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Abstract 
This paper examines the relationship between public policies and economic 

inequality. It shows that public policies have a significant and large effect on 

inequality. One influence is through redistribution, as fiscal policy affects the 

distribution of disposable income through progressive direct taxation and through 

social benefits. This effect is captured by a single comprehensive variable, which 

is public expenditures as percent of GDP. Public policy affects the distribution of 

market incomes as well, through public education, through hiring to the public 

sector, through building infrastructure and through labor market regulation. 
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Inequality and Public Policy 
 

1. Introduction 
In recent decades income distribution has become one of the major macroeconomic 

variables of interest. Economists research the effects of the distribution of income on 

various other macroeconomic issues, like economic growth and business cycles. They also 

study what determines the distribution of income and why it differs so much both across 

countries and over time. There are many reasons for the rise in interest in this topic. The 

main one is the global rise of inequality since the 1980s. But the research on inequality also 

reflects internal developments in Neoclassical Economics, mainly the increased use of 

models of heterogeneous agents. 

This paper is part of the research on the determinants of inequality and why it differs 

across countries and over time. The paper focuses on the role of public policy. By public 

policy we mean the set of policies implemented by the government, and more broadly the 

public sector, including budgetary and non-budgetary policies as well. As explained below, 

most of the effects of public policy on inequality are quite straightforward, so we don’t 

need to present theoretical models of such effects and our analysis is empirical. 

Focusing on the effects of fiscal policy on inequality does not mean of course that 

we ignore effects of other variables. Such variables can be the level of development, as 

suggested by Kuznets (1955), or globalization, or technical change that is assumed to widen 

gaps between skilled and unskilled workers. But we try to show in the paper that the effect 

of public policies is not only significant, but is quite large. One way to get a feeling for this 

effect is to examine the redistribution by fiscal policy, mainly by direct taxes and subsidies, 

from economic income to disposable income. While the mean of the Gini coefficient of 

market income in the OECD countries in 2011 was 0.47, the mean of the Gini coefficient 

of disposable income in these countries in 2011 was 0.34. It is a large change. Furthermore, 

the standard deviation of the Gini of market income in OECD countries in that year was 

0.048, while the standard deviation of Gini of disposable income was 0.062. Hence, labor 

market inequality tends to be more similar across countries than inequality of disposable 
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income, which means that a significant part of the diversity in inequality is due to fiscal 

policy. 

The distinction between market income, which reflects mainly the labor market, 

and disposable income, which is also a result of direct government intervention, plays an 

important role in our analysis. In its first part we analyze how fiscal policy affects the 

redistribution from market to disposable income. In the second part of the paper we 

examine how public policies affect inequality in market income, through different channels 

and mechanisms. 

We begin our empirical analysis focusing on the OECD countries. It is a small set 

of countries, around 30, and a rather uniform set of countries, as most of them are 

developed, but the benefit of using it is that the data on inequality are of high quality. In 

general, focusing on the OECD also enables us to have data on most variables that come 

from the same source, which adds to their quality. Our empirical analysis of these countries 

finds that the redistribution of income by direct taxes and transfers is significant and large. 

We then note that direct taxes and welfare transfers are actually both the results of 

public intervention in the economy. As the government intervenes more, it has higher 

expenditures and hence it needs to raise taxes, including direct taxes. Transfers are also 

strongly related to the degree of public intervention, since such welfare benefits are one of 

the main channels of intervention in the economy. Hence, inequality of disposable income 

should fall if the government increases its intervention in the economy. We measure this 

intervention by total public expenditures as percent of GDP. We view it, therefore, as a 

causal variable that stands behind direct taxes and transfers. 

Indeed, our analysis shows that the share of public expenditures in GDP has a 

negative, significant and large effect on inequality. A rise of such expenditures by an 

additional percent of GDP reduces inequality by 0.35 percent of the Gini coefficient in 

almost all the tests we run. To rule out the possibility of a bias due to reverse causality or 

omitted variable, we further test the effect of public expenditures on inequality by use of 

two main instrumental variables. Those are the size of public debt, which affects 

expenditures through interest payments, and a variable that reflects natural disasters. We 
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show that the effect implied by these instrumental variables is very close to the effect of 

public expenditures when measured directly.1 

In the second stage of our analysis we turn to how public policies affect the 

distribution of market income. This is a topic that has not been studied thoroughly before 

and our analysis is very preliminary. Here we identify four policy tools that can potentially 

affect this distribution. The first is public expenditures on education. Public education has 

a significant effect on the supply of human capital and through it on the distribution of 

market income. The second policy is public investment in infrastructure and in public 

transportation. Such policies reduce distances from the center to the periphery and thus 

contribute to reduction of inequality of market incomes. The third public policy that affects 

the distribution of market incomes is hiring by the public sector, which is a large employer 

itself. The fourth public policy that affects inequality is regulation of the labor market, 

which is also done by the government. 

We therefore next test how these four interventions by the public sector affect the 

distribution of market income across countries and over time. We also control for other 

variables, which reflect the most common explanations for inequality, like economic 

development, globalization and technical change. We find that the public policies we list 

above affect inequality as expected, although the effect is not always significant. We 

therefore conclude that governments have a strong effect on inequality and they are the 

main contributors to the rise or decline of inequality.2 

As mentioned above, this empirical analysis is conducted on data from OECD 

countries. We then turn to examine a wider set of countries, to check robustness of the 

results. We use the Solt (2009) data set on inequality in a large set of countries. Although 

these data are of lower quality, they enable us to expand the analysis to a much wider set 

of countries and mainly to less developed countries. The results from this expanded set of 

countries fit the results of our analysis of OECD countries and thus further support our 

main hypothesis that public policies are a central factor of inequality. 

                                                 
1 When we replicate the results on a larger set of data than the OECD, we add a third IV, based on oil 
shocks, following Brueckner et al (2015). We do not use this IV for the OECD countries, as their 
experience of oil shocks has been quite similar across countries. 
2 Clearly, governments do not operate alone. They are affected by public opinion, but they also shape it. We 
leave this issue for future research, where we plan to employ data from public opinion surveys. 
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 The literature on determinants of inequality is not new, but it suffers from the lack 

of sufficient data on inequality across countries. As a result, only recently we begin to see 

empirical studies, which try to estimate the effects of various variables on inequality. Barro 

(2000) is an early example of such a study, which also contains a thorough survey of the 

previous literature. Barro (2000) focuses mainly on the state of development and its effect 

on inequality, namely on the Kuznets hypothesis, and it does not explicitly include policy 

variables in the regressions. Another important survey of this area of research is Atkinson 

(1997). Recently there are a number of papers that study the redistribution of income by 

fiscal policy, from market incomes to disposable incomes, such as Causa and Hermansen 

(2017), Chu, Davoodi and Gupta (2004), Niehues (2010), Ospina (2010), Martinez-

Vazquez, Vulovic and Moreno-Dodson (2012), Muinello-Gallo and Roca-Sagles (2013) 

and Woo et al (2013). Our paper differs from these papers in two ways. First, we do not 

impose the assumption that the effect of market Gini on disposable Gini is 1. Second, we 

use instrumental variables to identify the fiscal effect on inequality. Our paper also differs 

in analyzing the effects of public policy on the inequality of market incomes. 

