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Abstract

When analysing the factors of income inequality, first as many
factors as possible have to be included in order to obtain valid
results. The present article systematises the factors of income
inequality discussed in the pertinent literature into five groups
and summarises the hypotheses about the signs of the influences
of the discussed factors on income inequality. But additionally
the influences between the factors themselves that form indirect
effects on income inequality have to be included. In this article,
these influences are discussed and arranged in a system to give
an idea about the possible indirect effects on income inequality
of all the factors discussed in the article.
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INTRODUCTION

Although there is copious literature about the factors of income
inequality, no complex theory comprising all the hypothetical
factors of income inequality can be found. Most of the articles
in this field concentrate on either a single factor or a few
factors. Indeed, there are also studies examining more factors
(e.g., Nielsen, 1994; Gustafsson and Johansson, 1997; Nielsen
and Alderson, 1997; Xu and Zou, 2000; Clarke, Xu and Zou,
2003), but they are not intended to cover all the factors of
income inequality discussed in the pertinent literature. While
such an approach enables a more insightful discussion of the
possible mechanisms of influences, it is questionable whether
the results of such an empirical analysis reflect the reality in the
best possible way. The same doubt is expressed by Parker
(1999). The relationship between two variables, in addition to a
causal relationship, inevitably involves a non-causal relation-
ship induced, for example, by the third variables influencing
both variables under discussion. If the empirical analysis covers
only these two variables, the results about the causal relation-
ship can be misleading. For example, in the case presented in
Figure 1, if the second factor is omitted, it is not possible to tell
apart the causal and non-causal relationships between the first
factor and income inequality. Therefore it would be necessary
to include into the analysis as many factors as allowed by the
available data.
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Figure 1. A fragment of the system of the factors of income
inequality.

Further, if the analysis includes as many factors of income
inequality as it is possible to include, it is reasonable to expect
that the factors have causal interrelationships between them-
selves. So, in addition to their direct effect, many of the factors
exert an indirect effect on income inequality through the other
factors. For example, the second factor in Figure 1 has a direct
effect on income inequality, but also an indirect effect through
the first factor. Thus, the total effect of each particular factor on
income inequality comprises a direct and indirect effect. The
indirect effect can be quite different from the direct one and
sometimes even has the opposite sign. So, the total effect can
also differ remarkably from the direct effect, yet only the direct
effect is estimated if the interrelationships between the factors
are not taken into account. In economics we are usually inte-
rested in the effect of one variable on another ceteris paribus. A
change in income inequality, which is caused by the change of
the particular factor, includes both the direct and indirect effect
and is best described by the total effect of this factor on income
inequality. Therefore, when analysing the factors of income
inequality, all presumable interrelationships between these fac-
tors have to be included.

The first part of the present article systematises the factors of
income inequality that have been discussed in the literature to-
date into the following five groups: economic development,
demographic factors, political factors, cultural and environmen-
tal factors, and lastly, macroeconomic factors. The hypothetical
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signs of the influences of the previously discussed factors are
considered and summarised in a table. As pointed out before, it
is important to additionally take account of the indirect effect of
these factors which consists of the influences between them.
Therefore the second part of the article reviews the influences
which form the chains of indirect effects. These influences are
systematised on the basis of the influencing factor. Finally, all
the influences between the discussed factors are drawn together
into a single diagram.



1. THE FACTORS OF INCOME
INEQUALITY

In this part, all these factors of income inequality are introduced
which have been proposed in previous literature as known to the
author of this article. The theoretical hypotheses and the results
of earlier studies about the character (sign)® of these influences
are discussed. It is worth mentioning that often it is not clear
whether the authors of previous studies have discussed the
direct or total effect of a particular factor. The factors of income
inequality are taken to fall into the following categories: econo-
mic development, demographic factors, political factors, cultu-
ral and environmental factors, and macroeconomic factors.

1.1. Economic development

In previous literature on factors of income inequality, the
factors related to economic development have undoubtedly got
most attention. These factors are: a country’s wealth (mostly
measured as GDP per capita), economic growth, technological
development and the development of economic structure.

Most of the studies about a country’s wealth and income ine-
quality rest on Kuznets’ (1955) hypothesis about an inverted U
relationship: as the GDP grows, inequality will first increase
and then will start to decrease. This hypothesis was supported
by the data available at the time when the labour force was

2 Sometimes it has also been called as the direction of influence, but
here direction is understood as the direction of causality: from which
variable to which the causal relationship goes. Whether the influence
(effect) is positive or negative, is indicated by the sign of the effect.
Here and hereafter the positive influence means that an increase in the
value of one variable will cause an increase in the value of another
variable; in the case of a negative influence, an increase in the value of
one variable will cause a decrease in the value of another variable.
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moving from agriculture to industry. One explanation offered is
that income inequality between sectors, for example, the less
productive agricultural sector and the more productive indu-
strial sector, is greater than inequality within them. Then at the
beginning of the movement of labour force income inequality
increases, but starts to decrease when most of the labour force is
already in the industrial sector or the movement between the
sectors has equalised the rates of return in both sectors
(Ferreira, 1999b). There are also other hypotheses about the
influence of a country’s wealth on its income inequality. Chang
and Ram (2000) have proposed that if a country’s wealth
increases, its wealthy people as entrepreneurs and resource
owners have more opportunities to increase their incomes.

In addition to a large number of articles testing Kuznets’ hypo-
thesis, most of the analyses covering several factors of income
inequality have also included GDP per capita. Kuznets’ hypo-
thesis is supported by many analyses using various data. For
example, Higgins and Williamson (1999) used panel data for
the 1960s to 1990s, Clark, Xu ja Zou (2003) panel data for
1960-1995, similar data were used by Barro (1999). Nielsen
and Alderson (1997) analysed data about U.S. counties in the
years 1970, 1980 and 1990, Weede and Tiefenbach (1981) stu-
died a cross-section from 1965. All these studies have found
support to the inverted U hypothesis. On the other hand, Ram
(1997) analysed the panel data of developed countries for 1951—
1992 and found an un-inverted U-curve: with the increase in the
GDP, income inequality decreased in the 1950s and 1960s, but
increased from the 1970s on. Analogical results were yielded by
an analysis of U.S. counties in a similar period (Ram, 1991). In
the study by Gustafsson and Johansson (1997) about OECD
countries in the years 1966—1994, a country’s wealth turned out
to be insignificant as a factor of income inequality. Hence, there
is no clarity about the influence of a country’s wealth on
income inequality. A more exhaustive overview of the articles
about a country’s wealth and income inequality can be found in
Glomm (1997).
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Some studies have used energy consumption per capita as an
indicator of a country’s wealth. Muller (1988), for example,
found an inverted U relationship between energy consumption
and income inequality, using a cross-section of the years 1965—
1975. Nielsen and Alderson (1995) got the same result, analy-
sing the panel data for 1952-1988. However, Nielsen (1994)
used both energy consumption and GDP per capita in turn and
in a cross-section of 1970 both indicators appeared to be
insignificant as factors of income inequality. Nevertheless, the
per capita GDP is mostly used as an indicator of a country’s
wealth.

