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Topic Three: Poverty, Inequality and Development 
Measuring Inequality  

 Size of personal distribution: 

o Measures the ratio of the income received by top 20% and bottom 40% 

 Lorenz Curve: 

o Is equal to income vs total income  

 

o The bigger the gap between the Lorenz curve and the line of inequality the more 

unequal a society is. 

o The Gini Coefficient uses the Lorenz curve to put a number value on the size of the 

inequality.  It measures the size of the Area between the line of equality and the 

Lorenz curve divided by the area under the line of equality. 



 If there is no inequality it will be 0 and if there is 100% inequality it will be 

equal to 1. 

o Sometimes two Lorenz curves can cross which leads to an ambiguous result 

o High inequality has a Gini Coefficient between 0.5 and 0.7 and low inequality has a 

result between 0.2 and 0.35 

 Desirable Qualities of Inequality Measures 

o Anonymity: the measure should not depend on who the people on higher incomes 

are.  i.e. shouldn’t assume that the rich are good or bad 

o Scale Independence: the measure should not depend on the size of the economy  

o Population Independence: the measure should not be based on the number of 

income recipients  

o Transfer Principle: if money goes from the rich to the poor the measure should show 

that the society is more equal 

 It is important to know what factors of production are receiving the income, i.e. is the 

income going to land, capital or labour?  The important part is the amount of income that 

labour as a whole receives as opposed to the other factors.   

o The theory says that each factor should take home what it contributes but it doesn’t 

consider unions, monopolists and powers of landowners. 

 

 Ahluwalia-Cherney Welfare Index  

o GNP growth rates are actually calculated of the growth of the incomes of the top 

40% and therefore don’t actually show welfare increases for the lower classes 

 So if GNP increases by 20% it just shows that the rich are getting richer and 

doesn’t show what is happening to the poor 

o The AC welfare index divides the population into quintiles and gives each of them a 

weighting of 0.2.  This means that increases for each part of the population are 

measured equally.  Unlike GNP an increase of 10% for the bottom 20% would be 

equally weighted as an increase of 10% for the top 20%.   

 This would not be correct of GNP which only considers the top 40%. 

o The equation is 𝐺𝑟𝑜𝑤𝑡ℎ = 0.2(𝑔1) + 0.2(𝑔2) + 0.2(𝑔3) + 0.2(𝑔4) + 0.2(𝑔5) 



o You can go even further to measure development and have a poverty weighted 

index.    This could emphasise the poorer people and weight the bottom quintile at 

60% and the second at 40%. 

 𝐺𝑟𝑜𝑤𝑡ℎ = 0.6(𝑔1) + 0.4(𝑔2) + 0(𝑔3) + 0(𝑔4) + 0(𝑔5) 

o If you want to see which parts of the population are benefiting the most you can 

compare how the AC index and the Poverty Weighted Index compare to GNP 

Measuring Poverty 

 Amartya Sen: Poverty is a matter or deprivation  

 So what is poverty? 

o Absolute Poverty: Inability to maintain a minimum standard of living 

o Relative poverty: can’t attain a contemporary standard of living 

o Poverty line: the minimum acceptable standard 

 Can have the basic goods approach or the nutrition based foods approach to 

calculate this value.  It is currently $2 in PPP dollars.  The nutrition approach 

is to find a basket of goods that would sustain you and then calculate how 

much money you need to buy it 

 How do you measure it? 

o Headcount index: allows you to chart progress at an absolute level.  It is the number 

of people in poverty taken as a fraction of the total population. 

 The problem with this method, if you get $300 per year or $200 in a certain 

country you are both in poverty.  However, the $200 person is almost 

definitely worse off than the $300 person.  A way around this is the total 

poverty gap method. 

o Total Poverty Gap calculates the amount of income required to raise everyone 

below the poverty line to the poverty line.   

 

 In the above graphs, half of the countries are below the poverty line (the 

income lines crosses the poverty line at 50%), however, country A has a 

much larger poverty gap because they are further in poverty.  As can be 

seen by the larger TPG shaded area. 