The paper is structured as follows. Section 2 presents the empirical analysis of 

redistribution from market incomes to net incomes by direct taxes and subsidies. Section 3 

examines the role of public expenditures. Section 4 adds to the analysis the instrumental 

variables. Section 5 studies the determinants of inequality of market income and Section 6 

applies the results of the paper to examine how much of the rise in inequality in recent 

decades is due to public policies. Section 7 adds the alternative data on inequality. Section 

8 summarizes and the Appendix presents the sources of data. 

 

2. Redistribution of Income by Direct Taxes and Transfers 
We begin our empirical analysis by examining how government intervention changes 

market incomes into disposable incomes. It is clear that this difference is a result of public 

intervention, since disposable income is equal to market income plus government transfers, 

or subsidies to households, minus direct taxes. In order to see this effect we regress the 

Gini of disposable income over the Gini of market income and on direct taxes and transfers. 

 In this analysis our main data set is that of the OECD, which covers a small number 

of countries, but has high quality data on income. It also has the benefit of covering mostly 
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developed countries, which are therefore more uniform economically, so we can better 

identify the effects of policies. In Section 7 we repeat the tests with a different data set, 

Solt (2009) standardized version of the WIID 2008 (UNU_WIDER, 2008). This data set 

covers a large set of countries, but some of the data are not directly measured, but imputed. 

All data details and sources are included in Table A1 in the Appendix. 

The variables we analyze are the following. The Gini of disposable income of 

country j at period t, which is denoted GN(j, t). Actually, it is the average o this variable 

over the five years t-4 to t. We use such 5 year averages to all variables to reduce cyclical 

variation. Similarly, the Gini of market income of the same country at the same year is 

GM(j, t). Both Gini coefficients are written in percentage points and not as real numbers 

between 0 and 1, to help in presenting the results. Direct taxes as percent of GDP in country 

j at period t are denoted DT(j, t) and transfers as percent of GDP are denoted TR(j, t). These 

variables are in five years averages as well. Whenever there is no cause for confusion, we 

omit the indices for country and time. 

 

Variable 2011 
(1) 

2011 
(2) 

2011 
(3) 

Pooled 
(4) 

Pooled 
(5) 

Pooled 
(6) 

GM .593*** 
(.217) 

.453*** 
(.141) 

.470*** 
(.121) 

.606*** 
(.050) 

.471*** 
(.031) 

.489*** 
(.026) 

DT  -.651*** 
(1.39) 

-.524*** 
(.17) 

 -.659*** 
(.029) 

-.481*** 
(.034) 

TR   -1.22** 
(.642) 

  -1.584*** 
(.115) 

Constant 3.90 
(9.95) 

24.66*** 
(6.12) 

23.65*** 
(4.99) 

.796 
(3.02) 

22.56*** 
(1.92) 

22.54*** 
(1.12) 

R2 0.25 0.64 0.68 0.35 0.70 0.75 
Observations 33 31 31 667 637 620 

Table 1: Effect of Direct Taxes and Transfers on Redistribution 

 

Table 1 presents the initial results of the analysis, for a cross-section of countries at 

the year 2011, and for a pooled regression over the years 1991-2016. The dependent 

variable in all regressions in Table 1 is the Gini of disposable income, GN. In all regressions 

in Table 1 and in all the following tables we keep the following rules. All standard errors 

are robust and in panel regressions are clustered by countries. In all tables we denote 

significance as usual, namely * for 10 percent, ** for 5 percent and *** for 1 percent. 
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 Although Table 1 presents only a very preliminary analysis, its results are already 

quite interesting. Note that according to regressions (1) and (4), that do not include any 

policy variables, the Gini of disposable income is around 0.6 of the Gini of market income, 

and the constant is close to zero. This reflects the fact that the Gini of disposable income 

is much lower, as noted already in the introduction. Note also that the variable GM explains 

only a small part of the fluctuations in GN, as the R2 in the two regressions are only 0.25 

or 0.35. We therefore add in the following regressions the policy variables.  

The other regressions in Table 1 shows that even if we account for the policy 

variables, the Gini of disposable income depends significantly on the Gini of market 

income, where the regression coefficient is around 0.5. This result is interesting in itself. 

Many studies of redistribution use the difference between GN and GM as a dependent 

variable and regress it on various policy variables. Such studies, therefore, assume 

implicitly that the coefficient of GM is equal to 1. Our results show that this coefficient is 

much smaller and we should better not impose restrictions on the model. 

But the main result of Table 1 is in regressions (3) and (6) that show that the two 

distributions of income differ significantly due to taxes and transfers. While differences in 

Gini of market income explain no more than a third of the variance of GN across countries, 

adding taxes and transfers increases the fitness of the regression, by raising the R2 by 40 

points. This is not a surprising result, since both direct taxes and transfers are progressive 

and are expected to reduce inequality. The surprising result is how strong the effect is. A 

rise of direct taxes by 1 percent of GDP reduces the Gini coefficient by .5 percentage point. 

The effect of transfers is even stronger, as a rise of transfers by 1 percent of GDP reduces 

the Gini by 1.6 percentage points. These are the results of the pooled regression, but they 

are quite similar to the cross section results. We also tested the effects with country fixed 

effects and the results were similar, although the effects of direct taxes and transfers 

become slightly lower, at -.34 and -1.0 respectively. 

 

3. Public Expenditures and Redistribution 
Redistribution of income is performed by direct taxes and by transfers, but we think that 

both depend on a more important and general variable, which is the degree of public 

involvement in the economy. The reason is that the more active the government is in the 



 7 

economy, the higher are its expenditures as it supplies more public services. It therefore 

levies more taxes, including direct taxes. Also, if the government is more active in the 

economy, it supplies more public services, among them the service of social insurance. 

This means that it has higher spending on social welfare, namely on transfers. We therefore 

assume that both direct taxes and transfers are strongly affected by a third variable, which 

is public expenditures, that is the most common measure of the degree of public 

involvement in the economy. 