Whereas the labour force movements between different econo-
mic sectors play an important role in the formation of
inequality, the development of economic structure (the shares of
agricultural, industrial and service sector in the whole economy)
has to be taken into account as a factor of income inequality.
Gustafsson and Johansson (1997) included into their analysis, in
addition to the per capita GDP, the shares of labour employed in
the industrial and service sectors. This choice can serve as an
explanation for the aforementioned insignificance of a country’s
wealth as a factor of income inequality in this study. The studies
by Doessel and Valadkhani (1998), and Clarki, Xu and Zou
(2003) also allow us to assume that the influences exerted by a
country’s wealth and by the development of its economic
structure on income inequality can overlap to some extent.

The level of development of the economic structure has also
been described with the derived indicators. Abdel-Ghany (1996)
used the ratio of manufacturing workers to service workers as a
factor of income inequality. Some studies (Nielsen, 1994;
Nielsen and Alderson, 1995; Nielsen and Alderson, 1997) used
the indicator of sectoral dualism, which describes the income
inequality between the sectors. In case of two sectors, it can be
found by subtracting, for example, the agriculture’s share of the
GDP from the share of the labour force employed in agriculture
(Nielsen and Alderson, 1995). However, nowadays already
three sectors have to be taken into account, so more complex
derived indicators are needed. As the methods used in different
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studies are not comparable, no unique assumption can be made
about how the development of economic structure influences
income inequality. However, it can be assumed that like the
influence of a country’s wealth, the influence of the develop-
ment of economic structure is nonlinear.

In addition to the GDP per capita, its growth as an indicator of
economic growth is analysed as a factor of income inequality. It
is taken for granted that a faster economic growth involves
greater entrepreneurial activity and so the incomes converge to
rich people who are able to invest and benefit from the eco-
nomic growth (Chang and Ram, 2000). Edwards (1997) analy-
sed a cross-section of the 1970s and 1980s, finding that a faster
economic growth increases income inequality. The study of Xu
and Zou (2000), based on data about China, yielded similar
results. However, the empirical analysis of Chang and Ram
(2000) using a cross-section of the 1980s showed that a faster
growth, on the contrary, reduces income inequality. In the study
of Ahluwalia (1974), who used a cross-section of the 1960s, the
economic growth turned out to be not significant at all as a
factor of income inequality. Unfortunately, there has been no
significant discussion about the mechanisms of this possible
influence. Therefore, no unique assumption can be made about
the influence of economic growth on income inequality.

Often technological development has been analysed as a sepa-
rate factor of income inequality. For instance, Cornia and Kiiski
(2001) found that technological development is one of the most
important factors of income inequality in developed countries,
while in other countries the influence is weaker. The mecha-
nism of the influence can vary, according to Snower (1999). In
case of intensive changes in technology, the wages of skilled
workers are increasing, while the wages of unskilled workers
remain on the same level. In case of extensive changes, skilled
workers will take over the jobs of unskilled workers; both the
demand for skilled workers and their wages increase, while the
demand for unskilled workers and their wages decrease.
According to Bresnahan (1997), who analysed the impact of
computerisation on income inequality, computerisation too
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increases income inequality. Consequently, technological deve-
lopment is supposed to increase income inequality. However, it
has to be admitted that this influence has mostly been analysed
in rather theoretical studies, there being no commonly used
indicators for technological development.

1.2. Demographic factors

The next group of factors of income inequality involves
demographic factors, such as urbanisation, age structure of
population, and composition of households, and also includes
factors related to education such as the population’s educational
level, education inequality, and education expenditure. These
factors have also been widely studied in previous literature.

There are contradictory assumptions about the influence of
urbanisation on income inequality. Crenshaw (1993) showed
that higher population density is associated with lower ine-
quality, explaining it with better possibilities for advanced
social organisation in case of higher population density. On the
other hand, Nielsen and Alderson (1997), and Litwin (1998)
found that higher population density and urbanisation increase
inequality: income inequality is usually higher in urban than in
rural areas. In the study of Li, Squire and Zou (1998), using
panel data for 1947-1994, and also in the work of Xu and Zou
(2000), which used Chinese data, the influence of urbanisation
on income inequality turned out to be insignificant.

The influence of the age structure on income inequality is not
clear, either. According to Deaton and Paxson (1997), older
people have a larger dispersion of incomes and so a larger share
of older people in population leads to higher income inequality.
This idea is supported by the empirical analysis of Deaton and
Paxson (1997) using four countries' data. On the other hand,
Higgins and Williamson (1999) studied panel data for the 1960s
to 1990s and found that a larger share of the population aged
40-59 in population aged 15-69 decreases inequality. It can be
assumed that a larger share of older and more experienced
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people reduces demand for them and the wage premium for
experience, so the overall inequality is lower (Higgins and
Williamson, 1999). In Nielsen and Alderson (1997) it appeared
that the influence of the share of elderly people (ages 65 and
older) on income inequality in U. S. counties was different in
different decades. The studies of Gustafsson and Johansson
(1997) about OECD countries in the years 1966—1994, and by
Muller (1988) using a cross-section from the years 1965-1975
both showed that a larger share of children (aged 0-14) increa-
ses income inequality. This can be explained by the assumption
that the birth rate is higher in families with a smaller income
and so the incomes per family member become even smaller in
this group of population, and hence the overall inequality
increases.

