuals access to new general
knowledge, but at the same time, as these poliereourage skill-biased technological
progress they may also increase wage premiums @mgkguently income inequality in the
long run.

In addition, it's important to note that this skillased technological progress calls for
permanent redistributive policies, such taxes awaghsfers, who can partially offset the
undesirable effects of economic growth on the itigtion of income (seéghion et al.,
1999. However, these permanent redistributive policdesld become unsustainable in the
long run when technology becomes too skill-biassgkKassler et al., 2003andBénabou,
2005.

3. Effectsof Inequality on Growth

In contrast, in the extensive literature on develept appeared during the 1990s, the
central concern focuses on the role of income aedltv inequality in the process of
economic growth, and consequently the causatiomdmet inequality and growth runs in the
opposite direction. Two main groups of studies lsandentified following this approach: one
group suggests various transmission channels thradnjch greater initial inequality fosters
economic growth; the other suggests several ecan@nd political-economy channels
through which initial inequality might be harmfudrfgrowth. In this context, redistributive
policies would have opposite effects on growth adicg to these two different approaches.

3.1. The Pro-growth Effects of I nequality

The strand of literature pointing to the pro-growffects of inequality basically focuses
on the following factors: different saving propdpsiof economic agents, investment
indivisibilities and incentive considerations.

1 SeeLindbeck and Snower (1997); Caroli (2001); Mébius @uhoenle (2006), Garicano and Rossi-Hansberg
(2006); andGrossman and Rossi-Hansberg (2008).
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According to the growth models béwis (1954)Kaldor (1957)andPasinetti (1962)the
marginal propensity to save of the rich is bigdeant the poor. If the growth rate relates
directly to the proportion of the national reverssaed, most unequal economies will grow
faster than economies characterized by a more tagah distribution. In this line,
Bourguignon (1981%hows that, with a convex saving function, aggieegaitput depends on
the initial income distribution and is higher thema unequal the economy is. More recently,
Galor and Moav (2004have considered a nonlinear relationship betweequality and
growth that varies with economic development anigiokd different conclusions depending
on the economy maturity. Thus, in early stages exfetbpment, when physical capital is
scarce and its returns are high, inequality stiteslagjrowth by allowing the channeling of
resources towards individuals whose propensityat® $s higher. However, at higher levels
of development, when human capital emerges as diaktyr for economic growth, equality
alleviates the adverse effects of credit constsaamd stimulates growth by allowing greater
investment in human capital.

The second argument focuses on investment indiNib, especially, when the
implementation of new industries and innovationine big sunk costs. In the absence of a
perfect credit market, the wealth needs to be @gfitly concentrated to be able to cover such
costs and, therefore, to initiate a new industrgng&aquently, a more unequal economy will
carry more investment projects and as a resuls igaing to grow faster than a more
egalitarian one. This issue has been emphasiz@dlmy advisors to transition economies in
Central and Eastern Europe and the former SovigriJh

Finally, the third argument comes frolirrlees (1971)and is based on the idea that
there is arade-offbetween productive efficiency and equity due teirtive considerations.
Namely, in a moral hazard context where output dépen the unobservable effort bear by
agents or “employees”, rewarding the employees witbonstant wage independent from
output performance will discourage them from anyesiment effort. On the other hand,
making the reward too sensitive to output perforreamay also be inefficient from an
insurance point of view when output realizations khighly uncertain and the employees are
risk aversé?

Focusing on the importance of incentives at mianoemic level, recentlyGarcia-
Pefialosa and Wen (20Q8hcorporated new arguments related to entreprshgu Thus, in
a Schumpeterian context, innovation is performed éntrepreneurs and hence the
determinants of entrepreneurship - characterizelhlge risks - will affect growth. Then, in
order to induce individuals to become entreprenamd innovators rather than employees,
large returns are required to compensate for thigls® The immediate implication is that the
higher the income of a successful entrepreneurlattyer the fraction of the population that
chooses entrepreneurship, and hence the fasteratbeof innovation is. That is, greater
income inequality will result in more innovationcaentrepreneurship and, as a result, faster
technological change and growth.