 

Variables 2011 
(1) 

2011 
(2) 

Pooled 
(3) 

Pooled 
(4) 

Panel 
(5) 

Panel 
(6) 

GM .666*** 
(.129) 

.606*** 
(.136) 

.618*** 
(.036) 

.571*** 
(.026) 

.352*** 
(.095) 

.365*** 
(.102) 

E -.46*** 
(.086) 

-.365*** 
(.075) 

-.374*** 
(.017) 

-.346*** 
(.013) 

-.208*** 
(.045) 

-.291*** 
(.073) 

DT/E  -.013 
(.072) 

 -.040** 
(.018) 

 -.115*** 
(.038) 

TR/E  -.687*** 
(.272) 

 -.728*** 
(.054) 

 -.370 
(.336) 

Constant 19.67*** 
(6.09) 

22.10*** 
(7.88) 

14.62*** 
(1.68) 

22.33*** 
(1.68) 

  

Country 
FE 

N N N N Y Y 

R2 0.59 0.68 0.65 0.75   
R2 within     0.56 0.62 
Obs. 28 26 458 441 458 441 

Table 2: Effects of Public Expenditures on Redistribution 

 

To test this hypothesis we examine the relation between public expenditures and 

inequality. We use the variable of public expenditures as percent of GDP, which we denote 

by E and is also measured in five years averages. In Table 2 we present results of how this 

variable affects redistribution from market to disposable income. We run regressions of 

GN over GM and E and then also add as controls the relative sizes of direct taxes and 

transfers, namely DT/E and TR/E. These variables control for two things. The first is the 

relative preference to finance expenditures by direct taxes rather than other taxes. The 

second is the relative importance of welfare and of reducing poverty among the overall 

goals of the government. We measure these two variables in percentage points and not in 

real numbers to make the results more transparent. We run cross-section tests, pooled tests 
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with time fixed effects and panel tests with both time and country fixed effects. The 

dependent variable in all regressions is GN, the Gini coefficient of disposable income. 

 Table 2 shows that public intervention in the economy, as measured by the share of 

public expenditures in GDP, has a significant and strong effect on the shift from Gini of 

market incomes to Gini of disposable incomes. We can therefore conclude that the degree 

of public intervention in the economy, as measured by the share of public expenditures in 

GDP, has a significant redistributive effect. Actually, an increase in public expenditures by 

one percent of GDP reduces the Gini coefficient of disposable income by .35 percentage 

points, ranging between 0.21 and 0.46 percentage points. Note, that E is distributed among 

OECD countries between 35 percent of GDP, in countries with low intervention, and 55 

percent of GDP, in high intervention countries. Hence, this explains around  

percent point variability of the Gini of disposable income across OECD countries, which 

is not very different from the actual variability. Hence, public expenditures not only have 

a significant effect on inequality, but they are a major explanatory variable in 

understanding differences in inequality over time and across countries. 

 Furthermore, the redistributive effect of public expenditures almost completely 

replaces the direct effects of direct taxes and transfers. Public expenditures raise R2 from 

0.35 to 0.65 while direct taxes and transfers raise it to 0.75. Hence, public expenditures 

capture almost all their effect. Interestingly, it captures differently the effect of direct taxes 

and the effect of transfers. If direct taxes rise by 1 percent of GDP, while E remains 

unchanged, for example if indirect taxes are reduced, then DT/E rises by about 2 percent, 

as E is on average 45 percent of GDP. Hence, according to regression (4) in Table 2 

inequality falls by close to 0.08 percentage points. According to regression (6) in Table 1 

it should reduce inequality by 0.5 percentage points. Hence, it implies that changes of direct 

taxes without changes in expenditures are rare and most of the effect of direct taxes is 

captured by total expenditures. On the contrary, if transfers rise by 1 percent of GDP, and 

TR/E rises by 2 percent, GN falls by 1.45 percentage points, which is quite close to the 

decline by 1.6 percentage points, which is implied by regression (6) in Table 1. Hence, the 

effect of transfers is much less captured by the effect of total expenditures. 

 Interestingly, adding country fixed effects to the regression reduces the effect of 

total expenditures from 0.35 to 0.2 but increases the effect of direct taxes significantly. The 

20 0.35 7⋅ =
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effect of transfers falls sharply and becomes insignificant. This maybe an indication that 

welfare policies are not so variable over time and reflect to a large extent country 

characteristics and values that are captured by the country fixed effects in our analysis. 

 In sum, the redistributive effect of public intervention in the economy, as 

represented by the variable of public expenditures relative to GDP, namely E, is strongly 

supported by the results of Table 2. It therefore leads to our basic empirical model: 

(1)   

In this model public expenditures change the distribution of market income into the 

resulting distribution of disposable income and it reduces inequality significantly. Another 

version of the model, which takes into account the specific effects of direct taxes and 

transfers, which are not captured by total public expenditures, can be written as follows: 

(2)  

The size estimates of a2 are similar in both models and show that a 1 percent of GDP 

increase of public spending reduces the Gini of disposable income by 0.35 points in the 

pooled regressions and around 0.2 in the panel regressions. 

Still, Table 2 presents correlations, and hence it is not a full test of causality, as 

there is some possibility that fiscal policy itself might be affected by inequality as well. 

This possibility has been suggested in a famous paper by Meltzer and Richard (1981), who 

claimed that the rise of public spending in the 20th century was driven mainly by public 

pressure to redistribute income in order to reduce inequality. It is therefore important to 

examine whether such a causality exists and whether it accounts for some of the negative 

correlation between inequality and public expenditures. This is done in the next section. 

 

4. Causality from Expenditures to Gini 
In this section we present evidence, by use of instrumental variables, that indeed public 

expenditures have a strong causal effect on inequality of disposable income, which 

accounts for all the correlation between these two variables. To find such instrumental 

variables we first list the standard variables that are supposed to affect public expenditures, 

according to many studies. The first such variable is the level of development of the 

country. Poor countries are supposed to spend a smaller share of income on public services, 

0 1 2GN(j,t)=a +a GM(j,t)-a E(j,t)+v(j,t).

0 1 2 3 4
DT(j,t) TR(j,t)GN(j,t)=a +a GM(j,t)-a E(j,t)-a -a +v(j,t).
E(j,t) E(j,t)
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as these are considered to be superior goods. Another variable that should affect public 

expenditures is demographic, the dependency ratio, which measures the ratio between the 

total number of old and of children and between the working age population. Since both 

children and old need more public funding, for education and pension respectively, this 

ratio should have a positive effect on public expenditures. 

Rodrik (1998) has suggested that openness should also have a positive effect on 

public expenditures. He claims that openness exposes a country to higher economic risks 

and the government tries to reduce these risks by expanding the welfare state. A similar 

variable that should increase public expenditures, according to Meltzer and Richard (1981) 

is inequality, or more precisely Market Gini. In addition to these variables, public spending 

should be affected negatively by the time trend, since we witness in recent decades a 

growing influence of the Neo-Liberal ideology. Interestingly, following the economic 

crisis of 2008 many governments increased their intervention in the economy, both to 

bailout banks and more generally to boost their depressed economies. Hence, this period 

should have a positive effect on public expenditures. 