As income inequality is mostly measured on the basis of the
average income of the household members, the composition of
household plays an important role in forming income ine-
quality. It has been presumed that the more different the types
of households, the higher the income inequality, because the
households of different types have different incomes per
household member (Wilkie, 1996). Larger households are more
able to equalise the income per household member, so, as the
average number of household members decreases (children
leave their parents earlier, fewer marriages and more single
persons), the overall inequality increases (Blank and Card,
1993). Most studies have focused on the impact of the pro-
portion of single-female-headed households. Whereas such
households usually have one employed person instead of two
like in the traditional family type, it is assumed that single-
female-headed households have a lower income per household
member and so the overall inequality is higher in case of more
single-female-headed households (Partridge, Partridge and
Rickman, 1998). This assumption is supported by many studies
using U.S. data, such as Maxwell (1990), Nielsen and Alderson
(1997), Bishop, Formby and Smith (1997), Partridge, Partridge
and Rickman (1998), and Chevan and Stokes (2000).
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The population’s educational level and education inequality are
undoubtedly the most actively discussed factors of income ine-
quality. Although it is often argued that the spread of education
reduces income inequality (Nielsen and Alderson, 1995; Chu,
2000; Sylwester, 2002), the average level of education and
educational variations have to be distinguished between. The
average number of school years is often used as a measure for
the educational level of the population and the results are
contradictory again. For instance, Partridge, Partridge and Rick-
man (1998) found that income inequality was lower in U.S.
counties with more average years of education. On the other
hand, for example Sylvester’s (2002) study, which used a cross-
section of 50 countries, showed that countries with a higher
average number of school years had also higher income ine-
quality.

Theoretically, higher education inequality should be associated
with higher income inequality, as a higher educational level
should duly ensure a higher income. This assumption is suppor-
ted by the studies of Chiswick (1971), and Cornia and Kiiski
(2001) wusing international cross-section data. Nielsen and
Alderson (1997), who used the indicator of educational hetero-
geneity, found that in U.S. counties in 1970-1990 the ine-
quality-increasing influence of higher educational heterogeneity
had become stronger in time. In some studies, the shares of
population with different levels of education are used. Accor-
ding to Chevan and Stokes (2000), higher shares of population
with both low and high educational levels are usually associated
with higher income inequality, which is partly supported also
by their analysis of U.S. data. Hence, education inequality can
be assumed to increase income inequality. Very often also the
indicators of school enrolment are used, but as their function is
to enable to predict the educational level in the future rather
than now, it would be premature to assume their impact on the
income inequality at present. Therefore, the indicators of
education inequality should be preferred.
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Education expenditure is also often analysed as a factor of
income inequality’. The government’s expenditure on education
can reduce income inequality if poorer people have access to
public education. If their income is too low, they cannot benefit
from public education and thereby income inequality even
increases (Sylwester, 2002). Sylvester’s (2002) empirical
analysis of 50 countries showed that countries with larger
government’s expenditure on education have lower income
inequality. However, it is possible that in countries whose go-
vernment spends more on education, the government’s total
expenditure and hence the expenditure on redistributive
transfers is larger, too. So the relationship between education
expenditure and income inequality can be non-causal and derive
from common causes instead. Doessel and Valadkhani (1998),
for example, studied the years 1967-1993 in Iran. They inclu-
ded both the government’s total and its educational expendi-
tures into the analysis, and the total government expenditure
turned out to reduce income inequality, while education
expenditure had no significant effect on it. So, the influence of
education expenditure on income inequality is questionable and
requires further analysis.

1.3. Political factors

There are also political factors that are supposed to influence in-
come inequality, such as the shares of the government and the
private sector, democratisation, liberalisation, etc.

The share of the government sector’ in economy is mostly
measured as the share of government expenditure in the GDP.

3 Although education expenditure can also be classified as a political
factor, the author has preferred to hold together all the factors con-
cerning education.

* The share of the government sector can also be considered as a
macroeconomic factor since it has an important role in macroeco-
nomic processes. Yet, as the amount of the government’s expenditure
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A large proportion of government expenditure is formed by
transfers, such as pensions, subsidies, grants, which have a
redistributive and equalising function in society. Hence, a
higher share of the government sector should bring about lower
income inequality. In addition, earnings inequality in the public
sector is usually lower than in the private sector (Gustafsson
and Johansson, 1997), which is the second possible mechanism
of the inequality reducing influence of the share of the govern-
ment sector. The inequality-reducing influence of the share of
the government sector has appeared in many panel data studies:
Durham (1999), for example, analysed the years 1960-1992,
Gustafsson and Johansson (1997) the years 1966—1994, Clarke,
Xu and Zou (2003) the years 1960-1995. Stack (1978) got the
same result using a cross-section from the 1960s. However, the
inequality-reducing influence of government expenditure
depends on the share of transfers in total expenditure. If most of
the government’s expenditure is addressed to more well-to-do
people, government expenditure can, on the contrary, increase
income inequality (Xu and Zou, 2000; Clarke, Xu and Zou,
2003). The work of Blejer and Guerrero (1990) showed that
higher income inequality was connected with larger government
expenditure which was addressed to industrial projects bene-
fiting rich people rather than to social insurance. Consequently,
there is no clear assumption about the influence that the share of
the government sector can exert on income inequality.

Since the shares of the government and private sectors are
connected unambiguously (if one increases, then the other one
decreases), there is no need to include the share of the private
sector into the analysis that already includes the government
sector. The share of the private sector in economy has been
taken into account mainly when analysing transition countries.
Ferreira (1999a), for example, points out that privatisation
increases income inequality, because the hitherto poorer people
have fewer chances to benefit from privatised assets. The

is a political decision, it is considered as a political factor in the pre-
sent article.
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second reason is higher earnings inequality in the private sector
(Ferreira, 1999a). These findings are in accordance with the
assumption about the inequality-reducing effect of the share of
the government sector.