2 For more details, se®ghion and Howitt (1998), chap. 9.

13 SeePrendergast (1999¥or a discussion about thexde-offbetween risk and incentives.

4 Surprisingly, in this context the fact that greatemjiradity induces more entrepreneurship does not irtigly
redistribution hampers growth. On the contrary, a certigree of income redistribution can increase
entrepreneurship and the growth rate because it @ewisurance to all agents undertaking risky a@#ias
it guarantees a minimum income in the case of ®ifeducing income uncertainty and hence induce® mor
entrepreneurship.
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In fact, the traditionaincentives vievin macroeconomic theorokun, 197%is that there
is a fundamentatrade-off between growth and equality, i.e. redistributioough income
taxes has negatives effects on growth. It redudsrehces on income and wealth and
consequently reduces growth; and also, it has ativegeffect on growth as income
redistribution financed through income taxes distigis incentives to accumulate wealth. In
the same directiorRebelo (1991has shown that in Ramsey-Cass-Koopmagsowth model
with perfect capital markets, greater taxation oesuthe return to saving, thus lowering the
incentives to accumulate capital and hence theofegeowth.

3.2. Inequality Being Harmful for Growth

A second group of studies explains how initial m&dy in income and wealth reduces
the long-term potential growth of the economy. Tthisoretical literature suggests several
economic and also political-economy channels thinouigich inequality might be harmful for
growth. So, redistributive fiscal policies that wed inequality can therefore be growth-
enhancing in the medium and long term

3.2.1 Economic Arguments

The main economic arguments are related to capiéaket imperfections, the domestic
market size and endogenous fertility rate.

Stiglitz (1969)in a neoclassical economy, where aggregate ouspptoduced by the
aggregate stock of capital, points out that whenetare decreasing returns to capital and
capital markets are imperfect, individual wealthi wot converge to a common level and the
aggregate level of output may be affected by itdistebution. More recent endogenous
growth theories argue that when aggregate outpgiieisum of the output generated by each
economic agent (agent’s output is a function ofdwen physical or human capital), the rate
of growth depends on the distribution of individaapital investments as a resuliedrning-
by-doing process. In this context, since the liquidity comists due to credit market
imperfections, prevent the poor agents from cagyint indivisible productive investments,
the negative impact of inequality on growth will bigher as the initial wealth distribution is
more unequal. So, in these endogenous growth mad#isconcave individual production
function, redistributing wealth from the rich (wleomarginal productivity of investment is
relatively low, due to decreasing returns to indidal investments) to the poor (whose
marginal productivity of investment is relativeligh, but who cannot invest more than their
limited endowments), would enhance aggregate ptodlyc and growth. Therefore
redistribution createimvestment opportunitiesvhich in turn increases aggregate productivity
and growth> However, economic efficiency of these progressiedistribution measures
requires that the economy reach a minimum leveleselopment. Otherwise, if the economy
is characterized by a very low level of nationalame, these policies may cause long-term
stagnation (persistence of the economy in an “we&lopment trap”), by reducing the

5 SeeGalor and Zeira (1993)Bénabou (1996)\nd Aghion et al. (1999, section 2,2)or a reduced form
representation of credit market imperfections. HoweesBanerjee and Newman (1993)ghion and Bolton
(1997) Piketty (1997)andAghion et al. (1999, section 2,3pr ex-ante moral hazard considerations.
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number of individuals who are rich enough to cotlee fixed costs of large investment
projects needed for tHeake-off" (seeBarro, 2000;andBértola et al., 2006, chapte).?

A second argument is related to the domestic masiket and the influence of income
distribution on the variety of goods that consumdesnand. In this sense, the initial
distribution of income can affect the long-run gtbwate by modifying the size and the
composition of the domestic demand. These develofsree based on the assumption that
consumption patterns vary with consumer’s incomgelledue to indivisibilities in
consumption. In a sense, considering consumptigribilities make it possible to establish a
parallelism with the former models based on capitatket imperfections: while low income
families were not able to finance certain investmmamojects in the former models, in these
models low income families are excluded from somesamption activities because of the
existence of imperfect markets allowing the prodside fix high prices. In this context, a
more equal distribution of purchasing power makpossible to shift the domestic demand
towards manufactures which can be effectively pcedLinternally only on a very large scale.
Therefore, redistributive fiscal policies could riease domestic demand, fostering the
development of local industry/.