The problem with these standard variables is that even if they affect public 

expenditures E, they might not be good instrumental variables, since they might affect 

inequality directly as well. Development should have an effect on inequality, according to 

Kuznets (1955), and the dependency ratio might also be related to inequality as poverty is 

correlated with large numbers of children per family. Openness, or Globalization, is also 

affecting inequality, according to many economists.3 The Market Gini clearly has a direct 

effect on Disposable Gini, though it should be positive, while its effect through E should 

be negative. The great recession after 2008 might affect public spending, but it also affects 

inequality directly, as all recessions do, by increasing unemployment. Hence, in order to 

identify the effect of E we need to find better instrumental variables. 

We therefore present two variables that can serve as instrumental variables. The 

first is the ratio of public debt to GDP, denoted by DEBT. The higher the debt, the larger 

are the interest payments the government needs to pay, which increases public 

expenditures. We claim that there is no direct channel through which public debt can affect 

                                                 
3 In a recent book Helpman (2018) lists the effects of globalization on inequality, although he claims that 
the effects account for only a small part of the recent rise of inequality. 
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inequality. We also use a data set that documents natural disasters of various kinds, like 

earthquakes, floods, diseases, etc. This data set is called EM-DAT (2017). We use one 

measure from this data set, which is the number of homeless as a result of the disaster, 

divided by the size of population of the country, which we denote by HL.4 Our hypothesis 

is that the number of homeless should increase expenditures, due to the need to assist them. 

There is a third instrumental variable we have considered, which measures the effect of oil 

shocks on countries, as used by Brueckner et al (2015). Since this variable has very low 

variability across OECD countries, we do not use it here, but only in Section 7, which 

analyzes a wider set of countries. 

 

Regression (1) (2) (3) (4) (5) (6) 
Stage 1st 2nd 1st 2nd 1st 2nd 
Dependent Variable E GN E GN E GN 
Ind. Variables       
DEBT .122*** 

(.010) 
 .102*** 

(.011) 
 .144*** 

(.01) 
 

HL .0001*** 
(.000) 

 .00003 
(.00003) 

 .00007*** 
(.000) 

 

Time Trend     -.152*** 
(.022) 

.033*** 
(.009) 

GM -.011 
(.086) 

.439*** 
(.033) 

.189*** 
(.078) 

.488*** 
(.044) 

.007 
(.082) 

.433*** 
(.034) 

E  -.309*** 
(.031) 

 -.434*** 
(.052) 

 -.348*** 
(.028) 

Country FE Y Y Y Y Y Y 
Year Dum. N N Y Y N N 
F First Stage 79.61  20.76  76.39  
Anderson 
LM 
Over- 
Identification 
Test (P) 

 
0.000 

  
0.000 

  
0.000 

 

Sargan Test (P) 0.625  0.630  0.353  
Centered R2   0.37  0.31  0.34 
Countries 27 27 27 27 27 27 
Observations 432 432 432 432 432 432 

Table 3: Effects of Public Expenditures on Redistribution – Instrumental Variables 

                                                 
4 We have also tried another variable from this data set, which is the number of dead in each disaster, also 
per capita. This variable should reduce public expenditures, but we have found its effect to be insignificant. 
This is not surprising as this effect is usually small and also comes with a lag. 
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In Table 3 we present the results of the 2SLS estimation of these instrumental 

variables on public expenditures E and through it on inequality of disposable income, GN. 

The empirical model we use is the minimal model represented by equation (1). The period 

of estimation is 1995-2016, due to restrictions implied by data availability. Table 3 also 

reports the results of the Anderson LM tests for over-identification and the results of the 

Sargan tests for instrumental variables. 

 There are three estimations in Table 3 of the effect of E on GN through instrumental 

variables. The first one is with country fixed effects only, the second one is with country 

and time fixed effects and, and the third one is with country fixed effects and a time trend. 

Hence, the third estimation can be viewed as a special case of the second one. The main 

result of all three regressions in Table 3 is that the effect of public expenditures on Gini of 

disposable income through the instrumental variables is significant and very similar to what 

we estimate with the direct regressions in Table 2. A one percent of GDP increase of public 

expenditures reduces the Gini of disposable income by .34 points. This is exactly the direct 

effect from Table 2 and it shows that this result can be interpreted as causal, namely public 

expenditures indeed reduce inequality. 

 Another way to interpret this result is to view it as evidence that the opposite effect 

of inequality on fiscal policy, suggested by Meltzer and Richard (1981) is very small and 

not significantly different than zero. This is also shown in the first stage regressions in 

Table 3, as according to most of them the effect of GM on E is insignificant. The only 

regression that comes with a significant effect is the one with time dummies, according to 

which a rise of Gini by one percentage point, raises E by close to 0.2 percent of GDP. Since 

the variability of GM is not high it therefore does not explain much of the differences in E 

across countries and over time. In general we prefer the first and third regressions and not 

this one with time dummies, as it leaves the homeless variable insignificant and also has 

the lowest R2 centered.  

 We next turn to the tests of the two instrumental variables. First, the good fit of F 

in the first stage is an indication, as a rule of thumb, that these are not weak instruments 

(Bound et al., 1995). In addition we also examine the exclusion restrictions of the 

instrumental variables by using the common statistical tests of Anderson canonical 
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correlations. The null hypothesis that the model is under-identified is strongly rejected in 

all cases. Furthermore, according to the Sargan statistic we never reject the null hypothesis 

that the instruments are uncorrelated with the error terms. Hence, they can be considered 

as valid instrumental variables and correctly excluded from the second stage. 

 An interesting result of Table 3 is the effect of time on public expenditures. From 

regression (5) with the time trend we see that time has a significant effect on public 

expenditures. Each year reduces expenditures by 0.15 percent of GDP. Hence, over the 20 

years analyzed in this regression public expenditures in OECD countries decreased on 

average by 3 percent of GDP due to time only. This decline can be attributed to the rise of 

the Neo-liberal ideology over this period. Another interesting result of Table 3 is that the 

Gini of disposable income declined over time in addition to the effect of reducing public 

expenditures. This decline is significant statistically, but not large, as it sums to less than 1 

percentage point of Gini over the 22 years 1995-2016. The issue of the average rise of 

inequality and average decline of public expenditures is further discussed in Section 6. 

 

5. Inequality of Market Incomes 
In the previous sections we have analyzed the redistributive effect of public policy on the 

distribution of disposable income and have shown that it is significant and large. Fiscal 

policy redistributes income through direct taxes and transfers and this redistribution 

depends strongly on the public involvement in the economy. The variable that represents 

best this public involvement is public expenditures relative to GDP. An increase of one 

percent of GDP in public expenditures reduces the Gini of disposable income by 0.35 

points. In this section we try to study how public policy affects the more basic distribution 

of income, which is determined in the labor market prior to redistribution and which is 

measured by the Gini of market income. 