 This can be converted into an average poverty gap where the total poverty 

gap can be divided by the population.  𝐴𝑃𝐺 =
𝑇𝑃𝐺

𝑁
 



 This number can then be normalised in order to compare it to other 

countries.  By dividing the average poverty gap by the size of the 

poverty line you end up with a number between 0 and 1 that can be 

easily compared to other countries. 𝑁𝑃𝐺 =
𝐴𝑃𝐺

𝑌𝑃
 

o Another measure is the average income shortfall.  Logically it is calculated by 

dividing the TPG by the number of people in poverty to work out on average how 

below the poverty line they are.  𝐴𝐼𝑆 =
𝑇𝑃𝐺

𝐻
, where H is the number of people below 

the poverty line.  It can be normalised again.  𝑁𝐼𝑆 =
𝐴𝐼𝑆

𝑌𝑃
. 

 Desirable Characteristics of Poverty Measures 

o Anonymity: same as above, it shouldn’t judge rich/poor as either good/bad 

o Population independence: shouldn’t depend on the size of the population  

o Monotonicity Principle:  if you give someone below the poverty line more money 

then poverty should not be increased. 

o Distributional sensitivity: if money goes from poor person to rich person the 

economy is poorer 

o Focus Principle: the measure of poverty should not be sensitive to incomes above 

the poverty line 

o How does the headcount measures stack up to these principles? 

 They pass the anonymity measure and the monotonicity principle.  The 

averaged ones and normalised one pass the population independence 

principle, but the TPG by itself does not.  In terms of distributional 

sensitivity, if the poorest person gives money to the third poorest person 

then the measure will not change as the TPG will be decreased by the same 

amount that it was increased.  It fails this test. 

 Foster-Green-Thorbecke (FGT) index: 

o It has an alpha value that as it gets higher makes it more precise  

 

 𝛼 = 0 this gives the headcount measure 

 𝛼 = 1 this is the normalised poverty gap 

 𝛼 = 2 then it takes into account poverty severity as people further from the 

poverty line have a bigger impact on the number.  If the difference between 

your income from the poverty line is squared it will have a proportionately 

much large impact on the result.  

 When alpha is equal to 2, this is cored the squared poverty gap 

index.  It satisfies the distributional sensitivity measure that the 

regular headcount measure disregards.   

 Why is it important to have distributional sensitivity?  Because there 

is an incentive for officials to show progress.  If progress is simply 

raising the largest number of people out of poverty then they may 



focus on the people closest to the poverty line, where there will be 

the largest results.   

Why is Inequality Bad? 

 Inequality leads to inefficiency 

o This is because if you have lots of poor people less of them qualify for loans.  This is 

bad because they cannot educate their children as well or start a business.   

o Furthermore, there will be lower amounts of savings.  The middle class have the 

highest savings rate, and if the middle class is small then it will stifle investment.   

o  If the money is concentrated in the hands of the rich they often spend it or invest it 

overseas, which is called capital flight.  This often represents a drain on national 

resources.  

 Inequality undermines social fabric 

o Lowers social stability and solidarity  

o If the economic power is in the hands of the rich, it increases their bargaining power 

and rent seeking behaviour.  This diverts resources away from productive growth.   

Furthermore, they have the ability to resist reform.  

 It is unfair 

o Rawlsian philosophy: veil  of ignorance  

 Because inequality is bad it is useful to define welfare as not just income but a function of 

Income, Inequality, and Poverty. 

Shifting Lorenz Curves with Different Patterns of Growth 

 This model assumes that there are two sectors in the economy, the modern sector and the 

traditional sector.  There are three ways in which the economy can grow. 

 Modern Sector Enlargement: 

o The size of the modern sector grows, while maintaining the same wages in each 

sector.  This happened in places like South Korea. 

 It is difficult to say the effect of this.  Absolute poverty will fall and incomes 

will rise however, it is difficult to say who gets the benefits.  Generally, there 

is less equality at first, followed by greater equality.   

 The poor who stay in the traditional sector will be worse off, but the middle 

class will grow.   This means that the rich will receive less of the income. 



 

 Modern Sector Enrichment 

o There is growth but it is limited to people in the modern sector, with wages and 

labour in traditional sector being held constant.  This is what has happened in a lot 

of Africa. 