According to the endogenous fertility argumenttidhiincome inequality reduces future
growth rate due to its positive effect on averagyélity rate. Poor parents with relatively low
levels of education may not finance the educatibriheir children In contrast, wealthy
parents prefer to invest in quality (educationheatthan quantity (number of sons). In this
context, a more equal distribution usually reduties average fertility rate through a
progressive transfer of incomes or human capitsétas If this drop in the overall rate of
fertility is simultaneously associated with a rggiimvestment rate in human capital, then the
economic growth rate will increase in the long tfin.

The main conclusion we can obtain from the abovetimeed economic arguments is
that when agents are heterogeneous and capitaktaaie imperfect, greater inequality may
have a negative impact on growth. In this contedistributive policies that alleviate income
inequality could enhance economic growth. And tgkinto account that most industrial
economies suffer from insufficiently developed talpinarkets.’ these redistributive policies
could enhance growth not only in less-developednttas, but also in many developed
economies.

3.2.2. Palitical Economy Arguments
Additionally to the above discussed economic argumjeother political-economy

explanations suggest the existence of a negatlatiamship between initial inequality and
subsequent growth.

18 Inside this strand of literature, the modelsAgfhion and Bolton (1997and Aghion et al. (1999, section 2,4
postulate that inequality can take the form of wadgccess to investment opportunities across ithdals,
which, jointly with a high degree of capital marketperfection, can generate persist investment Wityat
Such volatility in turn implies that there are uneifEd production possibilities (idle funds) and hernhe
long run growth rate is lower that it could be.

7 SeeMurphy, Shleifer and Vishny (1989pmarillo (1995) Falkinger and Zweimiiller (1996 and 199Fpellmi
and Zweimdiller (2004)andZweimiller and Brunner (2005among others.

18 See,Becker and Barro (1988), Perotti (19963alor and Zang (1997)Dahan and Tsiddon (1998Morand
(1998) Koo and Dennis (1999andKremer and Chen (2000).

1% Seelaporta et al. (1997, 1998and theDevelopment Financial Report 2010 - World Econoftcum
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Firstly, a more unequal income distribution incesagedistributive tax pressures, which
deters private investment and decreases futureoadongrowth. Thus, early models of
“endogenous fiscal policy”, under the assumptiopeffect capital markets, highlight a long-
term negative relationship between inequality armwth?®° These models are based on the
"median voter" hypothesis, initially developed bieltzer and Richard (1981)where the
level of government taxes and transfers is theltre$a democratic voting proces$najority
rule”). In this case, the gross personal income (prexgowent intervention) is the primary
determinant of voter preferences. The main idehasa more unequal democratic societies,
demand redistribution financed by distortionaryemxand a rise in these taxes decreases
private investment and consequently reduces ecangrowth.

An alternative approach of these pioneering modélpolitical economy puts greater
emphasis on the analysis of socio-political indiigband its consequencés.The main
argument is that the social and political instépitirovoked by high levels of inequality can
lead to irresistible pressures for redistributiamd aexpropriation, producing disincentive
effects on capital accumulation and as a resuk@momic growth. In this context, greater
fiscal redistribution through distortionary taxeghile it may reduce investment incentives,
also decreases social conflict and contributesréatgr stability that encourages productive
activities and capital accumulation. Therefore,ribeeffect of these fiscal policies will be the
result of two opposite effects: the distortion effedue to higher taxes and the pro-growth
effects associated with the reduction of sociaflimirf®