As mentioned in the introduction, we examine the effect of four different public 

interventions on the distribution of market income. The first is public expenditures on 

education, which affect the supply of human capital. As many studies have shown, 

investment in human capital is sub-optimal, due to imperfections in credit market. Due to 
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such imperfections poor families do not sufficient and optimal access to education.5 As a 

result, public education can increase the total amount of education, as it enables poor 

families, which are credit constrained, to achieve education for their children. 

Hence, public expenditures on education as percent of GDP are the first variable 

that we examine as affecting the Gini of market income. Note that the effect of this variable 

on inequality might not be monotonic. If public education enables people to acquire higher 

education while most of the population has lower education levels, it can increase 

inequality. But if the country is less developed and public education enables more people 

to finish their high-school education, thus reduces the number of people who have only 

primary education, it reduces inequality.6 Hence, testing the effect of education 

expenditures on inequality will require taking into consideration this non-monotonicity. 

The second fiscal policy that should have an effect on inequality is public 

investment in infrastructure and in public transportation. Such policies reduce the distances 

between the center and the periphery and thus help poorer people to reach better education 

and later on in life better jobs. Hence, such policies are expected to reduce inequality of 

market incomes. 

The third public policy that should affect the distribution of market incomes is 

hiring by the public sector, as it is a large employer. As such, the public sector affects the 

distribution of wages in the economy in a number of ways. First, it increases the demand 

for highly educated jobs, as they are the main jobs in the public sector: teachers, medical 

staff, lawyers, etc. This should increase inequality of market incomes. Second, it pays 

highly educated workers lower wages than they could get in the private sector, as they are 

compensated by greater job security. Third, it pays higher wages to less educated workers, 

than they would get in the private sector, due to higher unionization in the public sector. 

These last two effects should reduce inequality. 

The public sector does not only finance activities and employs workers, but it is 

also a regulator. Hence, the fourth public policy that affects inequality is regulation of the 

labor market. One of the best measures for such regulation in the OECD countries is EPL, 

                                                 
5 See Galor and Zeira (1993) among others. 
6 This non-monotonic effect is similar to the argument of the famous Kuznets Curve (1955). 
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Employment Protection Legislation. We use this measure to examine the effect of labor 

regulation on inequality. 

 The following regressions examine the relationship of the Gini of market income 

with these four policy variables, but it is clear that as effective as they can be, public 

policies are not the only variables that affect inequality of market incomes. Hence, we add 

to the regressions more variables, both for control and also to assess how large is the 

relative effect of public policy in influencing inequality of market data. There are three 

main variables, which appear in many economic studies as significantly affecting the 

inequality of market income. The first is the level of development of the country, as 

suggested already by Kuznets (1955) and as examined in many empirical papers, such as 

Barro (2000). We measure the level of development by the ratio between GDP per capita 

in the country and between the US GDP per capita, which represents the global frontier. 

Many economists have claimed that globalization also affects inequality, mainly by 

increasing the gap between skilled and unskilled labor.7 Hence, the second variable we add 

to capture the effect of globalization, is the degree of openness of the economy, which is 

the ratio between the sum of exports and imports and GDP. 

A third factor that affects inequality of market income and is actually viewed by 

many economists to be the main cause for the rise of inequality in recent decades is 

technical change. They claim that technical change is skill biased (SBTC) and as a result it 

has led to a large increase in inequality, mainly in the developed countries. Note, that it is 

hard to capture this effect in our cross country estimation. First, we cannot use country 

variables of domestic technical change, as they are highly endogenous.8 Second, we cannot 

use instead some global measure for technical change, or for the progress of the IT 

revolution, since it is captured anyway by the time fixed effects in the estimation. Hence, 

the estimation does not include a variable that represents technical change. 

 Table 4 presents the regressions of the Gini of market income, GM, on the variables 

described above. All variables are in moving averages of 5 years, to smooth out cyclical 

                                                 
7 Helpman (2018) is a recent survey of the various effects of globalization on inequality. Its final result is 
that globalization indeed has increased inequality, but it can account for only a small part of the increase in 
inequality in recent decades. See also Helpman (2017). 
8 See the recent paper by Alesina, Battisti and Zeira (2018) on differences in technology adoption across 
countries. 
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fluctuations. Since some variables affect the distribution of income only after some time, 

like education, in some cases we use the variables with a 10 years lag. The variable that 

measures education costs relative to GDP is denoted EDU and we use also the squared 

variable, to control for non-monotonicity. The variable that measures investment in 

infrastructure relative to GDP is denoted INFRA, while the variable that measures the share 

of employees in the public sector is denoted PE. The variable that measures openness of 

the economy is denoted OPEN and the variable that measures development is denoted 

DEV. Finally, since these variables do not capture all the changes in inequality and there 

are probably some missing variables, we add the variable of Gini of market income with a 

10 years lag to capture some of these missing effects, assuming that there is some inertia 

of inequality. All regressions in Table 4 are panel regressions, with country and year fixed 

effects. 

 

Explanatory Variables (1) (2) (3) (4) (5) 
GM L10 0.278*** 

(0.087) 
.244*** 
(.069) 

.367*** 
(.077) 

.260*** 
(.085) 

.304*** 
(.105) 

DEV L10 -.056 
(.056) 

-.085* 
(.055) 

-.062* 
(.137) 

-.072* 
(.041) 

-.064 
(.052) 

OPEN -.031 
(.026) 

-.065*** 
(.011) 

-.043*** 
(.018) 

-.049** 
(.020) 

-.054*** 
(.021) 

EDU L10  -.063*** 
(.017) 

-.041** 
(.019) 

-.042*** 
(.015) 

-.047*** 
(.018) 

EDU2 L10  .005*** 
(.001) 

.003** 
(.002) 

.003*** 
(.001) 

.004** 
(.002) 

PE   .411*** 
(.168) 

.255** 
(.126) 

.219 
(.143) 

INFRA    -.015 
(.015) 

-.014 
(.019) 

EPL     -.013 
(.018) 

R2 within 0.33 0.48 0.54 0.58 0.56 
Countries 29 29 29 27 15 
Observations 345 327 292 261 196 

Table 4: Public Policy and Inequality of Market Income 

 

 The results of Table 4 strongly support our hypothesis that public policies affect 

not only the distribution of disposable income, but also the distribution of market income. 
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Adding the policy variables increases the explanatory power of the regressions 

significantly, from R2 within of 0.33 to 0.58 or 0.56. In addition, most policy variables are 

significant. Public education have a significant and negative coefficient and the 

relationship is non-monotonic, as the coefficient of EDU2 is also significant. Increasing 

public education expenditures out of GDP up to a level of 6 percent reduces inequality, 

while beyond it, increasing public education expenditures increases inequality. It is 

important to note that most countries in the OECD spend less than 6 percent of GDP on 

education, and the average is around 4 percent. Hence, we can say that for most OECD 

countries increasing public education reduces inequality of market incomes. 

