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General Introduction

Economic growth, productive and distributional cpas

iIn middle-income countries

Research in development economics has long termémttis on low-income countries and
poverty issues rather than on middle-income coestrAlthough these countries are quite
heterogeneous as regards their characteristiney also have some common distinctive
features compared to the poor and advanced ecosoAthievements with respect to many
socioeconomic dimensions, distinguishing them frpoor countries, coexist with various
structural shortcomings that put them a few steghsrnal advanced countries. In general, their
economic growth trajectory can no longer be susthlny the regime of accumulation that put
them out of poverty, but their innovation capadgystill limited. They have a diversified
production, but the sectors are unequally competitihey have better institutions than low-
income countries, but not entirely efficient, amgéyt have not achieved their demographic
transition. The economic transformations that prmdptheir transition into the middle-
income category have led to a tremendous declipgverty and the emergence of a class of
consumers with gradually globalized aspirations bekavior that challenges existing public
policies. The well-being of their population hasphoved, but vertical and horizontal

inequalities persist and require many improvemantsrms of inclusive growth.

Although some middle-income countries achievedasngble growth and caught up with
advanced economies, many others are durably studke middle-income group. Many
countries characterized by fast economic growith@1990s have also experienced a growth
slowdown during the past two decades, and sometrgesiseem to be at risk of falling into a
durable phase of stagnation, which would compli¢dhtar transition into the high-income

! See Vazquez and Sumner (2012) for a discussitheoheterogeneity of income groups.
1



General Introduction

group. According to the World Bank (2013), only?18ut of 101 countries that have
successfully escaped the low-income trap in thé&43%ve become rich by 2008 (Figure 0.1)
with the few successful transitions being conceetran Europe and East Asia. Gill and

Kharas (2007) introduced the concept ohiddle-income trap (MIT) to describe this

phenomenon.

Figure 0.1 Countries in the middle-income trap (reatively to the United States)
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The middle-income trap can be described as a s&ddibrium occurring at the middle-
income level and articulating low growth, slow stural change, and arduous policy
transitions. Despite growing interest in this isfaen regional and international development
banks and some academic researchers, the definmeasures, and explanations of the
middle-income trap are still debated. The absefficbewmretical guidance in the selection of
its determinants and in the way their combinationes traps was recently pointed by Han
and Wei (2017). While some papers could identifysiggent growth slowdowns in various
developing regions (for instance Aiyar et al., 20R8bertson and Ye, 2013), others have cast
doubts on the existence of middle-income traps tytmg out statistical issues (Im and
Rosenblatt, 2013; Pritchett and Summers, 2014)eiOstudies argue that the episodes of

2 Equatorial Guinea, Greece, Hong Kong, China, h@jdsrael, Japan, Mauritius, Portugal, Puerto R&muth
Korea, Singapore, Spain, and Taiwan.
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General Introduction

growth slowdowns observed in middle-income econsmi@y not necessarily be interpreted
as traps but, instead, eithter as the result ofegence towards a long-term level of per
capita income (Alias, Hussein, and Mohamad, 20x3)fdransition from lower- to higher
levels of economic development (Bulman, Eden, agdiydn, 2017). Rodriguez (2008) or
Bloom et al. (2006) also point out the absence aiear theoretical distinction between
models of multiple equilibria, such as poverty trapdels, and multiple steady-state models
drawn from long-term growth theory. Nonetheless¢c@stended by Agénor (2017:775)hé
concept of middle-income trap is useful to underdtthe experience of individual countries
and the policy challenges that productivity slowdewand the transition to high-income

status, present to theimn.

Various studies have listed a series of symptoraseshby countries trapped in enduring slow
growth spells (Agénor, 2017; Bulman et al., 20IMpst of these symptoms point to the
productive or policy patterns impeding the trawsitio the innovation-based growth model
and include diminishing returns to physical capigahaustion of cheap labor, imitation gains,
insufficient quality of human capital, distortedcemtives, the lack of access to advanced
infrastructure and finance, or misallocation oetdl Surprisingly, up until now, distribution
dynamics have rarely been discussed in the coofextiddle-income trap, even though they
are related to the issues of productive transfdonatNonetheless, there is an extensive
literature on the relationship between inequalibd a&conomic growth. While the earlier
studies dealt with the causation running from grovat inequality following the influential
work of Kuznets (1955), the literature in the 199@sl onward has investigated profusely the
mechanisms through which changes in the incomelalisbn affect economic development.
With regard to the channel of political economye Hrguments revolve around redistributive
conflicts, stressing the distortionary impact ofdistributive taxation on investment
incentives, and political instability issues boraom the frustration of the majority of voters
(Acemoglu and Robinson, 2006; Alesina and RodrB94t Benabou, 1996; Perotti, 1992;
Persson and Tabellini, 1994 among others). Frone@momic perspective, the effect of
inequality can be analyzed through the channelngderfect capital market, constraining
productive investment (Banerjee and Newman, 1938oiGand Zeira, 1993; Piketty, 2000),
and the channel of endogenous fertility determibgdransfers of income or human capital
assets (Dahan and Tsiddon, 1998; Kremer and CBéR) 2

Several theoretical contributions have also focusedhe interconnection between income
distribution and economic growth, giving a cenplace to the domestic markets and alluding
3



General Introduction

to the prominent role of the “middle-class” (Murpt8hleifer, and Vishny, 1989a; Falkinger
and Zweimuller, 1997; Jamarillo, 1995). As summediby Ehrhart (2009:11) the initial
degree of income inequality, by establishing tinecstire of expected demand, determines the
structure of future effective supply. So, the ahitistribution of national income can also
affect the long-term growth rate of the economynioglifying the size and the composition of
domestic-end demaridn countries at earlier stages of economic dgwelent, redistribution
allows the constitution of a large “middle-classhich fuels domestic demand for various
manufactured goods. However, theoéxistence of a small upper-class can support the
process of innovation by initiating or encouragiting production of new goods and services
which will be purchased later by a large class adiagfe-income consumérgEhrhart, 2009:
15).

Figure 0.2 Total income growth by percentile betwae1980 and 2015

Bottom 50% captured ! ! ' Top 1% captured
12% of total growth i 27% of total growth

i | Prosperity of the | |
.| globaltop 1% i

.1'.

Rise of emerging

countries

Per adult real income growth rate (%)

Squeezed bottom 90% in

the US & Western Europe

T T T T T T T T T
10 20 30 40 50 60 70 80 90 59 B59.9 B59.99 99.998

Income group (percentile)

Source:World Inequality Report (Alvaredo et al., 2018)

These arguments are all the more relevant in theegbof middle-income countries that have
experienced an unprecedented expansion in the enafdihe income distribution (between
the 10" and 50" percentile), in sharp contrast with the declinethaf corresponding group
(between the 6Dand the 98 percentile) in Western countries during the last tlecades as

portrayed by the well-known growth incidence cuofglobal income (Figure 0.2). Ravallion
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(2010) estimates that the “middle-clasbas grown from 1.4 billion to 2.6 billion individis
between 1990 and 2005 and represents 48.5% ofdHd mopulation in 2005 against 32.7%
in 1990. This proportion reaches more than 40%hef Ibcal population in North Africa,
South Africa, but also in countries of Sub-Sahafdnca such as Gabon, Botswana, or
Kenya. The same absolute criterion applied to sdm&gn American countries in 2006
classifies 55.5% (Argentina) to 76.6% (Peru) of population in the middle-class (Castellani
et al.,, 2014). A close-up on middle-income coustrieveals that the density of the
distribution of income has neatly shifted to thghtibetween 1998 and 2012 with an upsurge
of people with per capita income between UST' &u2d USD 50 (Figure 0.3), even when
China and India are excludad.

Figure 0.3 Kernel density of the total distributionof income of 79 middle-income
countries (in logarithm) in 1998 and 2012

T T T T T
19 32 55 10 20 50 100

Disposable household per capita income (log)

Distribution in 1998 Distribution in 2012
----------- Without China and India 1998 = == == == = \\ithout China and India 2012

Source:PovcalNet. Author's computations.

% The “middle-class” here is defined as the popotatvhose income per capita is between USD 2 and USD
per day (at 2005 PPP).

* The threshold of US 3.2 corresponds to the intenal poverty line of lower middle-income coungidefined
by the (World Bank, 2018b).

® This trend can be observed at the regional leselvell, particularly in East Asia and Pacific, Epeoand
Central Asia and Latin America and Caribbean (Aplpe0.4).

® To construct the distribution of income of 79 nihcome countries, we compile a dataset using ttam
PovcalNet and WIID 3.4. The list of middle-incomauatries in the sample is reported in Appendixdhd the
methodology is described in detail in Appendix 0.3.

5



General Introduction

The stakes involved in the emergence of the “midtiss” in middle-income countries are
multiple at both national and global levels. Theepbmenon as well as the mechanisms
associated to the emergence of the “middle-classdéveloping countries have been
highlighted in several recent studies (Banerjeé Baflo, 2008; Birdsall, 2012; Birdsall,
Graham, and Pettinato, 2001; Brandi and Buge, 2@un, 2010; Chun, Hasan, Rahman,
and Ulubaoglu, 2017; Kharas, 2010; Ravallion, 2009, among msheBuilding on the
literature on the growth-inequality nexus, someali&s explain how changes in the income
structure, and most notably the expansion of th&ldfe-class”, can spur economic growth
through mass consumption and various mechanisratedeto human capital accumulation
and investment (Desdoigts and Jaramillo, 2014; Ma&01; Matsuyama, 2002). The
“middle-class” is assumed to seek and support tdgilgy and performance of political and
economic institutions, for instance, the recognitiof property rights and regulations
(Wheary, 2009). Therefore, an affluent and homogsnitmiddle-class” can have more
political weight than the poor, and influence rédsition, public investment policies
(Birdsall, 2010) and spur institutional reformsabgh their demand for better governance
(Loayza et al., 2012; World Bank, 2014). Likewibecause they are more numerous than the
rich, they can have large-scale impacts through apgregation of their aspiration and

behavior.

Figure 0.4 Interconnection between economic transfmation and distributional changes

Distributional changes
(inequality and middle-
class)
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In summary, economic transformation, productivengfes, and such distributional changes as
“middle-class expansion” are interconnected as raatieged in Figure 0.4. To ensure that
middle-income countries are able to sustain thewretbpment and put up with the challenge
of inclusive growth, it is necessary to get a bettaderstanding of these mechanisms.
Empirical evidence that could help guiding publiclipies is all the more necessary to
materialize the expected large-scale effects of lheyant “middle-class” in emerging

economies on their development and on the globahauy. This dissertation thus aims to
shed light on these effects of interaction betwegstributional changes and economic

transformation in middle-income countries.
Middle-class: definition and measurement issues

The concept of “middle-class” has always been cwetrsial, and more so, its application in
the context of developing countries. Historicatlye notion of “middle-class” was defined in
terms of occupation and privileges related to @i@#ar social status, generally related to the
petty bourgeoisiedistinguishing them from peasants and noblekenl®th-century literature.
In the Marxist dualistic approach, the middle-classresponds to the minority bourgeoisie
stuck in-between the two major antagonistic groofpsapitalists and proletariat (Marx and
Engels, 1967). Various alternative concepts wempgsed to refer to them, including the
“new petty bourgeoisie,” the “new class,” or “midditrata” (Wright, 1980). According to the
“contradictory class locatidnapproach of Wright (1985), people in the middlass are both
exploiting, as regards their qualification and w@spbility in the division of labor, and
exploited, as regards their ownership of the me&psoduction. From the late 1990s onward,
the rise of modern capitalism and globalizatiorg #rme ensuing transformations of trade and
productive structures propelled the emergencegbap of non-manual and skilled workers.
The interest in this latter group has since ina@dasa the sociological sphere and motivated
the shift from frameworks based on the capital4ativide to more multidimensional ones to

analyze social stratification (Bidou-Zachariased04).