More recent models of political economy tried ttaxethe main assumptions of the two
aforementioned political economy approaches, iegfept capital markets and distortionary
taxes. Thus, this new approach introduces the deration of externalities associated with
human capital investment. The idea is that tfale-off between efficiency and equity
highlighted by the aforementioned models could ba&ded if human capital investment is
financed by non-distortionary taxeSgint-Paul and Verdier, 1993In this case, we observe
positive effects of redistribution policies on eoaric growth by allowing greater investment
in human capital. However, if redistribution isdimced through distortionary taxation, two
opposite effects appear: the standard effect wiyegetation reduces net capital returns, and
the growth enhancing effect provoked by the inaéaguman capital investment. In fact, in
Bénabou (2000 and 200%his trade-off allows for two scenarios. One, termégtowth-
enhancing redistributions”is consistent with pro-growth effects of transfeneanwhile tax
distortions remain relatively small; the faster witio under the more redistributive fiscal
policies is provoked by more efficient allocatioh investment expendituréd. The other
relevant scenario, termetkurosclerosis”, explain how European voters choose more
redistribution than Americans, not because theyrdarimsically more risk averse, but because
they vote for more cohesion societies which, exawbuld be valued enough to compensate
for lesser growth prospects.

Finally, other lines of more recent models of pcdit economy literature endogenize the
behaviour of political institutions and focusesthree aspects: the role of property rights, the
vulnerability of governments to different pressugmups, and the predatory nature of

20 SeeBértola (1993), Alesina and Rodrik (19%)dPersson and Tabellini (1994).

21 SeeGupta (1990), Alesina and Perotti (1998jd Bourguignon (1998).

22 seeBourguignon (1999or a discussion of thisade-off.

% This scenario is particularly relevant for humanidpnvestment and public health expenditures, whhee
contrasted path of East Asia and Latin America wesenied.
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authoritarian leaders. According to this approaah,inegalitarian distribution of economic
resources results in a greater political powerhef Wwealthiest members of the society, and
consequently inequality will not be associated witbre redistribution; there is no scope for
the implementation of policies aimed at the reductf inequalities*

4. The M acr oeconomic Effects of Fiscal Policy

The empirical effects of fiscal policies have bagdely examined with contrasted views.
Numerous works have used time series models, edlyecector autoregressive models, to
estimate the effects of different fiscal policy sk® on economic activity, but the issue of the
sign and magnitude of these effects across diffecauntries is very much an open
questior?> Other studies have used a cross country appraagxamine the impact of
aggregate measures of fiscal policies on economievty for an extensive sample of
countries. However, in this approach, inspirecEagterly and Rebelo (1993yho add fiscal
variables in an ad-hoc manner to an empirical gnaguation, the results are not particularly
robust, showing that the impact and significancéheffiscal variables depend on the set of
control variables included and also on the init@hditions of the econonfy.

On the other hand, there are some empirical stuigs have included fiscal policy
variables in an inequality equation in order to lekptheir redistributive impadt. In this
sense, we can distinguish between two main grotiperdributions. A first group of papers
discuss the impact of public spending on incoméiligion for OECD countries and they
find a significant negative effect of total goveramh spending on inequality (s€stafsson
and Johannson, 199@nd Galli and van der Hoeven, 20p1n turn, Alfonso et al., (2010)
highlight important differences between Europeanmntdes: the Southern countries exhibit a
low efficiency pattern of government spending, whiNordic countries report a relatively
high efficiency. FinallyWolff and Zacharias (200@nalyses the case of United States using
a panel of states and show that the reductionequality is due to government spending,
rather than taxes.

A second group of studies evaluates the distribugffect of different fiscal policies
implemented in developing countries showing, inegah very weak redistributive impacts of
these policies. Thus, in the case of Andean casyBiarreix et al. (2007)ndicate that the
full effect of taxes is slightly regressive, dueataveak capacity for income tax collection. In
turn, Goni et al. (2008pttributes the poor performance of redistributpedicies in six Latin
American countries to the low volume of resouraglfected and transferred, the existence of
regressive taxation and misguided transters.

Also, Lopéz et al. (2010focusing on a larger sample of 40 developing aoesit show
that reallocating government spending from privgdeds and non-social subsidies to public
and semi-public goods is associated with reductiomspoverty, even though their
redistributive effect is neutral implying poor tetmg. In the case of the Central American

24 SeeBénabou (1996), Ades y Verdier (1996), Bourguignuh &erdier (2000 a, b ,c, d), Acemoglu and Robinson
(2000),andGlaeser et al. (2004).