 Because the modern sector is already richer, by making it even more rich 

there will be less equal income distribution and no poverty reduction.   

 

 Traditional Sector Enrichment 

o All benefits are divided among traditional sector workers, with no modern sector 

growth.  This has happened in countries focusing on reducing absolute poverty, such 

as Sri Lanka. 

 Because the traditional sector is generally poorer, the higher growth results 

in more equality and less poverty.  The curve shifts upwards uniformly. 



 

 Overall, poverty is reduced if you enrich the traditional sector and inequality increases if you 

enrich the modern sector.  Growing the modern sector has an ambiguous effect. 

Inequality and Growth 

 Kuznets Inverted-U Hypothesis 

o He believed that in the early stages of growth inequality would start to worsen.  It 

would then peak at some point and inequality would begin to reduce.   

o Why would it worsen? 

 Because under the Lewis model the modern sector would grow. 

 Education for some may rise and not for others which would increase 

inequality.  

 It is consistent with modern sector enlargement  

o The empirical results are mixed 

 The relationship between inequality and growth depends on how the growth is achieved.  

Increasing inequality is not necessary 

o What is important is who participates in the growth, which sectors of the economy 

and who owns the assets. 

 Has there been progress reducing poverty? 

o On the $1.25 goal, but not on the $2 goal 

o Growth can reduce poverty depending on how it happens.  Lower extreme poverty 

may also increase growth. 

o How does poverty and growth interact? 

 Poor health, nutrition and education lowers economic productivity and hence 

growth  

 Higher income, i.e. less poverty, stimulates demand for goods 

 Lack of credit access lowers entrepreneurship and ability to educate children 

 Poverty is often tied to bad government poverty which also leads to lower 

growth 

 Multidimensional Poverty Index (MPI) 

o Takes into account that people can be poor in more than one way 

o Factors 

 Income, as above 

 Health  



 Has two indicators: child deaths in the family and whether anyone is 

malnourished  

 Education 

 Has anyone in the household completed more than 5 years of 

schooling 

 Standard of Living 

 Flooring, drinking water, sanitation, cooking fuel, electricity  

o It shows that being poor in one dimension can only be partly set off by having 

adequate other factors 

o Empirically 

 Latin America is much more multidimensionally poor than would be 

suggested by income measures alone 

 High Poverty Groups 

o Rural populations 

 In Africa and Asia about 80% of the poor live in rural areas, mostly doing 

subsistence farming. 

 This is despite the fact that a lot of government spending has been targeted 

towards urban areas 

o Women 

 Less access to healthcare, education and they have lower incomes across the 

world 

 Women get paid less for the same work and are often employed in good jobs 

and are more likely to be employed in illegal work 

o Minorities/Indigenous 

 Chronic Poverty: One third of all people who are income poor at any one time will always be 

poor, or will be “chronically” poor.  

Policy Options 

 What needs to be achieved? 

o Alter functional distribution 

 There is a large difference between the payments received by capital and 

the payments received by labour 

o Mitigating size distribution 

 The holders of different assets and skills determined how personal income 

will be distributed 

 This can be achieved through progressive taxation that diverts 

income from the upper classes to the lower cases 

 How can you do some of it 

o Change relative factor prices  

 The traditional way to do this is to get rid of the minimum wage 

 It is argued that having a minimum wages causes employers to 

substitute labour for capital which reduces the welfare of the 

poorest people who lose their jobs. 

 This has been challenged empirically: 



o For the lowest skilled workers there is often monopsony 

(like with nurses) and they have very little bargaining power. 

o The tariffs on capital goods are lower than tariffs on 

consumer goods which effectively makes them have a lower 

price, if it was a level playing field then people would 

substitute towards labour. 

o Change the distribution of assets 

 This is often done with land reform where tenant cultivators become the 

owners which increases their incentive to be productive etc. 

o Progressive taxation and transfer payments 

 Providing education to the poor to increase their human capital. 

 In many developing countries progressive tax systems turn out to be 

regressive.  This is because poor and middle income people are directly 

taxed from their income either as they earn it or when they pay for stuff.  

Rich people get most of their income through land or capital assets which 

often goes unreported. 

  



 