There exists no unique and widely used indicator of democrati-
sation. In a more democratic society, poor people have more
political rights and possibilities to achieve larger redistribution
and a more even distribution of income (Sirowy and Inkeles,
1990; Gradstein and Milanovic, 2002). Gradstein and Milanovic
(2002) found that the expansion of franchise has reduced
income inequality. Li, Squire and Zou (1998) analysed the
panel data of 49 countries for the years 1947-1994 and found
that an improvement in civil liberties reduces income ine-
quality. Lundberg and Squire (2003) obtained similar results
using similar data. On the other hand, it is argued that it is
simpler to accomplish the redistribution in authoritarian socie-
ties (Sirowy and Inkeles, 1990). Further, the higher centrali-
sation of an authoritarian regime involves more opportunities to
diminish the differences between incomes in different regions
(Durham, 1999). Crenshaw (1993), for example, found an ine-
quality-increasing influence of democracy using a cross-section
of the year 1970. Nielsen and Alderson (1995) showed that
income inequality used to be significantly lower in the commu-
nistic countries. However, in the studies of Nielsen (1994) and
Nielsen and Alderson (1995) the index of political democracy,
in the work of Higgins and Williamson (1999) the index of civil
liberties and political rights, and in the study of Durham (1999)
different indicators of democracy appear to be insignificant in
determining income inequality. Some authors have pointed out
that it is the length of democratic experience that matters and
not the current state of democracy (Nielsen and Alderson, 1995;
Gradstein and Milanovic, 2002). Muller (1988), for example,
used a cross-section of the years 1965-1975 and found income
inequality to depend on the age of democracy. Consequently,
there is still no clarity about the influence of democratisation on
income inequality. A more exhaustive overview of relevant
articles can be found, for example, in Durham (1999).
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Policy liberalisation has also been discussed as a factor of
income inequality. Stewart and Berry (2000), for example,
conclude that liberalisation on the whole increases income
inequality. The empirical analysis of Cornia and Kiiski (2001)
showed that in 32 countries in the years 1985-1990 the reforms
on average had an inequality-increasing influence. Unfortu-
nately, the empirical analysis of the impact of liberalisation on
income inequality is constrained by the lack of appropriate
indicators of liberalisation. Liberalisation indexes which synthe-
sise different aspects of liberalisation are not available for all
countries or for all periods of interest. Since reforms in different
spheres may affect income inequality in various ways, it makes
sense to analyse the influence of the diverse aspects of
liberalisation separately. The liberalisation of foreign trade can
be analysed as a macroeconomic factor, whereas smaller
redistribution and privatisation have already been discussed
together with the share of the government sector.

1.4. Cultural and environmental factors

In the formation of income inequality, an important role is
played by cultural and environmental factors. This group of
factors comprises land concentration, cultural variation, shadow
economy, corruption and also the abundance of natural
resources.

In countries with historically characteristic higher land con-
centration, the higher inequality of land rent is associated with
higher income inequality as a whole. Lundberg and Squire
(2003), for example, analysed the panel data of 38 countries and
found that higher land concentration increases income ine-
quality. Similar results can be found in Crenshaw (1993).
However, the income inequality increasing effect of land
concentration has diminished in the course of time, as shown by
Cornia and Kiiski (2001) who compared the periods 1970-1974
and 1990-1999. In the study of Gupta, Davoodi and Alonso-
Terme (2002) who used the data about the years 1980-1997,
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land concentration turned out to be insignificant in determining
income inequality. So, it is assumed that higher land con-
centration increases income inequality, but the influence be-
comes weaker in time.

There are very few studies about the influence of cultural
traditions on income inequality. Nor is there a common indi-
cator describing cultural traditions and their variations. It is
assumed that in case of larger ethnic heterogeneity people are
less interested in redistribution and therefore income inequality
is higher (Clarke, Xu and Zou, 2003). Clarke, Xu and Zou
(2003) found support for this assumption from the panel data of
91 countries for the years 1960-1995. Gradstein, Milanovic and
Ying (2001) analysed the panel data of 126 countries for the
years 1960-1998, discovering that income inequality depends
on the religious traditions of a particular country. The same
dependence emerged from the study of Partridge, Partridge and
Rickman (1998) concerning U.S. counties. Muschinski and Pic-
kering (2000) analysed the influence of tribal cultural character-
ristics on income inequality in North America. Unfortunately,
the specific nature of this study makes it complicated to com-
pare the results with other studies. So it can be said that while
cultural variation is likely to increase income inequality, this
influence needs further and more in-depth analysis since most
of the studies of income inequality factors have omitted it
(Muschinski and Pickering, 2000), often probably due to lack of
data.

Shadow economy and corruption are phenomena that are
directly connected to cultural traditions. A theoretical analysis
of the relationship between shadow economy and income
inequality can be found in Rosser and Rosser (2001) who point
out that if the share of shadow economy increases, the inflow of
taxes and possibilities for redistribution will decrease, and
hence, income inequality may increase. The influence of sha-
dow economy on income inequality seems not to have been
studied empirically, probably because of problems with mea-
suring shadow economy. The influence of corruption on income
inequality was studied by Gupta, Davoodi and Alonso-Terme
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(2002) by means of a cross-section of the years 1980-1997.
They found that a higher level of corruption leads to higher
income inequality because in more corrupt societies wealthy
people have more opportunities to take advantage of the
redistribution and use it in their own interests.

The abundance of natural resources is usually considered to be
inequality-increasing. In the case of abundance of natural re-
sources, for example, of minerals and metals, the production is
capital-intensive rather than labour-intensive, requiring more
skilled than unskilled workers. According to the demand for
labour, the wages of skilled workers are higher and the wages of
unskilled workers lower. (Cornia and Kiiski, 2001) In addition,
the abundance of natural resources is often associated with a
higher concentration of ownership and rent, which in their turn
increase income inequality as a whole (Gupta, Davoodi and
Alonso-Terme, 2002). Gupta, Davoodi and Alonso-Terme
(2002) included the share of natural resources in exports into
their analysis of a cross-section of the years 1980-1997 and it
appeared to be an inequality-increasing factor. On the other
hand, Williamson (1997) used a cross-section of 1965-1990
and in his case the abundance of natural resources proved to be
an insignificant factor of income inequality. Cornia and Kiiski
(2001) compared the periods 1970-1974 and 1990-1999; their
results show that the inequality-increasing influence of the
abundance of natural resources has diminished in the course of
time. So, similarly to land concentration, it can be assumed that
the abundance of natural resources does increase income ine-
quality, but the influence becomes weaker in time.

1.5. Macroeconomic factors

In the last two decades, macroeconomic factors have been
considered as factors of income inequality as well. It has to be
noted here that even though economic development can be
classified as a macroeconomic factor, it was reasonable to
consider the factors related to economic development in a



Factors of Income Inequality and their Influence Mechanisms 21

separate chapter because of the much greater attention that they
have got in pertinent literature. Inflation, unemployment,
financial development, export, import and foreign investments
are considered as macroeconomic factors.