%5 perotti (2005)provide surveys of this literature.

%6 For a survey of this empirical literature dégles (2009).

2" For a survey of this empirical studies gekinson and Brandolini, (2006, Table 14.1).

28 The countries analyzed are Argentina, Brazil, Ci@lelombia, México and Peru.
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countries,Cubero and Hollar (2010ind that the impact of social spending on poventyl
income distribution is undermined by its relativébyv absolute level. SimilarlyChu et al.
(2000) using a sample of developing economies finds Saamt impact of direct taxes
reducing inequality but these effects are alsoeexély small in magnitude. Finallyj et al.
(2000) use a panel of 84 countries that includes devdlagoed developing countries and
obtain no statistically significant effects of totgovernment expenditure on income
distribution.

In summary, the results of these empirical studresn that the redistributive impact of
fiscal policies seem to be strongly related to toeintry’'s development and government
capacity.

Taking a theoretical approximatiorGarcia-Pefialosa and Turnovsky (200@hd
Chaterjee and Turnovsky (2016¢ek to model the effects of different instrumesft§iscal
policy on economic growth and also on inequalitycéntral concern of both papers is the
role of government spending programs, especiablipinvestment, in stimulating economic
growth and reducing inequality.

Thus, Garcia-Pefialosa and Turnovsky (200&amined the distributional impact of
different ways of financing an investment subsidyain endogenous growth model with
elastic labor supply. Their results indicate thaligies aimed at increasing the growth rate
result in a more unequal pre-tax income. This isabee growth is fostered by policies that
increase the return of capital, and since capgamore unequally distributed than labor,
higher returns to capital translate into greatepime inequality. However, the analysis also
indicates that such policies tend to reduce posirtequality suggesting that gross income
inequality is a poor proxy for the assessment ef eéffects of policy on the distribution of
welfare. Because of some policies tend to have sifgpeffects on the pre-tax (gross) and
post-tax gross (net) distributions of income, it gessible to induce faster growth in
conjunction with a more equal distribution of ptet-income. Overall, the analysis provides
support for the use of either a tax on capital mecor a tax on consumption to finance a
subsidy on investment, in that both policies inseethe growth rate and reduce inequality in
post-tax income and welfare. An even more attractpolicy consists of adopting a
consumption tax together with an equal-in-magnitwdge subsidy to finance the investment
subsidy, since this does not distort the labomuleishoice.

In a more recent papeGhaterjee and Turnovsky (2018palyzed the effects of pro-
growth policies, such as government investmentninastructure, on wealth and income
inequality and how the relationships are affectgdthie method of financing. They use a
general equilibrium endogenous growth model withiefageneous agents, where the
heterogeneity is due to the initial endowments fgte wealth. Their results suggest that
government spending in public capital will increagalth inequality gradually, regardless of
how it is financed. Government investment tendsmbance the productivity of private
capital, thereby stimulating its accumulation, avith private capital being more unequally
distributed among agents than is labor; this tdndsicrease wealth inequality. In contrast,
the consequences for income inequality are seasitivhow public investment is financed
and may be characterized by sharp intertempoagle-offs While government investment
financed by a lump-sum or consumption tax leads ghort-run decline in income inequality,
this is completely reversed over time, leading moircrease in the long-run dispersion of
income. Public expenditure financed by capitalatokr income taxes yields sharp differences
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between pre-tax and post-tax income inequalityh botthe short run and over time. But
regardless of the financing method, both measurigEome inequality increase over time.