Public employment increases inequality even if it is not significant in one 

regression. A rise of 1 percent in the share of public employees in total labor increases 

inequality by .2 percentage point, which is a modest effect. This shows that of the number 

of potential conflicting effects of public employment, which are described above, the 

stronger one is the hiring of high-skilled workers to the public sector, and thus increase 

demand for them, which raises inequality. As anticipated above, investment in 

infrastructure reduces inequality and labor regulation reduces it as well, although these two 

effects are not significant. Interestingly, in a regression without country fixed effects all 

variables are highly significant, at 1 percent. This means that differences in infrastructure 

and labor regulation are mainly across countries and thus are captured to a large extent by 

the country fixed effects. 

Note that in analyzing the effect of public policies on inequality of market income 

we do not try to find instrumental variables in order to assess causality, for two main 

reasons. The first is that these policies are much narrower that total public expenditures 

and are intended to achieve specific goals. Hence, it is hard to find instrumental variables 

that are behind these public policies. The second reason is that most of these policies, public 

education costs, public infrastructure costs and public hiring are affected mainly by total 

public expenditures. In Section 4 we have already shown that inequality of market incomes 

does not have a significant effect on the overall public expenditures. It therefore reasonable 

to assume that specific expenditures like the ones analyzed in this section also do not 

depend on the Gini of market incomes.  
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Although it is not the main goal of our analysis, it is interesting to note the results 

of the two other variables on inequality, namely openness and development. The level of 

development has a negative effect on inequality, although with low significance. We 

examined also the possibility of non-monotonic effect, as predicted by the Kuznets Curve. 

We actually found a non-monotonic effect, but opposite to Kuznets, we found that 

development first reduces inequality and then increases it. Actually, the level at which the 

effect changes from negative to positive is higher than 1, namely only to countries with 

larger GDP per capita than the US. Since there are very few such countries, we can say that 

the effect is negative, as also shown in the regressions in Table 4. The effect of openness 

is significant and surprisingly it is opposite to expectations. Increasing openness, namely 

more globalization, has a negative effect on inequality of market income. It is even more 

surprising that we reach this result in a data set of the OECD countries. But this is not a 

strong effect. An increase of one percent of GDP of exports or imports reduces inequality 

of market income by around 0.05 of a percentage point of the Gini coefficient. This is 

actually a very small magnitude. Another reason to treat this result with caution is that the 

variable of openness is highly endogenous. It can serve as a control variable, but we should 

not give too much weight to the result on its effect. 

 

6. The Rise of Inequality and Public Policies 
There is much data and much public discussion on the rise of inequality in the developed 

countries in recent decades. Some of it appears even in our data on Gini coefficients. To 

see it we look at the average Gini coefficients in OECD countries over the years 1996-

2015. We have to be careful when presenting such averages since there has been a 

significant composition change during this period. A number of East European countries 

were added to the OECD and since they had rather low levels of inequality, they bias 

somehow the total average. We therefore examined only the countries for which we had 

data throughout the whole period. These are 14 countries, Australia, Canada, Denmark, 

Finland, France, Germany, Israel, Italy, Japan, Netherlands, Norway, New Zealand, 

Sweden and the USA. 

 The average Gini coefficient of market income for these countries increased from 

0.455 in 1996 to 0.467 in 2015. It therefore increased by 1 percentage point. The average 
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Gini coefficient of disposable income in these countries increased by more, from 0.287 in 

1996 to 0.307 in 2015. It therefore increased by 2 percentage points. One can say that the 

rise of inequality in these countries has been quite small, but we should take into 

consideration two points. The first is that these are averages and inequality increased much 

more in some countries, like the US, UK and Israel, rather than the others. The second 

point is that the inequality calculated by the official data of OECD and other countries as 

well, is biased. The data collection is based on surveys, which reflect income from labor 

mainly and underreport income from capital. Once such income is taken into consideration 

the changes in inequality appear to be much more dramatic, as has been shown in Piketty 

(2014) and in the website of Alvaredo et al (2014).9 

 Our analysis of public policy and inequality enables us to examine what contributed 

to the rise in inequality in those two decades and especially what caused the rise in 

inequality of disposable income. Public expenditures as a share of GDP decreased 

significantly during these two decades. While the average level of public expenditures in 

the 14 OECD countries with continuous data in 1996 was 52.7 percent of GDP, it declined 

to 46.8 percent of GDP by the year 2015. That means that public expenditures as percent 

of GDP declined on average by 5.9 percent during this period. This is a significant decline 

and according to our results in previous sections, it accounts for a rise in the Gini of 

disposable income of 2 percentage points, which is the actual rise. Hence, the changes in 

fiscal policy during these two decades can alone account for all the rise in inequality of 

disposable income. The rise in inequality of market income should have contributed even 

more to the rise of Gini of disposable income, around half a percent, but that was probably 

balanced by other changes. 

 Changes in fiscal policy in recent decades were large, mainly due to the spread of 

Neoliberalism. Thus they had a large impact on inequality of disposable income, as 

suggested by our analysis in Sections 2-4 and as demonstrated above. We next show that 

the size of the effect of public policy on the rise of inequality of market income is large as 

well. To calculate it we refer to a regression similar to regression (5) in Table 4, but without 

                                                 
9 We tried to use Alvaredo et al (2014) data for some tests but faced a number of problems. First, they do 
not supply data on inequality of disposable income. Second, they do not calculate Gini coefficients, but 
other statistics, which made the results of such tests incomparable with our other tests. Generally, such tests 
yielded similar results. 
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country fixed effects. The reason is that these fixed effects absorb much of the variability 

of GM and we want to avoid it for the variance decomposition. We find that the changes 

in the four policy variables have large effects on the Gini coefficient of market income. 

Changes in education costs account for 19 percent of the variability of this Gini coefficient, 

while changes in public employment account for 7 percent of this variability. The two other 

variables, investment in infrastructure and labor regulation have even stronger effects. 

Investment in infrastructure accounts for 35 percent of the variation of the Gini coefficient 

of market income and labor regulation, EPL, accounts for 36 percent of this variation. 

Hence the rise in inequality of market income, which has been much milder than the rise 

in inequality of disposable income, can also be related to a large extent to changes in public 

policy. A large part is due to decline in investment in infrastructure.    