As regards inflation, there is no common view about its
influence on income inequality. It has been argued that inflation
affects poorer people by devaluating fixed nominal incomes
(pensions, subsidies) and thus increases income inequality
(Gustafsson and Johansson, 1997; Parker, 1999; Xu and Zou,
2000; Cornia and Kiiski, 2001). The inequality-increasing
influence of inflation was disclosed by the study of the Philippi-
nes performed by Blejer and Guerrero (1990) and the work of
Xu and Zou (2000) who used Chinese data. The same view is
supported by Edwards’ (1997) analysis. On the other hand,
there are several studies, according to whose results the
influence appears to be inequality-decreasing: Gustafsson and
Johansson (1997) used panel data of different countries, Jantti
(1994), and Johnson and Shipp (1999) analysed U.S. data.
Lastly, Creedy and van de Ven (1997) concluded from their
analysis of Australian data that inflation has no influence what-
soever on income inequality. Dimelis and Livada (1999), too,
point out that the influence may depend on the country
analysed. Hence, no solid assumptions can be made about the
influence of inflation on income inequality.

The influence of unemployment on income inequality is not
clear, either. Yet, according to Gustafsson and Johansson
(1997), and Parker (1999), there are more empirical analyses
indicating the inequality-increasing influence than analyses
showing the opposite. This is explained by the supposition that
unemployment hurts primarily people with lower income
(Gustafsson and Johansson, 1997; Dimelis and Livada, 1999);
there exists unemployment inequality and poorer people lose
their jobs more often and so their incomes become even lower
(Blank and Card, 1993; Johnson and Shipp, 1999; Parker,
1999). There are several empirical analyses showing that an
increase in unemployment leads to an increase in income
inequality: Jantti (1994) and Abdel-Ghany (1996) analysed U.S.
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data, Sharpe and Zyblock (1997) data from Canada, and Blejer
and Guerrero (1990) the case of the Philippines. On the other
hand, Nielsen and Alderson (1997) found that in the U.S.A.,
higher unemployment was associated with lower income
inequality in the year 1980. In the years 1970 and 1990, this
influence was insignificant. There are also studies which show
no influence at all, for example, Blank and Card (1993), and
Johnsson and Shipp (1999) analysed U.S. data, and Gustafsson
and Johansson (1997) panel data of different countries. Conse-
quently, as most of the studies on this issue have analysed the
data of one country at a time, the influence of unemployment on
income inequality would need further analysis by means of
international panel data.

The influence of financial development has got less attention as
a factor of income inequality. Clark, Xu and Zou (2003) analy-
sed the panel data of 91 countries for the years 1960—1995,
using the private credit and bank assets to GDP ratio as a
measure of financial development. Their analysis showed that
financial development provides a better access to loans to
poorer people, accordingly giving them an opportunity to
increase their incomes by investing into education or entre-
preneurship. Hence, financial development reduces income
inequality. Li, Squire and Zou (1998), and Lundberg and Squire
(2003) used the M2 to the GDP ratio as a measure of financial
development, likewise finding the inequality-decreasing effect.
Hence it can be assumed that financial development reduces
income inequality.

The number of studies about the influence of foreign trade on
income inequality is not large. According to Richardson (1995),
the influence of export and import on income inequality
depends on many conditions. An increase in import from
developing to developed countries can lower the wages in the
competitive field of production of developed countries and,
thus, increase inequality in developed countries. Yet, the
influence can be different in developing countries or in case of
trade between developed countries themselves (Gustafsson ja
Johansson, 1997). Xu and Zou (2000) found that income ine-
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quality increased with the growth of foreign trade in China in
the years 1985-1995. Litwin (1998) got the same result by
analysing developing countries. Both studies used the ratio of
summarised exports and imports to the GDP as a measure of
foreign trade. It makes sense to keep export and import apart
here. Gustafsson and Johansson (1997), for example, included
import from developing countries into their analysis of OECD
countries and it turned out to be an inequality-increasing factor.
Li, Squire and Zou (1998) included export into their study of
the panel data of 49 developed and developing countries, and it
appeared to be an inequality-decreasing factor. Yet, the influen-
ces of export and import on income inequality certainly need
further analysis.

The influence of foreign investments on income inequality has
got even less research attention in the literature. According to
Alderson and Nielsen (1999), and Bornschier, Chase-Dunn and
Rubinson (1978), it has been mostly found that larger incoming
foreign investments tend to increase income inequality. The
proposed explanation is an increase in both the elite and low-
paid workers. Alderson and Nielsen (1999) analysed the panel
data of 108 countries in 1947-1996 and found support to the
assertion about the inequality-increasing influence of foreign
investments. So, it can be assumed that if incoming foreign
investments increase, then income inequality increases, too.

1.6. Summary of the hypothetical factors of
income inequality

To sum up, it can be said that in the case of many factors of
income inequality there is no agreement in earlier surveys about
the character of the influence exerted by a particular factor on
income inequality. Both the theoretical assumptions and the
results of empirical analyses vary, often ranging from a negative
to positive effect, including the possibility of no effect at all.
The differences in the results in previous research may be due
to the different numbers of other factors included into the
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analyses. Moreover, the authors often do not specify whether
they are dealing with the direct or total effect of a particular
factor on income inequality, but for the sake of correctness,
either only the direct effects or only the total effects estimated
by different authors can be compared. Table 1 summarises all
the factors discussed before and the hypothetical signs of the
effects of these factors on income inequality.

It can be pointed out that the effects of a country’s wealth and
of the development of economic structure on income inequality
are assumed to be nonlinear. The technological development,
education inequality and foreign investments are supposed to
increase and financial development to reduce income inequality.
The concentration of land and the abundance of natural resour-
ces have also been supposed to increase income inequality, but
the more recent studies have questioned this. Cultural variation,
shadow economy and corruption are also thought to increase
income inequality. However, because of the problems with the
data availability, the number of studies addressing these cultural
factors is small and so the hypotheses about them are question-
nable. The same can be said about the influence of export and
import on income inequality. Unfortunately, there is no
common indicator to measure the composition of households
and therefore the hitherto performed studies cannot be com-
pared. Regarding other factors, there are various hypotheses
about their influence on income inequality.