An upsurge of studies has transposed the concepimafdle-class” to the emerging
intermediate group in developing countries, oftefired in monetary terms, to examine this
phenomenon with approaches that take into congiderahe country’s sociological and
historical backgrounds to a various extent (Bereiual., 2019). Many private banks,
marketers and marketing researchers, and intenataevelopment banks have documented
profusely the implication of an increasing promin€iconsumer classfor the global

7
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economy (Cavusgil, Deligonul, Kardes, and Cavu&iill.8; Dobbs, Remes, Roxburgh, Smit,
and Schaer, 2012; Kochhar, 2015; Wilson and Dragys2008) or more generally the
implications of an increasingglfobal middle-class(ADB, 2010; AFDB, 2011; World Bank,
2007). The academic economic literature has alsentyy started to take an interest in this
guestion, with papers examining the changes ingtbkal distribution of income (Birdsall,
2010; Kharas, 2010; Kharas and Gertz, 2010; Jayatal,, 2015; Milanovic and Yitzhaki,
2002; Ravallion, 2009) and some others providirgygints on the potential explanations and
implications in terms of socio-economic and podtitransformations (Banerjee and Duflo,
2000; Desdoigts and Jaramillo, 2009; Easterly, 20&kreira et al., 2013; Loayza et al.,
2012; Shimeles and Ncube, 2015). This dissertdbblows this strand of literature. To this
end, we use the term “middle-class” to refer toraug of people with intermediate income
who are economically secure, with lower risk oflifgg back into poverty, and can sustain
their basic needs while keeping a portion of dightesincome that can be used for additional
consumption or saving (Handley, 2014).

The most widespread approach to measure the mitis; especially in cross-country and
comparative studies, either identifies a set aégholds on a vector of income, consumption
or wealth (Banerjee and Duflo, 2008; Birdsall, Lgstand Meyer, 2014; Kharas, 2010;

Ravallion, 2010 among others), or estimates it fimgithe probability of falling into poverty

(Dang and Lanjouw, 2017; Lopez-Calva and Ortiz-dnaR014; Schotte et al., 2018). In the
literature using the income-based definition of tmeddle-class, there are three main
approaches to define the lower and upper threslodithee income range. First, in the absolute
approach, the income boundaries are common tooaltdes and are expressed in terms of
purchasing power parity, which enables internalimmnparisons. The (country-specific or

international) poverty line is often used as refieee(ADB, 2010; Ravallion, 2010; Banerjee
and Duflo, 2008). However, there is a growing coisss on a threshold of USD 10 among
scholars (Birdsall, 2007b; Birdsall, Lustig, andyde 2014; Kharas, 2010; Kharas and Gertz,
2010; Lopez-calva, Rigolini, and Torche, 2012; WildBlank, 2007) because it is more in line
with the idea that the middle-class is composeéaainomically secure households and not
just people who escaped poverty temporarily. Theetypound is more subject to debate, but
three thresholds are often used in studies on engeronomies: USD 20 (for instance

Clément and Rougier, 2015; Kochhar, 2015); USD kbGtudies on the Latin American
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middle-class (for instance Birdsall, 2012; Ferregtaal., 2013); and USD 100 (Brandi and
Blge, 2014; Kharas, 2010).

Second, the relative approach defines the middsschs the people that are in the middle of
the income distribution, for instance, correspogdim the three quintiles in the middle of the
distribution (Easterly, 2001). The mixed approacdmbines a relative threshold with an
absolute one. For instance, Birdsall (2010) useslmolute lower-bound of USD10 and a
relative upper-bound corresponding to th& g8rcentile, excluding the 5% wealthiest people.
Birdsall (2010) notes that this relative upper-bibwshould ideally be country-specific. The
relative and mixed approaches are most appropieatenicroeconomic studies but become

tricky for cross-sectional or comparative studies.

This exclusively monetary approach is often cizgd for being reductive, and some authors
rely on different vectors like the education of titraisehold head, the assets index (Filmer and
Pritchett, 2001; Shimeles and Ncube, 2015), os#ileperceived social status which has been
found not to be correlated with the level of incoAenoranto, Chun, and Deolalikar, 2010).
Other studies have adopted a multidimensional fresrie following Weber (1995Y. This
approach is close to the sociological perspecti ralies on the construction of synthetic
indices or hierarchical classifications based aniaronomic criteria which generally include
the occupation profile, education level, assets\arthbles of living conditions (for instance
access to water, and/or health care) fitted tactmext of the study (Andrianampiarivo, 2016;
Bonnefond, Clement, and Combarnous, 2015; Hand8¢4; Nallet, 2015; Rasch, 2017;
Torche and Lopez-Calva, 2013). Such approachesreeggtailed household survey data, and
comparability issues complicate their implementatim a cross-country analysis. The
arbitrariness in the choice of the thresholds m itttcome-based definition is also subject to
recurring criticism, but this also applies to tHeemoative classifications with respect to the
choice of weights in synthetic indices, the probgbof falling into poverty or the choices of

criteria to take into consideration in multidimensal classifications.

Most studies that have tested different definitiemsl identification of the middle-class
(Berrou et al., 2019; Jayadev, Lahoti, and Red@¢52 Rasch, 2017 for instance) agree that

the choices of the vector, thresholds, and metligggend on the context of the study and

" We review in more detail the various income thodgin the literature in Appendix 0.1.
8 In the Weberian perspective, the position of ifdlials in society is determined by three distinchehsions
namely their social status, political power andrexuic class.
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research questions. The availability of data atswstrains them. Chapter 2 follows the strand
of literature that deals with cross-country anaysithe trends, macroeconomic determinants,
and implications of the global middle-class. In thlesence of large enough comparable
household survey datasets, we choose the inconeellokedinition of middle-class, and more
precisely the absolute approach which is the beséd for time-series and comparative
studies. In Chapter 3, we combine the monetary caggbr, adopting a methodology that
reduces the arbitrariness of the classificatiorthvai multivariate analysis which allows to
understand the context-specific sources of diffeaéon and inequality among the
households in Turkey.

Data issues and choices

All the chapters included in this thesis use daageld on national income distributions.
However, finding reliable and comprehensive dataimeome distribution, especially in
developing countries, has long been a central carfoe cross-country studies. Many papers
start by compiling their original datasets or useiaus techniques to obtain a large enough
dataset using the existing sources of data (Desmirapd Squire, 1996; Easterly, 2001;
Kaufmann, Kharas, and Penciakova, 2012; Milano2i@02; Sala-i-Martin, 2009; Sala-i-
Martin, 2006). In the recent years, considerablferef have been put in improving and
expanding the data coverage and comparability tieguh institutional datasets such as the
World Bank’s PovcalNet database (available to thenegal public since 2001), the
Standardized WIID (Solt, 2009), the World Incomesdnality Database (UNU-WIDER,
2017a), and more recently, the World Inequality dbase (WID.world), and the Global
Consumption and Income Projefitahoti, Jayadev, and Reddy, 2016).

Our choice in this thesis has been guided by thabikty of data and recommendations of
researchers from the most well-known data sour€dsarfcel and Gethin, 2017; UNU-
WIDER, 2017b) as well as by our research question€hapter 1, our empirical framework
follows Ostry, Berg, and Tsangarides (2014) andiireg data distinguishing between gross
and net inequality, motivating the choice of S@0@9). For Chapter 2, we choose to use
PovcalNet, the database with the greatest coumialypariod coverage as the main source of
data’ Following the advice of UNU-WIDER (2017b), we meshed from mixing databases

° The database from Lahoti, Jayadev, and Reddy {20a6ld have been an interesting alternative. Bugjcon
various institutional sources of data, they comdtrestimates of consumption and income on a wideoke
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because of comparability issues. For instance, datdatin American countries from the
SEDLAC sometimes differ significantly from PovcalNér specific years. From the
PovcalNet data, we construct a dataset followirgntiethodology described in Appendix 0.3.
Data issues also constrained microeconomic resesuaid confined empirical investigations
to some geographical locations and over a limitedogl, especially on such questions as
economic mobility and distributional dynamics. Tleisplains in part why the literature on
economic mobility on Turkey is still very limitedhence motivating our investigation in

Chapter 3, even if we could only examine the shwtfium-run income dynamics.

The lack of data coverage on macroeconomic vasabddds up to the difficulty because
some of them do not cover the same countries anddge in particular data on institutions,
public expenditures, and the productive structlrehe first and second chapters, we end up
with less countries and observations once we ad¢dourall explanatory variables. Overall,
we choose to favor the indicators that are avasldbl most countries in our sample, and
when possible, we use alternative indicators fdyusbness checks. We undertake careful
verifications each time we switch to a restricte@inple and are cautious with our

interpretations of the additional results.
Outline of the thesis

The literature on the middle-income trap and therdiure on the middle-class in middle-
income countries are still burgeoning, and manystjaes have yet to be investigated. While
the different studies we discussed earlier havatpdito the cross-country heterogeneity of
growth slowdown episodes, they have not attemptedexplain why enduring growth
slowdowns, be they symptoms of real middle-incomapd or mere statistical artifacts,
happen or not in different middle-income economids issues and mechanisms relating the
middle-income trap to distributional dynamics héardly been documented. Likewise, the
empirical literature on the implications of the wiliglclass consists mainly of descriptive
studies and has provided only limited evidenceharhacroeconomic effects of the size of
this intermediate group so far. Moreover, althougany comparative and microeconomic
studies have started to tackle the issues of ssicagification over the past years, few of them
have investigated the economic dynamics withinntiédle-class in middle-income countries

empirically. This thesis aims to fill this gap byaining the extent to which economic

countries (more than 160 countries) from 1960 thd52MHowever, by the time the data were releasethten
2016, we already finished compiling our own dataaetl started working on our empirical analysis.

11
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performances in middle-income countries are explhiby the patterns of productive and

distributive changes. For this purpose, we investighe three following questions:

1. What difference do productive factors, inequaliyd redistribution make for the

economic growth of countries inside the middle-meotrap?

2. What are the channels through which the emerginbat) middle-class generates

growth-enhancing economic transformations?

3. What factors determine the changes in income aoidlggosition of the middle-class

households in middle-income countries?

The two first questions are addressed in a crosatppmacroeconomic framework, while the
last chapter adopts a microeconomic perspectigelice into the case of Turkey. The specific
empirical issues and strategies are discussed dh ehdapter. The thesis is structured as

follows.

In Chapter 1, we intend to shed light on differated patterns of medium-run growth
between middle-income countries inside and outdidemiddle-income trap. We first survey
the literature concerning the statistical issueseth by the identification of middle-income
traps, and also the analytical approaches usedrdeide theoretical foundations to this
concept including several mechanisms highlightedhieyfew existing theoretical models on
this issue. Then, by combining the main criteriadus the literature, we statistically identify
middle-income trap episodes and contrast variongedsions of economic characteristics,
notably demography, skill endowment, investmeng,ratequality, and redistribution, inside
and outside the trap using five-year average peggkessions on a sample of 78 countries
over 1970-2010. We find evidence of misallocatiesues and adverse effect of redistribution

on medium-run growth.

In Chapter 2, we examine the indirect effects @& ¢ize of the middle-class on economic
growth over 1995-2014. We provide evidence on teerogeneity of the effects depending
on the type of middle-class, the level of developthand the transmission channels. We start
with an analysis of the simultaneous and causahatgpof a larger middle-class on household
consumption, private and public investment, andlipuéxpenditures. A second section is
dedicated to the exploration of the role of the difeeclass in productive transformation by

regressing successively variables measuring thduptve structure, export diversification

12
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and sophistication, imports volume and diversifmaton the size of the middle-class. We
find evidence that an affluent middle-class coulfluence the supply of public goods and

services and plays a major role in the developroktite manufacturing sector.