 

7. Expanding the Tests beyond the OECD 
So far we have analyzed the effects of public policies on inequality in OECD countries. 

This is a small set of countries, around 30, and it consists mainly of highly developed 

countries, except for Turkey and a few Latin American countries. The benefit of focusing 

on such a small sample of countries is that the data are of very high and uniform quality. 

In this section we add a robustness check for our main results by expanding the analysis to 

a wider set of countries, compromising the quality of data. Our new data set of inequality 

is the Solt (2009) standardized version of the WIID 2008 (UNU_WIDER, 2008), which 

also measures the Gini of market income and the Gini of disposable income. Since these 

are multiple imputation variables, we take the average reduce additional variance. Dealing 

with such a wider set of countries we can no longer use the fiscal variables from the OECD, 

so we get them from GFS (Government Finance Statistics), supplied by IMF (2016). 

 We apply these wider data to the same tests as in the benchmark analysis. Table 5 

presents the regressions of Gini inequality on public expenditures, both direct regressions 

and two stage analysis with the instrumental variables we have applied above, the number 

of homeless after natural disasters and public debt as percent of GDP. We deviate here 

from the previous analysis in two main ways. First, instead of using the debt of the total 

public sector in percent of GDP, we use the debt of central government only. The reason 

is that for the additional counties, most of which are less developed, data on general public 
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debt is missing for many years, so that using central government debt enables us to double 

the number of observations. We also think that debts of public institutions outside central 

government are usually smaller relative to the debt of the central government, as it is much 

harder for such institutions to borrow. 

 The second deviation from the previous analysis is that we add a third instrumental 

variable, which is the effect of oil price shocks on the economy. Such shocks have been 

already used as instruments in Brueckner, Norris and Gradstein (2015). The variable is the 

multiple of the change in the price of oil in the year and the country’s average net share of 

oil exports in GDP. Thus, this variable captures the country’s gain from oil shocks. As 

explained already above, this variable is quite uniform over the OECD countries, and hence 

we do not apply it to the IVs in Section 4, but we use it here. We use it because we assume 

that in most oil exporting countries a large part of this industry belongs to the government. 

As a result, if an oil exporting country experiences an oil price increase, public income 

rises and that enables the government to increase its spending. 

 Table 5 presents the results of 6 different regressions. The first two are direct tests 

of the relation between Gini of disposable income and public expenditures and Gini of 

market income. Regression (1) presents the test without country fixed effects, while 

regression (2) presents the results with country fixed effects. Regressions (3)-(6) are two 

2SLS tests of public expenditures and GM on Gini of disposable income. Regressions (3)-

(4) use the previous instrumental variables of debt and homeless, while regressions (5)-(6) 

add the third instrumental variable, country specific oil shocks. 

 The results of Table 5 follow quite well the results of Tables 2 and 3 with a few 

differences. The main difference is the size of the effect of public expenditures. While in 

the pooled regression (1) the effect is very similar to that in Table 2, namely -0.35, the 

effect becomes much smaller, -0.03, in the panel estimation. One possibility is that that 

main differences in public expenditures in the larger sample are between countries rather 

than over time. Thus, adding country fixed effects reduces significantly the size of the 

measured effect of E. But this is not a severe problem, since in regressions (4) and (6), in 

the 2SLS tests, which are also panel regressions, the size of the effect of public 

expenditures is much larger, around 0.2, and is much closer to the effect measured in 

regression (1). 



 22 

 

Regression (1) (2) (3) (4) (5) (6) 
Stage   1st 2nd 1st 2nd 
Dependent Variable GN GN E GN E GN 
DEBT   .067*** 

(.005) 
 .080*** 

(.006) 
 

HL   .000004 
(.000007) 

 .00001* 
(.000008) 

 

Oil Shocks     65.94*** 
(10.76) 

 

GM 1.03*** 
(.017) 

.601*** 
(.009) 

-.084*** 
(.027) 

.609*** 
(.010) 

-.067*** 
(.030) 

.540*** 
(.011) 

E -.338*** 
(.014) 

-.029*** 
(.007) 

 -.188*** 
(.029) 

 -.184*** 
(.025) 

Country FE N Y Y Y Y Y 
Year FE Y Y Y Y Y Y 
F First Stage   81.07  75.47  
Anderson 
Over- 
Identification 
Test (P) 

  0.000  0.000  

Sargan Test (P)   0.72  0.85  
R2 0.67      
R2 within  0.73     
Centered R2    0.70  0.62 
Countries 99 99 88 88 71 71 
Observations 2,141 2,141 1,925 1,925 1,479 1,479 

Table 5: Effects of Public Expenditures on Redistribution – Direct and through IV 

 

 As in Table 3, Table 5 also shows that the instrumental variables are significant and 

support our hypothesis that the main variable that explains the level of redistribution of 

income is the degree of public intervention in the economy, which is measured by public 

expenditures as a share of GDP. Note that the sizes of the effects of public debt and 

homelessness on public expenditures are also quite similar. The effect of oil shocks through 

oil exporting countries is significant and high. 

 We next turn to use the larger set of data to examine our results on the effect of 

public policy on the distribution of market incomes. Table 6 presents the analysis of the 

policy variables that affect the Gini of market income for the wider set of countries. Hence, 

Table 6 is a replication of Table 4 for the data on Gini from Solt (2016). Note that looking 
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at a larger set of countries, including also less developed countries, leads to some 

differences between the regressions in Tables 4 and 6. The first change is that in Table 6 

we use not only the variable of development, DEV, but also its square, DEV2. The reason 

is that while in the OECD countries development of most countries was similar, here 

development differs significantly. Hence, the relation might not be approximated by a 

linear function anymore, as predicted by Kuznets (1955). 

The second difference is that we do not capture the non-monotonicity of education 

spending, EDU by adding the variable EDU2, as in Table 4, but by interacting education 

expenditures with OECD and non-OECD countries. The reason for that is that the 

differences in the effect of public education between developed and less developed 

countries is so large, that it is not captured well by assuming a quadratic relation. The 

reason behind using this interaction test is the following. In developed countries a large 

majority of people have secondary education, so increasing public education tilts the 

distribution of education toward more tertiary education and thus increases inequality. In 

less developed countries on the contrary, public education helps to spread secondary 

education to larger segments of the population and thus it reduces inequality. 

 The results of Table 6 are quite similar to the results of Table 4. Both show that the 

public policy variables that should affect inequality of market income, indeed have the 

anticipated effect. Public education reduces inequality in the less developed countries and 

tends to increase it in the developed countries. Most of the effects of the education variables 

are not significant, but they are in the right direction, one is significant and one is close to 

be significant. As in Table 4, an increase in public employment increases inequality, which 

shows that public employment has many high-skill workers, who earn higher wages. 