As there is high variance in results about the character of most
factors’ influence of on income inequality, there is definitely a
need for a complex analysis that would include both direct and
indirect effects. It is possible that the variance in previous
results is at least partly due to mistakes in model specification —
omitted factors or omitted influences between factors.
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2. INFLUENCES BETWEEN THE FACTORS
OF INCOME INEQUALITY

As mentioned before, in addition to the direct effect on income
inequality, many factors also exert indirect effects on income
inequality through other factors. It is possible that one particular
factor influences one or more factors, which in their turn affect
one or more other factors, and so on. Hence, the possible chains
of indirect effects are quite complex and have to be syste-
matised in some way. In this article, the influences between the
factors forming chains of indirect effects are discussed
separately. The influences are systematised according to the
influencing factor. So, by each factor only the possible first
links of the chains of indirect effect are considered, the follo-
wing links are discussed by the next influencing factors, and so
on. All the influences between the factors are summarised in
Figure 1.

2.1. Influences of economic development

A country’s wealth can influence income inequality, for
example, through the share of the government sector. It is
believed that growth in a country’s wealth will lead to a relative
increase in the government sector, because higher incomes
involve higher readiness to pay taxes and a higher demand for
public goods (Cameron, 1978; Singh and Sahni, 1984). This
assumption has met with support, for example, in the studies of
Cameron (1978) and Boix (2001), both using international data.
Another explanation is that redistributive transfers form quite a
large proportion of government expenditure. Redistribution can
be viewed as a luxury good, the demand for which increases
with an increase in incomes (Johnson, 1987). Some authors
suppose that economic growth depends on a country’s wealth:
growth is faster in poorer countries where the backwardness
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and, accordingly, opportunities for development are larger
(Barro, 1991). This was evidenced by the analysis of Barro
(1991) who used the panel data of 98 countries for 1960—1985,
and by the study of Swank (1996) who analysed 25 countries in
the period 1960-1989. A country’s wealth can similarly
influence income inequality via education. More affluent count-
ries can afford to spend more per capita GDP on education and
the educational level of their population is higher (Tolley and
Olson, 1971). A country’s wealth can also attract foreign invest-
ments. Barrel and Pain (1997), for example, found that larger
GDP was associated with larger foreign investments. At last, a
country’s wealth can also affect income inequality through
corruption. Corruption is induced by scarce resources and
people’s wish to make the distribution of scarce resources work
in favour of themselves; consequently, there is a higher corrup-
tion risk in poorer countries with higher resource scarcity
(Husted, 1999).

Technological development naturally brings about changes and
the development of economic structure. Technological develop-
ment can influence income inequality via a country’s wealth
and economic growth. After all, technological progress enables
more effective use of resources in production and is one of the
most important engines of an increase in a country’s wealth and
faster economic growth. The influence of technological deve-
lopment on unemployment has also been discussed in literature.
It is assumed that with the introduction of new technologies
some workers become redundant and some firms can get closed
down, causing unemployment to increase (Eriksson, 1997).
However, these are apparently short-term effects and it would
be wrong to say that continuous technological development
continuously increases unemployment.

The development of economic structure can affect income ine-
quality through the share of the government sector. The demand
for redistribution increases with industrialisation because of a
higher probability to become unemployed and the risk of work
accidents, which increase the demand for unemployment and
health insurance coverage (Boix, 2001; Johnson, 1987). Berry
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and Lowery (1984) have analysed U.S. data and have found that
a larger share of the industrial sector in the GDP will
accordingly raise the share of the government sector in the
GDP. Boix (2001) analysed 65 countries in the period 1970-
1990 and found that a smaller agricultural sector was related to
a larger government sector. Yet, the influence mechanisms
related to work accidents may not hold during further develop-
ment and increase of the service sector. Nevertheless, it can be
assumed that technological development will lead to more
possibilities in health care and a longer average lifetime, which
in its turn will increase expenditures on health care and pen-
sions (Boix, 2001). The development of economic structure also
affects the demographic factors of income inequality. If a large
share of population moves from the agricultural into the indu-
strial sector, important changes in family planning take place,
the birth rate declines and the population ages. This trend
appeared, for example, in a study by Schultz (1994) who used
the data of 68 low-income countries. In addition, if employment
shifts from agriculture to industry, the share of urban population
increases, too (Gibbs and Martin, 1962). The changes in eco-
nomic structure certainly cause some changes in the compo-
sition of households (for example, more working women).
Unfortunately, this influence has not been widely discussed.
Therefore, the composition of households being a very complex
factor, no simple assumptions can be made about the influence
of economic structure on the composition of households.

2.2. Influences of demographic factors

Next, the influences of demographic factors on other factors of
income inequality will be considered. As there are many cultu-
ral changes related to urbanisation, including changes in family
planning, urbanisation usually lowers the birth rate and the
share of children in population (Li and Vaupel, 1989) and leads
to ageing of the population. This was confirmed, for example,
by a study of Schultz (1994). The age structure of population
influences income inequality, for example, through the share of
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the government sector. If there are more children and elderly
people in population, the expenditures on pensions and
subsidies as well as health care are larger. The empirical analy-
sis of Boix (2001) showed that the larger share of children and
elderly people in population will increase the share of the
government sector in economy. The larger share of children in
population also means government’s larger expenditure on
education (Stijns, 2001b); however, the change in education
expenditure per child is not clear.

Larger expenditure on education can be assumed to raise the
educational level of population, though this influence can only
appear with a certain time lag. The educational level of popu-
lation influences income inequality through many factors, such
as technological development and economic growth. The higher
educational level of human capital increases the productivity
and technological development. According to Temple (2000),
most studies have confirmed that the population’s higher edu-
cational level leads to faster economic growth. The influence of
the educational level on education inequality has also been
discussed in literature, but the character of this influence is not
clear. Winegarden (1979), for example, found that an increase
in the educational level will reduce education inequality. Ram
(1990), in his turn, showed that as the overall educational level
grows, education inequality will first increase and then will start
to go down.. Initially, only a small proportion of the population
gets highly educated, while others remain on a low level of
education, which means increasing education inequality. Later,
more and more people get educated and the distribution of
education will become more even again. (Ram, 1990; Cornia
and Kiiski, 2001) According to Heliwell (1994), a higher level
of education increases the demand for democratisation and,
thus, probably increases the level of democratisation. The
influence of the educational level on corruption has also been
discussed, but according to Ahrend (2002), the influence
depends on many factors (e.g., press freedom) and no clear
assumption about the character of the influence can be pointed
out. At last, the educational level affects income inequality via



Factors of Income Inequality and their Influence Mechanisms 31

foreign investments: as it means also higher quality of human
capital, a higher educational level of population attracts foreign
investments (Blomstrém and Kokko, 2003).