Chapter 3 analyzes intra-generational economic lityplamong the middle-class in Turkey
for a panel of 2591 households from 2010 to 201 droups of middle-class are identified
using the Esteban-Gradin-Ray polarization framewdvle quantify economic mobility and

portray the households that have experienced dovehwaward, or no mobility. Afterward,

we use econometric models to analyze the socioatiendeterminants of absolute income
variations and transition into and out of the meddlass, notably the role of demographic
characteristics, assets endowment, and exposurghacks, and the occupation of the
household heads. Our results suggest the existdnmoechanisms of social reproduction and

cumulative (dis)advantages that prevent some halgefrom climbing up the ladder.
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Chapter 1

“What difference does it make (to be in
the Middle-income Trap)?” An empirical
exploration of the drivers of growth

slowdowns®

Introduction

Over the past five decades, many formerly low-ineoctountries could reach intermediate
positions on the global scale of income. Althouglemly heterogeneous, all middle-income
economies have achieved significant progress imdeof health, education, poverty
reduction, and agricultural productivity. They alsave started diversifying their economy
and integrating it to global markets. Most of théad to face lingering growth slowdown
after the 1980s and eventually failed to catch tth higher-income countries (Rodrik, 1999).
Middle-income countries typically have to deal wituch enduring handicaps as the
persistence of weakly productive activities or tidli access to finance, while simultaneously
having to face new difficulties, like declining cpetitiveness in labor-intensive industries or

unsuitable governance hindering innovation. Pamstsgrowth slowdown has become so

19 This chapter is an extended version of the papeafimandimby Andrianjaka and Rougier (2019), ritt
with Eric Rougier and published in Structural Chaiagd Economic Dynamics.
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pervasive among middle-income economies that teeature has described them as middle-
income traps (hereafter MIT) from the late 2000wars (Agénor, 2017; Alias, Hussein, and
Mohamad, 2013; Eichengreen, Park, and Shin, 20lB2eR, Ghani, and Mishra, 2013; Gill
and Kharas, 2007; Jimenez, Nguyen, and Patrinds?; 2Qanchoochat and Intarakumnerd,
2014; Lin and Treichel, 2012; Woo, 2009). In As@hina, Malaysia and Thailand are
regularly mentioned as typical examples of coustribat have experienced a growth
slowdown and may feature a variety of symptoms estjgg that they could be stuck into a
middle-income trap (Alias et al., 2013; Cai, 20Ex¢hengreen et al., 2012; Jimenez et al.,
2012; Lin and Treichel, 2012; Woo, 2009). All thespeated experiences suggest that as the
pattern of extensive capital accumulation and ofipctive diversification that enabled them
to escape the lower income group starts runningpbsteam, developing economies have to
face new challenges once reaching intermediaryldegé incomes. Over the course of
economic development, middle-income is the locustadngly contradictory patterns like
rapid economic growth and export surges parallebkgled worker unemployment and
growing inequality. Ray (2010) has insisted thatsth contradictory patterns, described as
uneven growth, might simultaneously rise individiambitions and generate frustrations,

and claims that,

“Countries in the middle of that distribution woukehd to accumulate faster, be
more dynamic and take more risks as they see thaplity of full catch-up within a
generation or less. One might expect the greategted of “country mobility” in
this range. In contrast, societies that are far gwWeom the economic frontier may
see economic growth—exponential or otherwise—adintited and too long-term
an instrument, leading to a failure, as it were“ioternational aspirations.Groups
within these societies may well resort to otherhods of potential economic gain,

such as rent seeking or conflicfRay, 2010: 57).

There is not a constituted theory of the MITs ia #ttademic literature; neither can we find
any consensual econometric identification of th&his extensive and impressionist literature
was recently overviewed by Agénor (2017), albeithwio attempt to empirically test these
candidate explanations. The more sophisticatedrpapeuld mobilize multiple equilibrium
models to explain MIT as a stable equilibrium feigy slow growth and structural change.
Because analytical foundations are sparse andapatiough, the identification of the MIT
has substantially relied on informal and descrp®vidence pointing to a series of symptoms
highly typical of middle-income countries like stedgion or decline of income and
16
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productivity growth, growing inequality between hicand poor, over-urbanization and
growing spatial polarization, shortage of publicrvgges, unemployment and skill
misallocation, pervasive corruption, social unredéctoral instability, decreasing trust and
inefficient financial system. MITs are also freqtlgrdescribed as the consequence of policy
failures, which are policy changes that fail to@opany the major structural change required
to support economic growth. Although no sharedriédin has emerged, MITs have come to
be loosely typified assituations where a growth slowdown results from palicies (...) that
prove difficult to change in the short-ru(Gill and Kharas, 2015:6). Analytical elaboratson
of the nature of the MIT and the dynamic mechanianderlying it are therefore few and far
between. The bulk of existing empirical papers mtes identification criteria based on
growth slowdowns and lists various MIT symptomsegaily based on evidence drawn from
country surveys. As for empirical tests of the #ip@ties of middle-income countries’ pattern
of medium-run economic growth, they are still spaBerg, Ostry, and Zettelmeyer (2008) or
Eichengreen et al. (2012, 2014) have only addresedleterminants of growth slowdown,
Hausmann, Pritchett, and Rodrik (2005) have segplgrahalyzed the determinants of growth

acceleration.

While these heterogeneous contributions have pbittehe cross-country heterogeneity of
growth slowdown episodes, they have not attemptedexplain why enduring growth
slowdowns, be they symptoms of true MITs or meggidical artifacts, happen or not in
different middle-income economies. Furthermorghé structural drivers of middle-income
trap have been quite widely discussed, there alg anfew papers that focus on the
redistributive dynamics at play in MIT mechanicsek Agénor (2017) and Gill and Kharas
(2015), the most recent and comprehensive litezariew on MIT, only scratch the surface
of this subject. The present chapter proposes apirieal investigation of the core
explanation of MITs, the one related to the pa#iewf productive and distributive
transformation. Our method consists in identifyiegisodes of MIT, defined as spells of
persistent growth slowdown, and relies on cond#iaf intensity and duration of growth
slowdown that are now standard in the literaturasd®l on this identification, we check
whether the impact of various factors suggesteaterliterature is different inside and outside
the MIT. To our knowledge, our study is one of tleey first empirical investigations of the
main mechanisms underlying MITs. Indeed, the liteea dealing with the mechanisms
explaining MITs is emerging and, as such, it ifl &irly heterogeneous, methodologically

speaking, and hardly conclusive.
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The rest of the chapter is structured as followse Three first sections deal with the
conceptual and methodological frameworks and metlogy of our study. In Section 1, we
discuss the analytical approaches used to provideré¢tical foundations to the MIT. In
Section 2, we overview several mechanisms higreédhby the few existing theoretical
models that could potentially explain the trap.t®ec3 describes the methodology we adopt
to statistically identify MIT episodes as well dsetempirical strategy we implement to
address our research question. Section 4, 5, apce€ent and discuss the results of the

descriptive and empirical investigation before doding.

1.What is the Middle-Income Trap? Conceptual and

statistical issues

In its simplest form, the MIT suggests that the GipBwth of a middle-income country has
remained below its potential for a long time. Hoee\this leaves open the question as to how
to define both the potential level and the duratidhmore sophisticated characterization
would describe MIT as a stable equilibrium typioamiddle-income countries featuring slow
growth and structural change. However, here adghauarization faces various difficulties. So
far, one of the most consensual symptoms of thedleithcome trap is certainly the
slowdown of formerly sustained trend of productivincreasé! The easiest method to
identify MITs has consisted in identifying its magmptom, an episode of GDP growth or
productivity slowdown (Aiyar et al., 2013; Daudeddfernandez-Arias, 2010; Eichengreen et
al., 2012, 2014). Rather than defining the MIT deva-level stable equilibrium, akin to the
poverty trap, this method relies on an operatiatdinition of MITs as a deterministic
medium-run growth slowdown episode, out of the tathle trajectory that would be driven
by a convergence or catch-up process. The diffggapers having identified the countries
allegedly located in the MIT have tried to find &ke in GDP time series by mobilizing two
contrasting approaches. Although the first one mremakin to the multiple steady-state
models since they essentially address relativeadsolute income divergence in a standard
framework of growth empiric¥, the other one accepts or tries to demonstratextstence

and distinctive nature of the MIT.

™ Such a slowdown has for example been evidencediyar et al., 2013 or Eichengreen et al., (2012)aon
sample of developing countries, and by Daude andafelez-Arias (2010) for Latin America.
20n the distinction between relative and absolatpsy see Im and Rosenblatt (2013).
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The firstapproach consists in identifying breaks in GDP mdpctivity growth trajectories.
This first set of studies has adopted an absoleti@ition of divergence to identify structural
breaks in growth time series. Although some of thdmnnot seek specifically to identify
common patterns akin to a trap across middle-incooumtries, some characterization points
toward this direction. Under the assumption that #wvolution of GDP per capita in
developing countries does not follow a single trdnd has a stronger instability than in
developed countries, structural breaks in GDP 8erées, that draw breakdowns, slowdowns,
or accelerations spells, are identified. PritcH@@00) ranks growth episodes into “hills”
(steady growth), “plateaus” (strong growth followéyg stagnation), “mountains” (rapid
growth followed by a decline), “cliffs” (rapid denk), “plains” (continuous stagnation) and
“valleys” (regular steady decline). If the “plaing’e. the countries having experienced an
average growth rate below 1.5% either before oerattheir structural break, reflect the
situation of low-income countries retained in theverty trap, the “plateaus”, i.e., the
countries that had an average growth rate over héfidre the structural break but less than
1.5% thereafter, are more akin to the MIT. Howeteis finding is not supported by Im and
Rosenblatt (2013), who could not find a common dghowonfiguration of a plateau-type
across the countries identified as being caugtiterMIT. Reddy and Minoiu (2009) find that
the number and depth of growth stagnation episd@dessincreased during the 1970s and
1980s, before decreasing during the 1980Klore importantly, they also show that the
probability of becoming a stagnating economy ishbigfor the countries that were already
stagnating during the previous decades, this rgmititing to a possible hysteresis through
which past episodes of stagnation might increasedhintry’s vulnerability to future episodes
of stagnation. Then, various structural determimanere econometrically investigated in

order to explain these medium-run growth accelenatr slowdown spell¥*

It is worth emphasizing that this purely “empiricapproach has been criticized on various
grounds. First, existing researches have tendetsdiate a single mechanism as being

13 Reddy and Minoiu (2009) define the depth of stéignaas the percentage by which the income would ha
been higher than its observed level at the enth@fstudy period, if the country had a steady incémmm the
“beginning” of stagnation and year for which thenimmum income during the period of stagnation hasnbe
reached.

14 various other studies have also focused on shawh tshock-related determinants to explain growth
breakdowns (for instance Abiad, Bluedorn, Guajaathal Topalova, 2012; Carriere-Swallow and Céspedes,
2013; Cerra and Saxena, 2008). Still, they arevagiefor the explanation of short-term growth viitgt and

not the pattern of long-term trend volatility assted with MIT.
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responsible for the inability to reach the nextelesf income, as Williamson (2012)states,
whereas mechanisms at work are more likely to bereieforcing. Another important
criticism is the absence of a sound theory of n@ddtome traps on which empirical tests
could rely, and the absence of a clear theoreticgtinction between models of multiple
equilibria, typically represented by models of sapnd multiple steady-state models, drawn
from long-term growth theory (Rodriguez, 2008).a8Asonsequence, the very existence of the
MIT has been challenged by a series of papers odimg that the episodes of growth
slowdowns observed in middle-income economies matynecessarily be symptoms of a
MIT but, rather, of the mechanism of convergenceatals their long-term level of income
per capita (Alias et al., 2013) or a transitionnfrdower- to higher levels of economic

development (Bulman et al., 2017).