From an empirical perspective the joint responseeadnomic growth and income
inequality to fiscal policies has been largely dweked, with significant exceptions in recent
papers. Thud,6pez (2003uses a panel of 91 countries over the period 2880 and finds
that improvements in infrastructure and educatieduce inequality while promoting
economic growth.Calder6on and Servén (2004@valuate the impact of infrastructure
investment on economic growth and income distrdsutising an unbalanced panel of 121
countries during the period 1960-2000 and highlitite positive effects on growth and
negative impacts on inequality. FinalMuinelo and Roca-Sagales (201&)alyze the short
run impact of different instruments of fiscal pglion economic growth as well as on income
inequality, using an unbalanced panel of 43 uppedia and high income countries for the
period 1972-2006. Their empirical results suggleat an increase in the size of government
measured through current expenditures and dirgestdiminishes economic growth while
reducing inequality. Public investment seems tdheeonly fiscal policy that may bredkis
trade-off between efficiency and equity, since increaseghia item reduces inequality
without harming output, confirming the prediction$ Garcia-Pefalosa and Turnovsky
(2007) andChaterjee and Turnovsky (2010)

The importance of these more recent theoreticaleamgirical works is that they indicate
that under certain circumstances the classicle-off between efficiency and equity to
implement specific tools fiscal policy could be @ed. In particular, in the short run,
increased public investment could stimulate graosvtt, in turn, reduce income inequality.

5. Conclusion

This chapter surveys the contributions that anatywerelationship between inequality
and economic growth and presents a comparativeysaasabf different theoretical and
empirical developments, with particular focus or timportance, in terms of size and
composition, of different fiscal policies, explaigithat relationship.

Recent times have seen government spending, taxatiol deficit financing move to the
forefront of policy analysis. Due to the importarddiscal policy as a redistributive tool and
as an instrument to promote economic growth, ikdsmmonly considered one of the key
mechanisms to achieve goals in terms of efficieamay/or equity.

In section 2 of the survey we examine the effetsconomic growth on inequality. We
show that, according the traditional wisdom, thisrao important scope for fiscal policy as
an effective tool to affect both macro-aggregatéhin long-run. However, in the context of
the new endogenous growth theories approach, wteetenological change and human
capital appear as the most relevant factors threelgbh economic growth influences income
distribution, growth-enhancing fiscal policies (ire+D and human capital investment) could
have important effects on income inequality, altifout is not clear their direction. On the
one hand, they will reduce income inequality bywalhg more individual's access to new
general knowledge, but at the same time, by engngaskill-biased technological progress
they may also increase wage premiums and incongiatiey. In addition, this skill biased
technological progress calls for permanent retistive policies, such taxes and transfers,
which can partially offset the undesirable effeofs economic growth; however, these
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permanent redistributive policies could become st@nable when technology becomes too
skill-biased.

More recent growth models have revived the intecdstiscal policy as an effective
instrument to promote economic growth and to comedesirable outcomes of the process of
skill-biased economic growth in terms of inequality

In section 3, we analyze recent theories whereéméral concern mainly focuses on the
role of income and wealth inequality in the procefseconomic growth. Two main groups of
studies are identified in this theoretical literatuone group suggesting various transmission
channels through which greater initial inequalifysters economic growth; the other
suggesting several economic and political chanthetgsigh which initial inequality might be
harmful for growth. Redistributive policies wouldve opposite effects on growth according
these two different approaches. Only when inequdditharmful for growth, due to several
economic and also political-economy channels, teigion to the less well endowed, by
reducing inequality, can therefore be growth-enmapcHowever, economic efficiency of
these progressive redistribution measures reqthissthe economy has reached a minimum
level of development. Otherwise, if the economyclimracterized by a very low level of
national income, these policies may cause long-wtagnation (persistence of the economy
on an “underdevelopment trap"), by reducing the Inemnof individuals who are rich enough
to cover the fixed costs of large investment prigjeeeded for the "take-off".

In this context, the theoretical analysis callsftother empirical evidence. However, the
majority of existing empirical studies have focusecdthe effects of fiscal policy on economic
activity without considering the redistributive @fts and, not offering, in turn, an analysis of
the impact of different fiscal policy instrumen@unly recently some theoretical and empirical
papers in this line have appeared. The importahtigese more recent works is twofold. On
the one hand, these empirical studies showed tleatedistributive impact of fiscal policies
seem to be strongly related to the country devetopnand government capacity. On the
other hand, in certain circumstances the clasate-offbetween efficiency and equity when
implementing specific tools of fiscal policy coub@ avoided; in particular, in the short run,
increased public investment could stimulate graosvtt, in turn, reduce income inequality.
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