2.3. Influences of political factors

The share of the government sector in economy affects income
inequality, for example through economic growth. According to
the overview by Ram (1986), the size of the government sector
is considered both as a growth-increasing and growth-reducing
factor. On the one hand, the government sector enhances
economic growth, harmonising the social conflicts and protec-
ting against foreign risks. On the other hand, the activity of the
government sector is frequently inefficient; regulations and
taxes impose excessive burdens on economy and distort econo-
mic incentives. Lundberg and Squire (2003) analysed the panel
data for 1960—1995 and found that a larger government sector
accelerates economic growth, but the significance of this
influence is not clear. The influence of the government sector
on corruption has also been discussed. It can be assumed that in
case of a larger share of the government sector in economy
there are relatively more bureaucrats and hence more chances
for corruptive behaviour (Husted, 1999). However, the empi-
rical analysis by Husted (1999) showed no significant influence
of government sector at all. The share of the government sector
can affect income inequality through inflation. Lindbeck
(1983), for example, points out the possibility that the larger
share of the government sector and a larger tax burden cause a
wish to compensate for it by higher gross incomes, which in its
turn leads to an overall increase in prices. The influence of the
size of the government sector on unemployment is also
possible: it can be assumed that a larger government sector also
means more stable jobs and lower unemployment. However,
Haskel and Szimanski (1993) studied the impact of the share of
the private sector on unemployment and found that the
influence can be either positive or negative.
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Democratisation in its turn can influence income inequality
through the share of the government sector in economy. In case
of democracy, the government has to comply more with the
voters” demand for public goods and redistribution (Boix,
2001). The influence of democratisation on economic growth
has been widely discussed in literature, but there is no common
view about its character. According to an overview by Sirowy
and Inkeles (1990), many authors think that democracy enhan-
ces economic growth, because the protection of civil liberties
and freedom motivates people to make decisions that are useful
for growth. Some authors, on the other hand, believe that
democratisation can slow economic growth, because it is
simpler to take growth-enhancing political decisions in an
authoritarian society. Yet, some authors consider democrati-
sation as an insignificant factor for economic growth. The
empirical evidence is contradictory, too. For example, Linden-
berg and Devarajan (1993) analysed 93 developing countries in
the years 1973-1988 and found that democracy is a growth-
enhancing factor. On the other hand, both the analysis by
Heliwell (1994) which used the panel data of 125 countries for
the years 1960-1985, and the study by Lundberg and Squire
(2003) who used the panel data of 38 countries in the years
19601985 showed that democracy slows economic growth, but
the significance of the influence is doubtful. So, no clear
assumptions can be made about how democratisation affects
economic growth.

2.4. Influences of cultural and environ-
mental factors

It is difficult to make assumptions about the indirect effect of
cultural factors on income inequality. Evidently, many cultural
factors do affect economic development (Granato, Inglehart and
Leblang, 1996; Swank, 1996). Unfortunately, the influence of
cultural variation, which is one factor of income inequality, has
not been analysed. Stijns (2001b) analysed 102 countries in the
period 1972-1999 and found that cultural heterogeneity reduces
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education expenditures, but this possible influence needs further
analysis in the future. It can also be assumed that in countries
with higher cultural variation education inequality is also hig-
her: different ethno-linguistic groups have different access to
education as well as a different attitude to educational attain-
ment (Kao and Thompson, 2003).

The abundance of natural resources affects the development of
economic structure. In countries with few natural resources
most of the population is probably employed in the service
sector instead of sectors using natural resources. In addition,
Gylfason (2001) points out that abundance of natural resources
can hinder technological development. Abundance of natural
resources can influence income inequality also via economic
growth. In case of more natural resources there is less need to
increase productivity and the economic growth is slower (Sachs
and Warner, 1995; Rubinson, 1978). This view is supported by
the study of Sachs and Warner (1995) analysing international
data for the period 1970-1989 and using the share of exports
based on agriculture, minerals and fuels in the GDP as a
measure of abundance of natural resources. However, Stijns
(2001a) analysed the same period and found that the stocks of
minerals and fuels had no effect on economic growth. At last,
abundance of natural resources can probably attract foreign
investments, too. Unfortunately, the author has found no studies
about this possible influence.

2.5. Influences of macroeconomic factors

The influence of inflation on economic growth has got much
attention in literature, but there is no common view about it.
Some authors believe that inflation destabilises the economy
and slows down economic growth; others think that inflation
motivates people to invest in production and thus accelerates
economic growth. (Bruno and Easterly, 1996) The empirical
evidence is contradictory, too. The results of Lundberg and
Squire (2003) analysing panel data for 1960—1995 refer to the
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growth-accelerating influence of inflation. Gillman, Harris and
Matyas (2001) studied a similar period, but found inflation to
slow down growth. Inflation can affect income inequality also
via export and import. It can be assumed that higher inflation in
a particular country decreases the purchasing power and
demand for imports, whereas exports into other countries be-
come relatively cheaper causing export to increase. The indirect
effect of financial development on income inequality can go
through economic growth. Leblang (1996), for example, found
that a higher ratio of private credits to the GDP accelerates
economic growth. However, this influence needs further
analysis.

The indirect effect of foreign trade on income inequality can
also involve the share of the government sector in economy. In
case of a larger extent of foreign trade the foreign risks become
higher. This, in turn, forces the government to increase control
to reduce instability and compensate for increased foreign risks
with higher social security (Cameron, 1978; Berry and Lowery,
1984; Rodrik, 1998; Boix, 2001). This hypothesis is supported
by the study of Cameron (1978), which used a cross-section of
18 countries and showed that countries with a higher ratio of
foreign trade to the GDP had a larger share of the government
sector in the GDP. Foreign investments probably influence
technological development and economic structure. For
example, Barrell and Pain (1997) noted that foreign investments
enhance technological development, probably because of
additional resources available for development and a possibility
for imitation. Foreign investments often create additional jobs,
and can thus reduce unemployment. The influence of foreign
investments on the educational level of population has also been
discussed in literature (Blomstrom and Kokko, 2003). However,
this influence mostly consists of training programmes for
workers of firms based on foreign capital. Unfortunately, these
programmes are likely to have no effect on the indicators
usually used for measuring the overall educational level of
population. Therefore, the influence of foreign investments on
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the population’s level of education can be considered insigni-
ficant.