Acknowledging these caveats, the second approashcbasisted in relying on a priori
statistical criteria in order to define MIT episadand in subsequently listing the countries
that have been trapped at middle-income levelslina with the literature on growth
transitions, Eichengreen et al. (2012, 2014) deffreetrap as an enduring growth slowdown
spell. A country is in the MIT if its income perpita is above USD 10,000 (in constant 2005
PPP) and has undergone a slowing growth episodd#ysag two conditions: (1) the average
growth over the seven years preceding the downtoust be greater than 3.5%; (2) the
decline in growth must have been significant aretdfore the average growth over the seven
years following the slowdown should be at least ZPhey identify growth slowdown
episodes around the USD 17,000 threshold for pgitacancome, amounting to 57% of the
technological frontier income and when the sharendtistrial employment reaches 23%.
They also find that the higher the rate of growtlerathe seven years prior to the slowdown,
the more likely this slowdown will take place. Irddferent vein, Felipe (2012a, 2012b) uses
the distribution of the number of years a countag Ispent in the lower- or upper-middle-
income category to identify a duration thresholdwawhich, and a growth rate threshold
below which, a country is supposed to be trappdthofigh purely empirical, this approach
has the merit to be based on a formal definitidbeit statistical, of the MIT. In a slightly
different vein, some papers have attempted to iiyegpisodes of MIT by looking at catch-up
failures, i.e., growth trajectories that do not fite projections made on the basis of

unconditional or conditional convergence modelshé&tson and Ye (2013) test the existence

>Before that paper, Rodrik (1999) was the singléysto have investigated the combined impact of gnaups
of determinants: inequality and conflict manageniestitutions.
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of a MIT on time series data by checking whether ltng-run estimated mean value of the
log income difference between each country andébknological frontier is stationary and
nonzero and lies in the middle-income band. Thed fihat only one half of the middle-
income countries of their sample fit to their MIBncept® Aiyar et al. (2013) identify
growth slowdowns by estimating the extent and titaeation of negative deviations from the
predicted growth pathand that match the stylized facts of traps obseiwddtin American
developing regions, the Middle East and North AfriSub-Saharan Africa and East Asia
during the period from 1975 to 1985. Also relying the convergence theory, Im and
Rosenblatt (2013) have reconstituted matricesaoisition between the different categories of
income using transition probability and duratiotireated by calculating the number of years
required for each middle-income country to reaahtitgher income category on the basis of
its initial income and growth rate differential Withe frontier. They find on their sample that
the transition from middle- to higher income istjas likely as the transition from the lower
to the middle-income category, with the duratiorir@ former being not significantly longer.
Lastly, Pritchett and Summers (2014) have showhttiea'regression better explains growth
slowdowns at middle-income level to the nigarenomenon than the alleged middle-income
trap one. In addition, they argue that the episaafesapid growth tend to be affected by
frequent and discontinuous drop-offs in developoogintries. Although contributing to the
debate about how best to identify episodes of meiilttome traps and their real nature, these
various studies are not informative about the dsivef persistent growth slowdown that

should be counterbalanced by efficient policies.

As a consequence of the absence of any clear tieabrand empirical distinction between

multiple equilibria and multiple steady states, thery existence of the MIT has been

18All but 9 out of the 46 countries classified as didincome in 2007 had passed an informal test bF M
consisting in having a mean growth rate of incomlative to the USA not significantly different fromero,
suggesting that these countries did not catch-lapive to the technological frontier during the ebsd period.
According to the authors, this test rules out thesibility that the slowdown is due to a convergeapisode or
to purely stochastic trends. The 22 countries §edirbreak) having passed the formal MIT test aofivia
(1982) Botswana, Bulgaria (1991), Costa Rica (1980%alvador (1978), Guatemala (1982), Hondura8%),9
Indonesia (1997), Iran (1976), Irag (1990), Jorda®95), Lebanon, Mexico (1979/1994), Mongolia (1990
Morocco (1960), Panama (1979), Peru (1982/1987)tSAfrica (1983), Syria (1979/2000), Thailand (099
Tunisia (1983) and Turkey.

" Their methodology focuses on countries that haseesi to converge toward a higher level of inccane
experience a growth slowdown episode relative o phedicted catch-up growth, during several cortsezu
years. They regress GDP per capita on the laggedma and measures of physical and human capital
accumulation for a panel of 138 countries over édqals (1955 to 2009) and identify a period of flogrowth

if the deterioration of the effective performancgamst predicted growth (measured by the residisl)
sufficiently pronounced to place the period obsérvethe smallest quintile of change in residuasazen two
successive years.
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challenged by the argument that the growth slowdowbserved at middle-income levels
may not necessarily be symptoms of a trap buteaust of the natural mechanism of
convergence towards their long-term income slowdaen laggard countries reach middle-
income levels (Alias et al., 2013). Furthermoresofiar as growth slowdowns come from a
variety of sources including external crises, cooiflicts or poor governance (Berg et al.,
2008), and since the national and regional devedmpnmodels are multiple, researchers
should not try to find a single mechanism as be@sponsible for the inability to reach to the
next level of income (Williamson, 2012). Althougts iexistence and nature remain highly
debatable consensual working definition of the MRy nevertheless be drawn from the
variety of approaches. Rather than a low-levellstafjuilibrium, the MIT could be seen as a
deterministic medium-run growth slowdown episodat of the predictable convergence
trajectory.The next section reviews the literature about agybbd MIT in order to identify
and order possible theoretical and testable exptarsaof the growth slowdowns identified as
MITs.

2.An overview of the productive and distributive
drivers of MIT

We choose to discuss separately two main categofipsrsistent growth slowdown drivers.
The first one concerns the productive drivers eglab growth regime, factor misallocation,
trade, and productive structure transformation. $bheond category, which has been less

documented in the literature, concerns the mechenéssociated with distributive dynamics.

2.1 Productive transformation issues

Countries in the MIT have reached a stage of dewedémt at which the structures,
endowments, and institutions that had initially poted growth are no longer effective in
sustaining it (Agénor, 2017; Flaaen et al., 201#; &hd Kharas, 2007, 2015). Growth slows
down in middle-income countries because inadegpatterns of factor accumulation and
economic growth are not removed, thereby generatijigamic inefficiencies that will

eventually make it more difficult to remove themnmadlequate productive structures and
economic policies may, therefore, be responsibtettfe slow or absent transition from the

extensive growth pattern, based on technologic#htian and broad-based mobilization of
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unskilled labor and physical capital, to a moreemsive pattern relying on technological

innovation and skills (Doner and Schneider, 2016).

Innovation-based and skill-based growth is theocadlif supported by larger educational
endowment. Long-run growth is supported by investme primary and secondary
education, which spurs investment in imitation dalgges, in developing countries, while the
ability to produce advanced technology is spurrgdnivestment in tertiary education when
the country gets closer to the technological fem{Vandenbussche, Aghion, and Meghir,
2006). Agénor, Canuto, and Jelenic (2012) establishtwo-sector model that the persistence
of the imitation-led pattern in middle-income ecomes might well generate a stable low-
level equilibrium called itnitation trag’. Narrow productivity and wage differentials betve
the innovation and imitation sectors constrain vidiial investment in the advanced skills
that would be required to be employed in the intiomasector. As high-ability individuals
remain under-employed in the imitation sector, stweent in public infrastructures
complementary to skills (like transport or informoat networks) does not increase skilled
labor productivity, and the innovation sector faibs expand. Indeed, skill misallocation is
highly typical of the middle-income economies, whitave heavily invested in secondary and
tertiary education, while their productive systesrfaebly absorptive of the increasing skilled

workforce (Eeckhout and Jovanovic, 2012).

Demographic transition also stands as a poteriafarcing factor of skill misallocation and
a potential driver of a persistent growth slowdawmmiddle-income countries. Furuoka and
Munir (2011) have identified positive reinforcemenéchanisms between population growth
and structural change as, by increasing potentalket size, population growth triggers
competition between firms and investment in newvdids. However, the population age
structure also matters. High dependency ratios mifider medium-run growth due to the
inactive children and pensioners who are poorlytrdoutive to wealth generation and saving,
(Leff, 1964). Conversely, provided young workere aufficiently endowed in physical and
human capital, a demographic dividend may appeaterimediate stages of the demographic
transition, as constraints on savings, productiweestment and labor supply progressively
stop to be binding (Bloom et al., 2006; Van der \&@d Smits, 2011} The balance between
the demographic drag and dividend is thus conditian the physical and human capital

'8 For some middle-income countries, like China ogefitina, the demographic dividend may also progrelss
vanish with population aging and increased depereleatios.
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endowment of new workers, as well as on the comeatthing of skill supply and demand,

which eventually depends on the pace of produdtasesformation.

Issues related to productive transformation charaamhg middle-income countries have also
been described by thescissotl effect. According to Gill and Kharas (2007, 2015)iddle-
income countries tend to be squeezed between lgye-veampetitors dominating mature
industries and advanced innovators dominating-skiéinsiveindustries. Along the path from
lower- to middle-income levels, broad-based physicapital accumulation gradually
modifies relative factor prices and comparative sadage towards more capital-intensive
goods (Lin, 2009, 2011; Schott, 2003; World BanB813®. One unintended consequence is
that former comparative advantage relying on cHahpr starts vanishing at the time when
skill-intensive industries are not yet competitijdgénor, Canuto, and Jelenic, 2012;
Eichengreen et al.,, 2012, 2014). Productivity slowd in middle-income economies may
thus be explained by the simultaneous loss of coatpa advantage in labor-intensive
industries consecutive to rising wages and weakoksgew comparative advantage in skill-
intensive industries (Felipe, 2012b; Gill and Klgra007; Kharas and Kohli, 2011; Spence,
2011). Consequently, deeper trade integration naybe as beneficial to middle-income
economies, which lack of sound comparative advantag it may be to the lower- or higher-
income economies, as the latter are endowed withefi comparative advantage than the
former (Felipe, 2012b; Jankowska, Nagengast, anegalPe2012; Kharas, Zeufack, and
Majeed, 2010).

Productive diversification is a crucial driver afogvth slowdown or acceleration in middle-
income countries, as was evidenced by Felipe (2013ill, the relationship is not

straightforward as middle-income economies’ proghecsystem may be diversified but not
necessarily fully efficient and competitive. As gatward by Hausmann and Rodrik (2003),
middle-income economies start diversifying theiodarction before they start rationalizing it
by facilitating the market-based selection of cotitie industries. As was evidenced by
Imbs and Wacziarg (2003) and Cadot, Carrere, amdu§&t-Kahn (2011a), productive
transformation is first driven by output and expdixtersification along the extensive margins;
output and export diversification reaching theirximaum level at intermediate levels of
economic development. This may drive economic gnofet a while, before inefficiencies

and lack of competitiveness reduce the growth éivad diversification. For most middle-

income countries, further upgrading production amdde, therefore, would require
diversification along the intensive margins (Cadat al., 2011a) and productive re-
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concentration through rationalization and selectibthe most productive industries and firms
(Hausmann and Rodrik, 2003). Indeed, accordingilca@d Kharas (2015: 7),tHe fact that
economies tend to re-specialize at higher-incorael lis the most important lesson from Imbs
and Wacziarg (2003).This lesson has tended to be ignored by polickensa in many
middle-income countries who seek to encourage iteeaf new industries distant from the
country’s comparative advantage, through verticahgsembly FDI, with only weak impacts
on productive rationalization and sophisticatios,veas recently evidenced by Lectard and
Rougier (2018). However, the empirical evidencetlois non-linear relationship between
specialization and development level are mitigatent. instance, De Benedictis, Gallegati,
and Tamberi (2009) do not support the existenceeedpecialization at a higher level of
development but find that richer countries tenddieersify more. For Kaulich (2012), the
relationship between specialization and developregtds the shape of an “L-curve” rather
than an “U-curve” interpreting this pattern as adency of high-income countries to
“diversify away from the global average, possiblg ¢l specific products that can only be
produced by countries with the highest incahfp$H2).

From this review of the theoretical and empiriagtrhture related to productive issues in
middle-income countries, we can draw a set of ahatdi explanations of MITs that will be
tested in Section 5. We will check whether humapitad misallocation, the demographic
dividend, and productive diversification help explthe difference in growth regime between

the countries within and outside the MIT.

2.2 Distributive change issues

Another set of possible causes of MIT relates &odistributive issues, including changes in
the structure of income, income inequality, disttibe conflicts, and redistribution policies.

As recently evidenced by Berg et al. (2018), indiguand redistribution have a significant

impact on medium-run GDP growth. The size of thddig-class and the pace of its variation
may also probably help explain why GDP growth istaimed or not in the medium run.

Although fundamental for the issue of medium-rustauned growth slowdown, these issues
have received only scant attention in the emertiiagature on the MIT, and no study so far,
to our knowledge, has tried to document in as mdetail as in the case of productive
transformation the mechanisms through which digtvie changes and redistribution could
be linked to growth slowdown at the middle-incoreedl.