Infrastructure has a negative effect on inequality, by bringing center and periphery closer 

together. Finally, labor market regulation, as measured by EPL, reduces inequality as well. 

Note, that unlike in Table 4, here the effect is very significant. Since this regression covers 

the same group of countries as in Table 4, as EPL is available only for OECD countries, 

we do not have a good explanation why this coefficient is not significant in Table 4 and 

significant in Table 6. 
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Explanatory Variables (1) (2) (3) (4) (5) 
GM L10 0.224*** 

(0.057) 
.182*** 
(.056) 

-.037 
(.104) 

-.057 
(.117) 

-.172 
(.152) 

DEV L10 5.02 
(7.07) 

2.94 
(9.30) 

15.50*** 
(6.07) 

14.96* 
(10.24) 

-7.47 
(10.70) 

DEV2 L10 .847 
(4.22) 

4.02 
(5.54) 

-5.38* 
(3.77) 

-4.93 
(6.03) 

5.48* 
(3.79) 

OPEN 2.38** 
(1.14) 

.329 
(1.072) 

-2.92** 
(1.55) 

-3.06** 
(1.51) 

-2.78* 
(2.11) 

EDU L10  -.024 
(.150) 

.076 
(.869) 

-.707 
(.724) 

-.017 
(1.29) 

EDU L10 * OECD  .594** 
(.295) 

.090 
(.925) 

1.164 
(.862) 

.250 
(1.36) 

PE   .262 
(.208) 

.439*** 
(.153) 

.460** 
(.277) 

INFRA    -1.73*** 
(.654) 

-.367 
(1.13) 

EPL     -5.89*** 
(2.44) 

R2 within 0.23 0.22 0.55 0.41 0.45 
Countries      
Observations 3,243 2,219 738 560 415 

Table 6: Public Policy and Inequality of Market Income in a Larger Set of Countries 

 

 It is interesting to note that while in Table 4 the effect of the variable DEV on 

inequality of market income has been negative, as anticipated in developing countries, the 

effect of development in Table 6 is positive. We can explain it by the large share of less 

developed countries in the sample, which contribute to the positive effect of the level of 

development on inequality. Unlike in Table 4, the sign of the coefficient of openness on 

inequality is not negative in all regressions, which support our previous claim that this 

effect is not significant and should be treated with caution.  

 

8. Summary and Conclusions 
In this paper we examine what determines inequality of income in a society, and focus 

mainly on public policies as determinants of economic inequality. Our analysis is purely 

empirical and we use standard cross country and cross time regressions. We distinguish 

between inequality of market income and inequality of disposable income and try to 

separately determine which variables affect each inequality. The list of potential variables 
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we explore covers the main explanations given to inequality in recent decades, like 

globalization, or openness to trade, skill-biased technical change, mainly in ICT, and the 

level of development in each country, according to the Kuznets hypothesis. To these 

variables we add some variables that measure policy, or public intervention. These include 

the general variable that describes fiscal policy, namely public expenditures relative to 

GDP, which affects the redistribution of income from economic income to disposable 

income. 

 Our empirical analysis points very clearly at public policy as a significant 

determinant of inequality. It plays a major role in redistribution of income from market 

incomes to disposable incomes, through direct taxation and through social benefits. We 

show that this effect has a one way causality. Public expenditures are affecting the 

inequality of disposable income and not the other way around. We show that inequality has 

a relatively small effect on public spending and most of the correlation between the two 

variables is a result of the effect of spending on inequality. 

 It is important to note that public expenditures reduce inequality in income due the 

progressivity of direct taxes and transfers, but they have an even stronger effect on the 

inequality of utility. Public expenditures consist mainly of public services like education, 

health, public transportation and housing. These public interventions are important mainly 

for people with low incomes, who would otherwise consume less of these services. Hence, 

public expenditures not only reduce inequality of income but also reduce directly inequality 

in consumption of very important services. Thus, their effect on reducing inequality in 

welfare is much larger than their effect in redistribution of income. 

 But public policy is not only redistributing income from market incomes to personal 

disposable incomes. Some specific public policies affect the distribution of market incomes 

as well. One such policy is public education that increases inequality in developed 

countries and reduces it in less developed countries. Another policy that affects the 

distribution of market incomes is public hiring. If the government increases its share in the 

labor market, it increases inequality, as most public sector employees are usually more 

educated, being teachers, doctors, lawyers, etc. Public investment in infrastructure also 

reduces inequality as it brings center and periphery closer together. Labor market 
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regulation, which aims at protecting the conditions and wages of the weakest workers in 

the labor market, also contributes to reducing inequality. 

 We observe in the last decades a continuous rise in inequality in all developed 

countries. Economists have given many explanations to this phenomenon, like 

globalization, skill biased technical change, decline of organized labor and more. This 

paper suggests that we should also look at the role of governments in this rise of inequality. 
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Appendix 
 
 

 Definition Sample  Source 

Disposable Gini 

Gini on Disposable Income post 
taxes and transfers 

OECD OECD (2018b) 

Average of net Gini from 100 
values multiple imputations of 
SWIID v. 5.1 

Full 
sample 

Solt (2009, 2016) 

Market Gini 

Gini on Market Income pre taxes 
and transfers 

OECD OECD (2018b) 

Average of net Gini from 100 
values multiple imputations of 
SWIID v. 5.1 

Full 
sample 

Solt (2009, 2016) 

Spending/GDP, 
Taxes and 
Subsidies 

Public expenses, direct taxes, 
direct transfers 

OECD OECD (2018b) 

Public expenses, direct taxes, 
subsidies 

Full 
sample 

IMF (2016) GFS 
statistics 

Public Debt over 
GDP 

General Government Debt over 
GDP 

OECD OECD (2018c) 

Central Government Debt over 
GDP 

Full 
sample 

Mbaye et al (2018) 
Global Debt 
Database 

Homeless per 
capita 

Number of persons that lost 
houses after Natural Disasters 
over country population 

- EM-DAT 
International 
Disasters Database 
(2018) 

Oil shocks Multiple of the change in the 
price of oil in the year and the 
country’s average net share of oil 
exports in GDP 

- Brueckner et al 
(2015) 

EPL Employment Protection 
Legislation indicator of strictness 

- OECD (2018a)  

Education 
spending per GDP 

Government spending on 
educational institutions, 
education administration as well 
as subsidies for private entities  

- World Bank (2014) 
WID Indicators 

Public spending 
per employee 

Share of public workers   

Infrastructure over 
GDP 

Public expenditure on 
infrastructure inland 

OECD OECD 

Openness Sum of export and import over 
GDP 

- Feenstra et al 
(2015) 
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TABLE A1: Data Sources 
 

Development Ratio between per capita GDP of 
country -i and per capita US GDP 

- Feenstra et al 
(2015) 