2.6. Summary of the hypothetical influences
between the factors of income inequality

The influences between the factors of income inequality
discussed above are summarised in Figure 1 which covers all
the influences considered in literature to date and known to the
author of this article. For the sake of simplicity and readability,
the figure covers only the factors of income inequality and the
influences among themselves. Income inequality and the direct
influences of each factor on income inequality presented in
Table 1 have been left out. So, to get the whole system of direct
and indirect effects of all factors on income inequality, income
inequality itself, direct effects of all factors on income ine-
quality, and the last link of each chain of indirect effect have to
be imaginarily added to the figure. It has to be mentioned that
although Figure 1 includes direct effects of one factor on
another factor, the cited studies have mostly not specified,
whether a direct or total effect is discussed.

The character of the indirect and total effect of one particular
factor on income inequality cannot be predicted on the basis of
Figure 2. The problem lies in the fact that the relative size of
different influences is not known. The indirect effect can be
estimated, if the direct effects of factors on income inequality
and all the effects between the factors are also estimated. Then
it is possible to summarise all the causal chains to obtain the
results about the indirect and total effect of this factor on
income inequality. So, the indirect and total effects cannot be
predicted without empirical analysis. Most studies published so
far have used regression analysis to investigate the effects of
different factors on income inequality. Regression analysis,
however, excludes the opportunity to take account of the fact
that there are causal interrelationships between different income
inequality factors themselves. In order to analyse such a
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complex system of relations, it is reasonable to use structural
equation modelling. This approach enables distinguishing the
causal relationship consisting of a direct and indirect effect
from the total relationship between income equality and each
factor of income inequality. So, it is reasonable to use structural
equation modelling when analysing empirically the system of
influences discussed in the present article.
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CONCLUSIONS

The motivation of the present article lies in the following
concept. When analysing the factors of income inequality, first,
as many factors as possible have to be included into the
analysis, and second, in addition to the direct effects of these
factors on income inequality all the influences between the
factors themselves forming the indirect effects of these factors
on income inequality have to be included. Then it is possible to
estimate the total effect of one particular factor on income
inequality as consisting of a direct and indirect effect and not
comprising a non-causal relationship between this factor and
income inequality.

This article introduces all the factors of income inequality
proposed in previous literature as known to the author of this
article. 24 factors can be pointed out which can be divided into
five categories: economic development, demographic factors,
political factors, cultural and environmental factors, and lastly,
macroeconomic factors. It can be concluded that in the case of
many factors there is no agreement as to whether their effect on
income inequality is positive, negative or insignificant. One
possible explanation is the differing number of other factors
included into the analyses by different authors. Furthermore,
often it has not been specified whether the direct or total effect
of the particular factor on income inequality is studied.

For correct estimation of the total effects, indirect effects
consisting of the possible influences between the factors of
income inequality have to be taken into account. In the present
article these influences are reviewed, too, ending up with a
system of the influences giving an idea about the possible
indirect effects of all factors on income inequality discussed in
this article. The indirect and total effects, however, can be
estimated only by means of empirical analysis, because the
relative size of different influences is not known. As regards the
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empirical analysis in the future, it is reasonable to use structural
equation modelling as regression analysis does not include the

causal interrelationships between different income inequality
factors themselves.
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KOKKUVOTE

Sissetulekute ebavordsuse mojurid ja nende
mojumehhanismid: teoreetiline iilevaade

Kéesoleva kirjutise idee seisneb jargnevas. Sissetulekute eba-
vordsuse mdjurite analiiiisimisel tuleks esiteks analiilisi kaasata
niipalju mdjureid kui vdimalik. Teiseks tuleks lisaks nende
mojurite otsesele mojule arvesse votta ka nende mdjurite oma-
vaheliste mdjude tulemusena tekkivat kaudset mdju sissetule-
kute ebavordsusele. Sellisel juhul on voimalik hinnata vastava
mojuri kogumoju sissetulekute ebavordsusele, mis koosneb
otseset ja kaudsest mojust, kuid ei hdlma mittepdhjuslikku seost
sissetulekute ebavordsuse ja vastava mdjuri vahel.

Kéesolevas artiklis tutvustatakse koiki autorile teadaolevalt seni
vastavasisulises kirjanduses vdimalike sissetulekute ebavord-
suse mojuritena kasitletud tegureid. Vilja vGib tuua 24 tegurit,
mis jaotuvad viide gruppi: majanduse areng, demograafilised
tegurid, poliitilised tegurid, kultuurilised ja looduslikud tegurid
ning makrodkonoomilised tegurid. Kahjuks ei ole paljude
tegurite puhul autorite hulgas tiksmeelt nende mdju osas: kas
mdju on positiivne, negatiivne vdi hoopis ebaoluline. Uheks
voimalikuks seletuseks on erinev analiiiisi kaasatud mdjurite arv
erinevate autorite toodes. Lisaks ei ole sageli ka tapsustatud, kas
uuritakse vaatlusaluse teguri otsest voi kogumdju sissetulekute
ebavordsusele.

Kogumodjude korrektseks hindamiseks on vajalik arvesse votta
ka mojurite kaudset moju sissetulekute ebavordsusele. Kies-
olevas artiklis on antud {ilevaade kaudset mdju moodustavatest
sissetulekute ebavordsuse mojurite voimalikest omavahelistest
mojudest, mis on koondatud mdjude siisteemiks, andmaks iile-
vaate kdigi vaadeldud tegurite vdimalikest kaudsetest mdjudest
sissetulekute ebavordsusele. Kuna erinevate mdjude suhteline
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tugevus ei ole teada, on mdjurite kaudset ja kogumdju sisse-
tulekute ebavordsusele voimalik hinnata ainult empiirilise ana-
liiisi abil. Kuna regressioonanaliilis ei holma mojurite oma-
vahelisi mojusid, on seejuures otstarbekas kasutada struktuurset
modelleerimist.