25



Chapter 1.“What difference does it make (to be in the Mididieame Trap)?” An empirical
exploration of the drivers of growth slowdowns

2.2.1.Changes in the income structure

As regards the extensive literature linking inegudab economic growth, Ehrhart (2009) and
Birdsall (2007a) identify several channels throwgtich inequality can be harmful to growth
(imperfect market, endogenous fertility, endogenfissal policy, and political instability).
However, inequality can also have a positive inilteeon growth by allowing at least a few
individuals, to invest in human and physical cdpatiad by giving incentives for innovation
and entrepreneurship. In the specific literaturévidh, Agénor (2017) talks only briefly about
the potential harmfulness of inequality for grovidh countries in the middle-income category
pointing to the financial constraints that woule\yent individuals (and their children) from
investing in human capital and thus potentially stosin their productivity and therefore
economic growth. Egawa (2013) provides some eviedoc China, Malaysia, and Thailand
that inequality may have prompted a growth slowdogpisode after the country has
successfully passed the first stage of extensigaraalation. It is also claimed that China and
Malaysia should improve access to secondary edurcatd implement income redistribution
measures to develop high-tech industries beforie tteenographic dividends expité More
recently, Wang and Lan (2017) estimate the proligbdf falling/escaping a MIT on
inequality (measured by Gini) and aging populatiadicator and find evidence of the

importance of income inequality as a determinar¥1B¥.

Nonetheless, the body of literature that seemsetthb most relevant to the issue of trap is
that documenting how income distribution has défdrated effects on long-run growth,
depending on both the level of inequality and depelent. More so, rather than playing
separately, the distributive mechanisms tend tintetwined and are closely related to the
productive transformation issues discussed abovaddlition, they also need to be discussed
in light of the institutional dynamics that chaextte the countries at an intermediate stage of

development.

Galor and Moav (2004, 2006) describe a virtuousleimvolving distributive dynamics and
centered on human capital accumulation. Indeedjctstral transformations result in
significant changes in the structure of employmémé, distribution of income, and social
mobility. In an economy where access to educatomains unequal and where the possession

of capital is highly polarized, income inequalitgncrise tremendously under the pressure of

19 yet, since their estimation explains GDP growtkd aot the probability of a growth slowdown, this nkds
not fully informative with respect to the issuesadtved here.
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structural changes. On the contrary, in an econarhgre access to physical and human
capital is more egalitarian, economic inequalitexsd to fall, and opportunities for upward

social mobility are more abundant.

Jamarillo (1995) combines the model of Murphy, 8ate and Vishny (1989)with an
endogenous growth model and shows that in lessuahaqcieties, the widening of domestic
markets can improve the profitability of investmeint modern technologies, thereby
generating more employment in the modern sectdr paisitive fallout on labor productivity
and real demand for modern goods. This is quiteecto the mechanism described by Agénor
et al. (2012) with the difference that, for thetdat skill misallocation issues disrupt the
positive sequence. Indeed, they show that an iimitdatap, which is assimilated to the MIT,
may result from the stagnation of innovation radatie skill misallocation. They explain how
the inability to mobilize enough skilled workerstimee modern sector generates a decrease in
the salary in this sector, the low wage differdritietween the traditional and modern sector
then results in lack of incitation to invest in @eguisition of the skills required to work in the
modern sector. In this framework, wage inequastgtill necessary to provide incentive for
investment in human capital. Dahan and Tsiddon §L$®ovide one way to reconcile both
rationales. For them, wage inequality between esikiind unskilled is necessary during early
stage of development to provide incentives for huroapital accumulation; but, when the
country is rich enough (in the latter stages ofeli@ment), the effect is reversed since
incentive is outweighed by the increasing oppottesiallowing more individuals to invest in
human capital. This idea that inequality can beelffieial (or harmful) to economic growth in
earlier (latter) stages of development is shareGalpr and Tsiddon (1997) and Galor (2000).

2.2.2.Distributive conflicts and redistribution

Distributive conflicts can potentially inhibit thpace of economic transformation and
economic growth in middle-income countries. Themsless of productive transformation, as
well as the bottlenecks they drive to, may chakengpcial cohesion and existing
redistribution policies. In the middle-income econes where productive transformation is
slow, the dearth of employment opportunities fouryg and skilled workers might prompt
politico-economic instability (Campante and Chof12) or, on the contrary, persistent
authoritarian-redistributive political economieso(Rjier, 2016) both thwarting medium-run

growth.
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The transition from lower to intermediary incomedes generally, therefore, creates relative
dissatisfaction for those for whom well-being hag significantly improved, or has been
reduced, by productive or sectoral employment charfRay, 2010). When economic growth
is rapid, individuals’ expectations generally grewen faster than average income, and the
lack of short-term opportunities for a large shafethe population, therefore, puts heavy
pressure on redistribution or protection. At midoleome levels, self-perpetuating
mechanisms linking governance to social frustratan stick an economy into a growth
slowdown equilibrium after years of sustained expam The failure by middle-income
economy to efficiently mobilize human resources, drgviding their educated population
with opportunities of productive or creative jolosn increase the frustration of the middle-
classes of urbanized educated workers of servicesaoufactures, whose talents (and those
of their offspring) are not adequately allocatedthy economy. This, in turn, can provoke
higher demand for redistribution or social confliets recently happened in Brazil or Egypt
(Campante and Chor, 2012).

The impact of redistribution on long-run growthrédatively controversial and less clear than
the impact of inequality. Indeed, redistributiorsigoposed to promote private investment by
increasing socioeconomic stability by reducing uddy and conflict over economic
resources. However, redistribution may also depsessng and investment rates, with
adverse effects on economic growth by imposing Hagtation on the wealthiest. At the
country level, empirical studies have first fourmtt redistribution effectively has either a
positive (Persson and Tabellini, 1994) or an asv@ffect on the latter (Alesina and Rodrik,
1994; Perotti, 1992). More recent studies tendoiaverge towards a positive effect, notably
those conducted in more recent periods. By usingxgrosimeasure of redistributiong. the
difference between market (pre-redistribution) aed (post-redistribution), Ostry, Berg, and
Tsangarides (2014) and Berg et al. (2048)have provided new evidence that lower net
inequality seems to drive faster and more durabdevty for a given level of redistribution;
and redistribution generally appears benign innitgact on growth; only in extreme cases is
there some evidence that it may have direct adweffeets on growth. They conclude that
“the combined direct and indirect effects of redsttion—including the growth effects of the
resulting lower inequality—are, on average, progth’ (Ostry et al., 2014: 7).

2 Berg et al. (2018) is an updated and extendedorecs Ostry et al. (2014).
28



Chapter 1.“What difference does it make (to be in the Mididieame Trap)?” An empirical
exploration of the drivers of growth slowdowns

Since Alesina, Bagir, and Easterly (2000), we &isow that public employment can be used
as a disguised redistributive policy in order toidvpolitical opposition to explicit tax-

transfer schemes. Their empirical test on U.S. mpalities shows that public employment
tends to be higher when income inequality and etfisigmentation are higher. Stepanyan
and Leigh (2015) have provided evidence on the Mideast and North African countries,
that public employment schemes used to provide pobshe unemployed, give rise to
distortions in the labor market in the medium togaun. Not only does public employment
fail to reduce the unemployment rate, but largelipidmployment leads to job destruction in
the private sector, with the extent of this impbetng largely influenced by the degree of
substitutability between public and private productand the size of the rents in the public

sector.

In middle-income countries with weakly accountatpp@ernment, such political pressure can,
in turn, foster fiscal deficits and inflation, liké did in Latin America during the 1970s,
therefore triggering financial crises and subsetjgeswth collapses (Haggard and Kaufman,
2008). In the presence of weak institutions of tohmanagement, social conflicts also tend
to increase the economic costs of exogenous shnyckglaying fiscal adjustment, increasing
economic and political uncertainty, and channeliisgal resources towards redistribution
rather than investment, therefore constraining rfedium-term growth potential (Rodrik,
1999)?! In some Asian or MENA middle-income countries, tis& of political instability has
driven incumbent rulers to provide socio-econongcusity by increasing the degree of state
regulation of the economy, albeit this policy cemraworsens the structural transformation
deficit by thwarting competition and hindering teenergence of new activities. Aghion,
Algan, Cahuc, and Shleifer (2010) have built a hoear growth model in which high
corruption prompts social distrust and, eventualigreases demand for high state regulation
of the economy, with the latter increasing, in fuzarruption and trapping the country into a
low-growth equilibrium.

In summary, various dimensions of the transfornmatibincome distribution can be at play in
determining economic development. They can be aedlyseparately, but are more likely
interconnected as well as depending on the institat environment. More so, those
distributive dynamics are undoubtedly related ®gtructural transformation of the economy.

“Hausmann (2003)’s analysis of the collapse of Veakes growth in the years 1980-1990 provides &eper
confirmation of this sequence, with the persist@ability to resolve the distributive conflicts ireasing the
country risk and subsequently downgrading the guahd legitimacy of public institutions.
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Recently, Islam (2014) provides an illustratiortlaé in the case of China, where he identifies
two interconnected channels through which high uadity may be harmful to economic
growth and put China at the risk of falling into ‘anequality-trap” “ The economic channel
works via high savings rates, misallocation and tad investment, and declining efficiency
of capital. The social channel works via discontergated by worsened relative economic
situation of many citizens, resentment againsttigpoliadministrative sources of inequality,
additional grievance caused by environmental inggstwhich is a derivative of economic
inequality’ (Islam, 2014: 12). The very nature @faps implies that they result from
cumulative effects of various and/or concomitanthea than isolated socioeconomic

phenomena.

3.Methodological approaches for identifying the MIT

episodes and determinants

3.1Who is caught in the MIT? Methodological issues

Before investigating the drivers of a persistenowgh slowdown in middle-income
economies, we need to identify these episodes fnm@-series data. Identification based on
relative criteria is uneasy, and the debate ashiclwmethod is the best has not been settled
down so far. In order to address the duration aagmtude of growth slowdowns at middle-
income levels, we have chosen to combine the twodo approaches reviewed above that are
more transparent. We first look at GDP growth tiseees for an extensive set of countries to
identify slowdown episodes using similar criterfaboeakdown year and slowdown duration
as in Eichengreen et al. (2012, 2014). Then, waneehcome per capita conditions to limit
the relevant growth slowdown set to middle-incorartries. As in Felipe (2012a; 2012b),
we consider that the episodes of middle-income tgr@howdown thus identified correspond
to MITs if they fit a threshold of slowdown duratioCombining these two approaches
enables identifying a subset of country-year idettias enduring slowdown episodes at the
middle-income level and a subset of country-yedasida enduring slowdown episodes on
which various candidate explaining factors candsted.

We, therefore, start by identifying breakpoints inle as years featuring a significant

slowing-down of GDP growth from national time seri€or comparison sake, we consider as

30



Chapter 1.“What difference does it make (to be in the Mididieame Trap)?” An empirical
exploration of the drivers of growth slowdowns

in Eichengreen et al. (2012, 2014) an episode oitr slowdown when GDP growth rate

fulfills two conditions:
(C1)Qtnt>0.035
(C2)Otnt- Git+n > 0.020

WhereQ:.n is the average growth rate of GDP per capita batvtenest-n andt, and gn
the average growth rate between tirhasdt+n. As in Eichengreen et al. (2012), we 8db
7. (C1) implies that the average growth rate ofdbeen-year window before the breakpoint
year should be at least 3.5%. (C2) defines a gr@aMtvdown as a decline of at least 2%
points of the average growth rate during at leastes years after the break year. This
condition implies that the growth slowdown has ® pth substantial and sustained to be

considered as a MfT.

Eichengreen et al. (2012) have added the conditsoto GDP per capita must be greater than
USD 10,000. As Agénor (2017), we consider that thigshold is too high since it would
evacuate from the analysis a bunch of lower miduteme countries that may be trapped in
low growth equilibrium akin to MITs. Instead, weeua more fine-grained filter enabling to
differentiate our results for the lower- and upp@ddle-income categories. Although useful,
the World Bank classification of income categoness not directly applicable to our data
since it is based on the gross national income J@MIt capita series while we use the gross
domestic product (GDP) per capftaTo establish our thresholds, we follow Felipe 281
2012b), who compute correspondence between the &l GDP thresholds from the
Maddison dataset. Using data from 1987 to 201(Mhdse(i) assigned countries based on their
1990 GDP per capita measured in PPP in their incoaegory for 10,080 different sets of
threshold&’, (i) computed the pair-wise correlations betwésgse 10,080 classifications and
the official World Bank classifications, and (iselected the set of thresholds showing the
strongest correlation (0.9741) with the official Wb Bank classification: low-income

countries have per capita GDP below USD 2,000, tewieldle-income countries have GDP

ZFor a recent criticism of this approach, see Ag¢a61.7).

% Despite the high degree of correspondence betwethtesholds, some countries may not have the same
classification as that of the World Bank.

2414 intervals of USD 250 for the low income segnmamiging from USD 1.500 to USD 4.750 x 16 intenafls
USD 250 for the lower middle-income segment randmgn USD 5,000 to USD 8.750 x 45 intervals of USD
250 for the lower middle-income segment rangingnfldSD 9,000 to USD 20,000 = 10,080 sets of threkshol
For example, the first set of threshold is giventtoy vector (USD 1,500; USD 5,000; USD 9,000) amellast
10080d" set is the vector (USD 4,750; USD 8,750; USD 20)00
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per capita standing between USD 2,000 and USD 7 2&ter-middle-income countries have
GDP per capita between USD 7,250 and USD 11,25Chaiter-income countries have per
capita GDP above USD 11,250. Accordingly, a coodifC3) is added, restricting MITs to

the years when the country satisfying conditionsa@dl C2 is located at lower- and upper-

middle-income levels:

(C3) USD 2,00C< yr < USD 7,250 or USD 7,250y < $11,250, whereyis the per capita
GDP in yealT (expressed in PPP adjusted constant 1990 USD)twifl <t+nandn =7 as
in conditions (2) and (3).

The first year that a country meets the three ¢ammdi C1, C2, and C3 is taken as the year of

entry into a MIT episode.

Finally, condition (C4) below means that the stadfim MIT is attributed to each middle-

income country having slowdown duration above tra@e mean duration.
(C4) MIT;; =1 if slowdown duration> 30 years

Countries are therefore considered to be trappeml anmiddle-income trap if they have
remained more than 30 years in the middle-incontegoay over 1950-2010. The average
number of years during which our sample countrigy s the lower-and upper-middle-
income segment are respectively 20 years and &.y&€he duration dispersion is, however,
considerably larger for the episodes of lower meddcome growth slowdowns. Although
only one-quarter of the lower middle-income growetbwdowns have lasted less than 11

years, time duration ranged between 25 and 57 jeatise remaining three-quarters.

3.2What difference does it make to be caught in thelT'MI

Identifying medium-run growth patterns inside thagt

We propose a straightforward empirical approachsisting in comparing the impact of
various candidate explanations of the persistemwtyr slowdown characterizing the MIT and

the transition from intermediary to higher incoreedls.

Our intuition is that the impact of various drivessgrowth may be different for the MICs

inside and outside the trap. By estimating Equatidnbelow, we seek to identify the extent

% Felipe (2012a ; 2012b) distinguishes between lowdieiincome and upper middle-income trap as well as
between earlier and recent transitions. In our pape do not make such distinctions, plus we use th
distribution of slowdown duration rather than thenber of years as middle-income.
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to which the medium-run growth impact of each deteant identified by the MIT literature

is different for the middle-income countries insttie trap than for the rest of the sample:
[Equation 1.1]

GDP growth; ;_;15 = o4 * controls; ;445 + ap * MIT;;_15 + a3 = determinant; ,_,,s +

0y * MIT;¢_¢45 * determinant; ;15 + W + Veogys + Eir—tes

In Equation 1.1, countrjys medium-run growth prospect in yeameasured by the average
growth rate over each five-year spell, is regresseda set of contemporaneous standard
growth controls and the MIT determinant, which pedfically tested. We use a fixed effect
panel estimator with errors clustered by countryoider to control for the time-invariant
unobserved effects, which are a major concern ng-lmn analysis, as well as country-
invariant unobserved effects. The dummy variabld kdkes the value 1 for the country-year
individual observations meeting the different cdiotis of a MIT episode as identified in
previous Section 3 and 0 otherwise. For examplasider a country that has been into the
middle-income category since 1972, started a greldwdown in 1975 and has undergone a
31-year slowdown while remaining middle-income. iihine years 1975 to 2006 are coded 1,
and those from 1972 to 1975 and after 2006 aredc6dé he five-year intervals 1975-1980,
1980-1984, 1985-1989, 1990-1994, 1995-1999, 202 20re coded 1 while the intervals
1970-1974 and 2005-2010 are coded O because ksgHiee constitutive years were coded
1.

The method of identification is straightforward:cbapotential determinant of the MIT is
introduced as part of an interaction term with ME& dummy described above, besides
traditional controls of GDP growth. In Equation J1tle estimated coefficient identifies the
extent to which the impact of any singular growttedminant is minored or magnified for
countries inside the MIT, with reference to theireated impact; of this very determinant
for the middle-income countries outside the MIT. WAlso systematically test the difference
with the growth pattern of a larger reference graeled “extended,” including the middle-
income economies and the higher income countriesa&gped. By doing so, we can compare
the MIT’s growth pattern with that of countries tla@uld successfully avoid or escape the
trap and reach higher income levels. Estimatiomtude time and country fixed effects to
control for time-varying (identical for all coun#s) and time-invariant (specific to each
country) non-observable variables that may affeetrage GDP growth in the subsequent

period. Likewise, the coefficient’s standard errars clustered by country.
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Estimating a truly dynamic model would allow cotlirgy for catching-up. As evoked in the
previous section, growth slowdowns could corresponal process of reversion to the mean of
the convergence-type rather than to a MIT. Theddgealue of the level of GDP per capita
was added to the explaining factors to controldmmnvergence. This enables us to check that
our results are not driven by an uncontrolled cafglprocess. Lastly, endogeneity issues are
addressed by systematically estimating a model woité period (five-year) lag where the
dependent variable standing for the average groatthis measured oveandt+5 while the
explaining variables are averaged ot t-1. Insofar as the choice of future growth as the
dependent variable limits the risk of reverse chiysave can be confident that our fixed
effect estimations measure more than mere comwektithat is different patterns of a
statistical relationship between a series of poticyeconomic determinants observed at each
period and subsequent medium-run growth. Owinghts prudent empirical strategy, we
could identify a series of factors which are difietly associated with subsequent growth
trajectories inside and outside the trap with yaidlative confidence that they are causal.

3.3What variable could make a difference? Explanatanables

As explained in the previous section, we test waricandidate determinants of the sustained
middle-income growth slowdown that have been powvéod by the recent literature on MITSs.
The determinants we investigate are listed in Tdbleand the desriptive statistics can be
found in Appendix 1.12. As regards accumulatiore ifivestment rate is measured by the
gross capital formation in percentage of GDP. As gopulation-related drivers, we use
alternatively the population growth rate and thetiiodependency ratio, which is the ratio of
younger dependents (people younger than 15) tevtitking-age population (those ages 15-
64). As our proxy for human capital, we computertiteo of tertiary and secondary education
achievement rates that is supposed to capturextieateof the higher skills with respect to
lower skills. We also run estimations using secoydand education achievement rates
separately® To measure structural transformation, we use theradl, intensive, and
extensive diversification index (measured by theeilllcoefficient) computed by the
International Monetary Fund. Higher values of tlsesedicator mean lower export

diversification?’

% Only some results are reported.
%" The IMF diversification toolkit covers187 countriéscluding most low-income countries and provides
indicators on export product diversification angest product quality from 1962-2010. The measureshis
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Table 1.1 List of explanatory variables

Variables Description Source

Gross capital formation immobilized asVorld Development Indicator

Investment rate 5 bercentage of GDP (WDI)

Population Population annual growth (in

World Development Indicator
growth percentage)

Dependency  Age dependency ratio, young (as a world Development Indicator

ratio percentage of working-age population)
Secondary/ .
Tertiary Percentage of population _Who have _Barro and Lee (2013)
. completed secondary/tertiary education
completion
Skill ratio Ratio of tertiary schooling over Authors based on Barro and Lee
Secondary schooling (2013)
Overall Theil exoort diversification index International Monetary Fund
concentration P (IMF) Diversification toolkit®
Inten_sive Within-component of the Theil export International Monetary Fund
margins diversification index Diversification toolkit
Extensive Between-component of the Theil International Monetary Fund
margins export diversification index Diversification toolkit
Trade openness _Current openness (exports and importBenn World T_able 8.1 (Feenstra,
in percentage of GP) Inklaar, and Timmer, 2015)
Democrac . Polity IV project (Center for
Y Polity score Systematic Peacé)
Market ) . . -
inequality Gross inequality (Gini coefficient) SWIID 3.1 (Sok009)

Net inequality Ingq_uality _af_ter taxes and cash transfeé?N”D 31
(Gini coefficient) '

Redistribution Market inequality — Net inequality:

taxes and cash transfers SWIID 3.1

The analysis of distributive changes has always bd®allenging due to the scarcity of
reliable data and appropriate measures, even moaelong-run analysis like ours. For our
baseline estimations, we take advantage of thesetatmmpiled by Ostry et al. (2014) using
the SWIID (Solt, 2009), which contains data on awedl market inequality measured by the

toolkit are based on an updated version of the UBER dataset, which harmonizes COMTRADE bilateral
trade flow data at the 4-digit SITC (Rev. 1) levels available at:
https://www.imf.org/external/np/res/dfidimf/divefisiation.htm

28 Data available dittp://data.imf.org/?sk=A093DF7D-E0B8-4913-80E0-AFR0B44DB

29 For more details on the construction of the vaeiabee Center for Systematic Peace, 2013 Majasdps of
Political Violence codebookhttp://www.systemicpeace.org/inscrdata.html
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Gini coefficient and redistributioff. This measure does not capture all the effects of
government, including government wages, tariffsj anbsidies influencing relative prices,
labor market policies, or social spending. Our foas thus on the effect of fiscal
redistribution. Nevertheless, Berg et al. (2018)dfithat fiscal redistribution is highly
correlated to other government transfers, the tairoa ranging from 0.5 to 0.75. The other
reason why we choose to use this database isnfwamiation on other public redistribution
does not cover a large enough sample of countndstime-span, especially in developing

countries.

As additional controls, we introduce an indicatbrtrade openness, which is the traditional
sum of imports and exports in percentage of GDEhAigh the idea that institutions are key
determinants of growth is pervasive (Acemoglu, $oimp and Robinson, 2005; Rodrik,
Subramanian, and Trebbi, 2004), long-run data aeasores are challenging to find. We thus
choose the polity score index that is the most conlynused and captures the regime
authority spectrum on a 21-point scale ranging frald (hereditary monarchy) to +10

(consolidated democracy).

4.Who is caught in the Middle-Income Trap?

Descriptive analysis

Like Felipe (2012a), we use the Maddison datasett @d Van Zanden, 2012),which is

very comprehensive and covers most countries tneperiod 1950-2010. GDP per capita is
expressed in 1990 constant USD. We complete a &igssuntil 2010 using the GDP per
capita growth rate - in local currency - measurédanstant prices by the International
Monetary Fund. In the absence of data, the follgwdauntries are excluded: the countries of
the former Russian Federation; the countries offoheer republics of Czechoslovakia and

Yugoslavia; Cuba, North Korea, Puerto Rico, Somdhalestinian Territories and Trinidad

30 Ostry et al. (2014) and Berg et al. (2018) follthe recommendation of Solt (2009) to improve tHibdity

of the data. Ih particular, in our baseline sample, we striket @ set of specific observations where Solt
concludes that the raw surveys are unreliable. ddiion, we require that one of two conditions b¢isied in
order to include an observation, each designednsuee that the redistribution measure is informatieither

(a) that the country contain at least one surveysofime sort of net concept (e.g. disposable income o
expenditure) and one market concept (e.g. persmaaket income), so that there is country-speciffoimation

on redistribution itself from the survey data fbat country; or (b) that uncertainty associatedhmistimated
redistribution is very small relative to the siZeredistribution.” (Berg et al. (2018:7)

31 We use the version released in 2013. However, pafated version of the dataset, (Bolt et al., 20483
released in 2018 and availablehttps://www.rug.nl/ggdc/historicaldevelopment/mamidi/releases/
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and Tobago. The countries are grouped into fivéoregy Asia (East Asia and Pacific, and
South Asia), LAC (Latin America and Caribbean), MEMiddle East and North Africa),
SSA (Sub-Saharan Africa) and ENA (Europe and Néutierica). In the end, we recover
data for 132 countries from 1950 to 2010 that bdlused for the preliminary identification of
MIT described in Section 3.1. This dataset is thrged with other datasets on the various
determinants and controls we are interested inrteshing the period to 1970-2010 and
reducing the sample to 78 countries due to datdadility issues®® The list of countries in

the sample is in Appendix 1.10.

4.1 Transition between income group and slowdown egisod

For starters, we look at the evolution of the ineodhassification of the 78 countries in our
sample over the period 1950 to 2010. On averagecdhintries spent 32 years at the low-
income level, 36 years at the middle-income lesalj 30 years at the high-income le¥el.
Most transition into the middle-income took place the three first decades. For the 30
countries that entered into the lower middle-incazagegory: 8 occurred in the 1950s, 8 in
the 1960s, 7 in the 1970s, 4 in the 1980s, anddimaining three in the 1990s and 2000s.
Regarding the upper middle-income category, eveagh more transitions took place in the
1950s (4), 1960s (9), and 1970s (7), there areralexecent transitions in the 1990s (4) and
2000s (9%*

Regarding geographical location, 12 countries fi®ab-Saharan Africa and South Asia are
low-income countries over the entire period. Mostrtdries from the Europe and North
American regions started either at lower-middle) (@6 upper-middle (5) income category
and, except for Spain and Ireland, they achieved thansition into the high-income group
by the end of the 1970s. 30 countries, mostly fiasia (10), Latin America and Caribbean
(8), and Middle East and North Africa (7) regionspved to middle-income levels but have
remained in the lower category until 2010 exceplgBda, China, South Korea, Malaysia,
Taiwan, Thailand, and Turkey. Some countries exitedlower-middle-income category but
have remained in the upper-middle category untl@®QArgentina, Colombia, Costa Rica,

%2 Some countries that are excluded may also be ceedeby the middle-income trap issues. Further
investigation would be needed to verify whetheroaa observe similar patterns as in the sample @bu@tries

in their case.

3 Appendix 1.11 shows the number of years spentith éncome category over the period 1950 to 2010 by
country for the 132 countries.

3 Among the initial 132 countries, 58 countries grnthe middle-income group between 1960 and 20Z.0n 1
the 1960s, 30 in the 1970s, 5 in the 1980s andeir1990s.
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Hungary, Mexico, Peru, Poland, and South AfricalyCBouth Korea and Taiwan succeeded

in climbing all ladders from low income to high ormoe category.

Conditions (C1) and C2) allow for identifying grdwslowdown spells. 58 countri&sn our
sample experienced at least one of those spelisgitive course of their development. They
were more frequent at the middle-income level withaverage number of slowdown episodes
of 8 compared to 6 at low-income and 5 at high4medevels. Regionally speaking, Asian
countries experienced them on average more oftentlian the other regions (7 for Europe
and North America, 6 for Latin America and Carribed0 for Middle East and North Africa,

and 10 for Sub-saharan Africa).

4.2 Who is caught in the middle-income trap?

For the sake of concision, we use the followingoagms: middle-income trap (MIT), low-
income country (LIC), middle-income country (MI@nd high-income country (HIC) in the
remainder of the chapter. Figure 1.1 portrays B dountries in the initial sample based on
their income level in 1970 and 2010. As we can s®xst countries that are identified as MIT,
except the Dominican Republic, Paraguay, Tunisia, ¥emen (on the left of the vertical
reference line corresponding to 7.6), were alraadite middle-income category in 1970 and
except Mauritius, they remained stuck at this lemeP010. To be identified as MITs, a
country must meet all four conditions in Sectiofh; 3ome countries are thus excluded, no
matter the years spent at the middle-income levt@existence of slowdown breakpoints in
their trajectory. Venezuela, for instance, has baahe middle-income class since 1960 (59
years) but, having not experienced a significamwgin slowdown (condition 1), it is not

considered to be in a MIT.

Likewise, other countries fail to meet the duratmiteria. Countries like Germany, Ireland,
Portugal, and Singapore have experienced growthdsian at the middle-income level, but
their slowdown episodes lasted less than 30 yRafhey are for most the advanced
economies and oil-producing countries which have experienced a slowdown over the
period considered based on our criteria.

% The remaining 20 countries being: Australia, Badgkh, Bolivia, Colombia, Denmark, El Salvador, @ha
India, Madagascar, Nepal, New Zealand, Norway, $2akj Philippines, South Africa, Sri Lanka, Switaed,
Tanzania, United Kingdom, and Venezuela.

% Felipe (2012a, 2012b) use the median duration tseshold because the mean can be driven by extrem
values. In our case, since the median (29) isedoghe mean, the difference in the classificatiominor, i.e.
Uruguay would be considered as a country expermgnai MIT. The inclusion of Uruguay in the lattelogp
does not affect our empirical results.
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Figure 1.1 Countries in the MIT between 1970 and 2D
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Table 1.2 Growth slowdown at the middle-income leveover 1960-2010: Countries and

time duration (in years)

Jamaica 41 Germany 2 Jordan 41 Korea South 22 Mauritius 32
Brazil 41 Bulgaria 41 Israel 11 Malaysia 33 Botswana 26
Peru 41 Hungary 41 lIran 40 Singapore 9

Panama 41 Greece 27 Turkey 38 Taiwan 14

Argentina 41 Romania 39 Tunisia 36 Thailand 20

Costa Rica 38 Spain 17 Algeria 32 Indonesia 19

Dominican

Rep 38 Poland 38  Egypt 31

Ecuador 37 Portugal 16 Morocco 31
Guatemala 36 Ireland 15

Mexico 32
Uruguay 29
Chile 12

Note: Countries with slowdown duration over therage (30 years) are in blue cells.

Source:Bolt and Van Zanden (2014). Author’'s computations.
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Out of the 78 countries in the sample we use feretmpirical analysis, 37 - listed in Table 1.2
- have experienced a slowdown at the middle-inctawel. Most of them are located in Latin
America and Caribbean (10), Middle East and NortiicA (7) and Europe and North
America (4). For 9 countries, the year of entrinithe 1960s; for 21 in the 1970s; for 4 in the
1980s; for 3 in the 1990s. When the condition (84trictly applied, only 23 cases of MITs
are identified (in blue cells), and among themyadvihuritius successfully escaped in 2001.
However, due to data coverage, some slowdown egisathmely Botswana, Indonesia, and
Thailand’s, which started in the late 1990s or 20@0e right-censored: they may or may not
last more than 30 years but are, at the very lsibton-going in 2010.

5.What difference do productive structures make?

Estimation results

5.1 Differentiated patterns of productive factor useside and
outside the MIT: extensive versus intensive growtid the

demographic drag

Table 1.3 reports the results of the estimatiorEqéiation 1.1 for the restricted reference
group, including only MICs, which seems the mosthaaptually sound. Baseline model's
estimation reported in Equation 1.1 confirms tlairdries with higher investment rates, more
liberalized economies, lower lagged income pertea@nd lower population growth rates
tend to exhibit higher growth rates. It is worthtiomg that, when log-transformed, the
estimated coefficient of the lagged level of GDP pa&pita stands in a range of magnitudes
(from 0.018 to 0.40) highly consistent with thenstard literature on conditional convergence.
The estimated coefficient of the MIT dummy showattfive-year mean GDP growth is, on

average, 2.4 points lower inside the MIT than agsi

37 Using the initial sample of 132 countries, we iiféed 58 cases of slowdown spells at middle-incdmeel.
The mean duration is around 28 years, bringingntimaber of countries having experienced a MIT (retpg
condition 4) to 39. The duration dispersion is hegreconsiderably larger for the episodes of loweaddie-
income growth slowdowns. Although only one quadérhe lower middle-income growth slowdowns have
lasted less than 11 years, time duration rangeddset 25 and 57 years for the remaining three gearégart
from countries excluded due to data limitationyodruguay (with 29 years of slowdown) is excludegt do the
average duration criteria. Out of the aforementibB8 cases, 17 countries entered the MIT in thé&4980 in
the 1970s, 5 in the 1980s and 5 in the 1990s.
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Table 1.3 GDP growth drivers, capital and populatiom growth: Contemporaneous and

lagged model
@) 2 3 4 (5) (6) @ (8
Dependent : Baseline Investment rate interaction puRion growth interact. Dependency rate interact.
five-year av.

GDP growth Contempor. Lagged Contempor. Lagged Contempor. Lagged Contempor. Lagged
Lagged GDP p. .1 2¢-05%* -8.1e-06* -1.2e-05** -52e-06* -1.205** -8.2e-06%* -1.3e-05%* -8.1e-06***
cap. (1.8e-06)  (1.9e-06)  (1.8e-06)  (1.9e-06)  (1.8e-06) 1.84-06) (1.9e-06)  (1.9e-06)
Population -0.008** .0008 -0.008** -0.0103*** -0.0037 0.007*
growth (0.0036) (0.004) (0.0037) (0.003) (0.005) (0.004) -

Skill ratio 0.006 0.007 0.0061 0.015* 0.0066 0.008 0.0067 0.007
(0.009) (0.006) (0.009) (0.007) (0.0084) (0.006) .0084) (0.005)
Trade openness3.1le-04*+* 4.5e-05 3.1e-04*** 2.0e-04**  3.1e-04***  6.4e-05 3.0e-04*** 6.1e-05
(9.3e-05) (8.2e-05) (9.2e-05) (7.7e-05) (9.0e-05) 7.6€-05) (9.6e-05) (7.4e-05)
Investment rate 0.0018*** -0.0010*** 0.0019*** -0.0014**  0.0018*** -0.001** 0.0017*** -0.001**
(0.0003) (0.0004) (0.0004) (0.0005) (0.0004) (0400  (0.0003) (0.0004)
MIT dummy -0.024*** -0.020** -0.023 0.008 -0.01 0.006 -0.019 0.013
(0.005) (0.007) (0.015) (0.014) (0.011) (0.011) 01®) (0.019)
MIT*Investme -0.00003 -0.0009
nt (0.0005) (0.0007) -
MIT*Populatio - -0.007 -0.0113* -
nagr. - (0.0045) (0.0048)
Dependency - -2.05e-04 -3.65e-06
rate - (2.87e-04)  (2.74e-04)
MIT*Depende - -8.18e-05  -4.38e-04*
ncy - (2.20e-04) (2.39e-04)
Constant 0.036*** 0.076*** 0.035** 0.085*** 0.024 0.060*** 0039 0.078***
(0.013) (0.011) (0.016) (0.014) (0.016) (0.011) 0pB) (0.022)
Observations 261 255 261 255 261 255 261 255
E;u”:]?ﬁé:f 49 49 49 49 49 49 49 49
Adj. R-squared 0.34 0.06 0.44 0.25 0.45 0.37 0.43 0.37
Country FE YES YES YES YES YES YES YES YES
Time FE YES YES YES YES YES YES YES YES
Marg. impact X1: Investment rate X1: Population growth X1: Dependency ratio
MIT: X - - NS NS -.28 NS -.33
non-MIT: X; - - +.41 NS +.48 NS NS

Robust standard errors in parentheses; Restricezthsrithat the comparison group is limited to MIGsin the
MIT; Extended means that the restricted compargmup is extended to HICs; a) the marginal impddhe

variable X interacted with the MIT dummy in the sponding column measures the (in terms of stdndar

deviation) variation of GDP growth rate for a ot@nslard deviation increase of X (at the mean vafual other
regressors); in bold are reported the marginal otgpthat are statistically different for the MITdanon-MIT

samples; *** p<0.01, ** p<0.05, * p<0.10, NS p>0.10

The negative coefficient of investment rate for thgged model would suggest that the
positive growth impact identified for the simultanes model is due to the reverse positive
impact of growth on capital accumulation. We chekckbat using the contemporaneous
investment rate in columns 2 and 4 did not chamgeresults for the other coefficients,

notably for the interaction with the MIT dummy.
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In Column 2 are reported the estimated coefficiémtshe lagged model, where all right-hand
side variables are five-year lagged, accounting nf@mdium-run impacts of some growth
drivers. Although most variables are not significaioefficient estimates for the initial level
of GDP per capita and for the MIT dummy are coesistvith those of the contemporaneous
model of Equation 1.1 (reported in column 1). Estions of the baseline model, therefore,
confirm that countries trapped in the MIT featuogvér growth rates than other middle and

higher-income countries, which may durably impedievergence.

Extending the estimation sample to higher-incomentaes (hereafter HICs) (Appendix 1.1's
columns 1 and 2) leads to fairly similar results tloe lagged levels of GDP per capita, the
MIT dummy, trade openness, and the investment ratbenever the model is
contemporaneous or lagged. Interestingly, the skiib becomes a driver of growth, while it
was not significant in the MICs subsample, and ddgerse impact of population growth
reverses to a positive one in the extended sanghbei( only in the lagged model). This
suggests that, in the sample including HICs, pdmragrowth plays more as a spur than as a
drag and that the general pattern of growth is nm&k#l-intensive than in the sample

containing only MICs.

Table 1.3’s remaining columns 3 to 8 investigatehier the extent to which growth patterns
differ inside and outside the MIT with respect he tstandard drivers of extensive growth,
namely the investment and population growth ratesthe dependency ratio. At the bottom
of each column are reported the marginal growthaichigin terms of GDP growth standard
deviation) of a one standard deviation increasthefX driver of interest — derived from the
corresponding column’s estimation and computedha@ttean value of all other regressors —
for the MICs inside and outside the MIT. When X laastatistically different growth impact

across the two subsamples, the pair of marginahatgpare reported in bold character.

First, the coefficient of the interaction variabl#T*investment in Table 1.3’s column 3 and
4 is not significant, suggesting that investmerg hasimilar impact on growth in the MICs
trapped and not trapped. However, the pattern fierdnt when the reference sample is
extended to higher-income countries since the dromipact of investment is more than two-
times larger in the MIT than in the rest of the p&n as we can see in the figures of
Appendix 1.1's column 3. This suggests that themnopattern inside the MIT is more
extensive than in the group composed of MICs rajpiged and of higher-income countries.

Re-computing the magnitudes of the predicted ingacequally insightful: a one standard
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deviation increase of the average investment ratelead to a 0.39 standard deviation
increase of the average GDP growth in the MIC$eMIT, against 0.17 standard deviation

increase for the MICs not trapped and the HICs.

Results for population growth and the dependentip garovide additional support to the
assumption of an extensive pattern of growth inNH&. Estimates reported in Table 1.3's
column 6 show that a five-year lagged populatiopassion tends to reduce GDP growth
inside the MIT while triggering growth outside tMiT. In terms of magnitude, the gap is
large as a one standard deviation increase of ¢perdiency ratio leads to a 0.28 standard
deviation drop of the GDP growth rate inside theTMVhile prompting a 0.48 standard
deviation increase of the GDP growth rate for th€#outside the MIT®

Besides, the significant coefficient of the intdrac term in Table 1.3’s column 8 suggests
that the dependency ratio might drive this advgresvth impact. A one standard deviation
increase of the dependency ratio leads to a 0&@&latd deviation decrease of the average
growth rate inside the MIT. The impacts are vemikir in both direction and magnitude
when the comparison group is extended to HICs (Agpel.1’'s columns 8) as a one
standard deviation increase of the dependency iratiee preceding five-year period leads to

a 0.34 standard deviation drop of the average droate inside the MIT.

For the same level of investment, our estimatiordicate that countries featuring faster
population growth or higher youth dependency raage lower growth rates inside the MIT
than outside the MIT. This would mean that slowmewgh in the MIT subsample could be
explained by a dearth of physical capital per worRdn the rest of this section, we check
whether the adverse growth effect of populationashyics observed inside the MIT relaxes or
persists when physical and human capital endowniantsase. Indeed, moderation of the
negative growth impact of the population dynamiod atructure when investment rate and
the skill ratio increase would mean that the deraplic drag on growth might be attributed
to the lack of physical or human capital per yowwgker. In order to test this assumption, we
estimate Equation 1.2 which is an adaptation oftidweeline equation with triple interactions
MIT;, * X1; * X2; %

3 Appendix 1.1's column 6 confirms that a similapgalbeit narrower, exists when the sample is eldrto
HICs.

39 Quite surprisingly, human capital plays no parthiis story. Appendix 1.2 and 3.3 show that, algfotertiary
schooling spurs growth in the extended sample napiped, schooling levels or structure have no effacthe
MICs, trapped or not, for the contemporaneous anthe lagged models.

“0 For the sake of convenience, subscrifitss were simplified td.
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[Equation 1.2]

GDP growth; , = a4 * Zjt + o * MITj + o5 * X1 + oy * X2j¢ + as * MITj; * X1, *
X2i¢ +ag * MITj ¢ * X1 + a7 * MITj¢ * X2i + ag * X1 * X2 +1; + v + g

We compute from these estimations the predictedyimalrimpact of population growth for
various levels of the investment rate and of thd sktio, for the MIT and the non-MIT
complementary sub-sampl&sThese conditional marginal impacts are reportedFigure
1.2%% As illustrated by panel 1a, the growth impact opplation expansion is positive and
increasing outside of the MIT, with statisticalrsfigcance being limited to the highest region
of the investment rate distribution (higher tha®@8f GDP) corresponding to the top 5% of
the extended reference sample. By contrast, irntbieeMIT, the predicted growth impact of
population expansion remains negative and relgtivechanged, even for investment rates
comprised between 20 and 30%suggesting that the dearth of capital per workerdt the

channel through which population expansion red@®BE growth**

Similarly, no growth-enhancing cumulative effect labor and skill abundance could be
detected for the vast majority of countries indige MIT sample, whatever the skill intensity
of the workforce, as shown by Figure 1.2 (paneplobjting the marginal growth impacts of
population growth for different values of the skakio. Indeed, population expansion hinders
medium-run growth inside the MIT for skill ratioswer than 0.6, representing 95% of the
MIT sample. Nonetheless, the adverse effect of |abjom growth disappears for the 5% of
countries featuring the highest levels of skillioat as suggested by the rapid widening of
confidence intervals above and below the zero difter the skill ratio reaches 0.45. For the
comparator countries not in the trap, no similavesmge impact is found, either for the
dependency ratio or for population growth, and rtherginal impact of population growth is

positive and increasing with the skill ratio whasmuted from the estimation of the lagged

*1 As explained in Brambor, Clark, and Golder (2008hen complex interactions including two continuous
variables are present in the model, the full maaigimpact sums up all estimated impacts gf iKcluding those
conditioned by the other continuous variable I Equation 1.2, the full impact of 0n GDP growth is given
by as + ag« X, outside the MIT and by + (a5 + ag)« X, inside the MIT. They both vary with,X

2 The estimation results are available on demand.

43 Outside of the MIT, the impact of a one standasdiation increase of the population growth rate ltdead

to a 0.15 to 0.40 standard deviation increase ®GBP growth rate after the investment rate groem 25 to
40%. Inside the MIT, the same increase of the itmest rate would lead to only a slight worsenirgir-1.0 to
-1.2 percentage point of the adverse growth impagiopulation expansion (respectively 0.40 to Gsteéhdard
deviation).

** Similar computation of the marginal growth impattthe dependency ratio at different levels of Btweent
rate shows that the positive cumulative impact drdids outside the MIT and for very high leveldrofestment
rate (30% and higher) corresponding to the top 3%he extended reference sample (composed of higher
income countries and middle-income countries rayified).
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model (panel c). Taken together, these differandifigs suggest that the larger availability of
skills, and not of physical capital, might, to somdent, improve the growth contribution of
population expansion inside and outside the MIT.

Figure 1.2 Predicted impacts of population growth dr various levels of the investment
rate (1a) and of the skill ratio (1b): MIT versus ron-MIT

a. Population growth*investment rate b. Population growth*skill ratio
(simultaneous model - extended sample) (simultaneous model - restricted sample)
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Our findings in this section suggest that the Mtkkat fail to modify the extensive pattern of
growth substantially are more likely to face endgrispells of growth slowdown. The
standard drivers of GDP growth are fairly diffeiated, albeit to various extent, inside and
outside the MIT. Capital accumulation proves marenpnent inside than outside the MIT,
and population growth acts as an actual drag onumedun growth, probably because youth
dependency plays more like a burden than as anriypyty. Our estimations in this section,
therefore, suggest that the adverse impact of ptipul expansion and dependency ratios on
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economic growth characterizing countries in the MEAnh be explained by their failure to
capture the demographic dividende. The non-linséimations presented at the end of the
section support the assumption that this failurg bedue to the dearth of human capital per
worker. In the next section, we look more closdlyha patterns of productive diversification
inside and outside of the MIT and discuss additiondications of the skill misallocation

issue.

5.2 Differentiated patterns of productive diversificati More on

skill misallocation

The productive structure and its pattern of tramsfdion is a crucial driver of medium-run
growth in middle-income countries. Export diversdfiion is a relevant indicator of the
productive structure transformation as it meastlresapacity of a country’s firms to produce
new products and to sell them competitively on ek markets. However, we know that
after a long phase of diversification, generallysdzh on extensive margins and extensive
growth patterns, both export and production neecdotcentrate, growth must become more
intensive, competition more stringent and firms enproductive if the MIC wants to catch-up
with HICs (Cadot et al., 2011a; Imbs and Waczi&@f)3) . According to the scissor effect,
MICs will find it harder than other countries to it from labor-intensive and resource-
intensive specializations, on which they lost th@dmparative advantage to the benefit of
low-wage countries, to skill-intensive and innowatintensive specializations, on which their
comparative advantage is still limited with respiecskill-rich and innovation-led economies
(Gill and Kharas, 2007, 2015; Kharas and Kohli, Z08pence, 2011). MICs may, therefore,
experience a growth slowdown before their trangifrom diversification to re-concentration

is achieved (Hausmann and Rodrik, 2003).

Figure 1.3, plotting the overall Theil index of eéxpconcentration against the contemporary
level of GDP per capita for the whole sample, aoméi that export concentration first
decreases and then increases during the coursemdmic development. A closer look at the
panels b and c of Figure 1.4 also reveals that iexqmmcentration tends to be lower in the
MICs in the MIT than in the rest of MICs, and thabst countries in the MIT are still
engaged in the diversification phase, charactegizime single LICs (panel a), while a
substantial proportion of the MICs not trapped haeached the concentration phase

characterizing HICs (panel d).
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Figure 1.3 Scatter plots of Theil of concentratiorversus GDP per capita for the whole
sample
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Figure 1.4 Scatter plots of Theil of concentratiorversus GDP per capita for the different
subsamples
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Source:WDI and IMF. Author’'s computations.
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More importantly, average cross-period growth ratethe overall, extensive, and intensive
indicators of export concentration reported in Eabl4 show that neither the MICs, whether
in the MIT or not, nor the lower-income countridd dtart concentrating their export during
the period investigated in the present paper. Altinothe trend of diversification should be
reversed, and the number of different lines of potidn should drop if the developing

country wants to reap aggregate productivity gdnesn the survival of the best-fitted

activities and firms (Hausman and Rodrik, 2003}y dnigher-income countries could achieve
positive variations of the overall concentratiodax in our sample. In contrast, countries in
the MIT have barely started to rationalize theipdurction, and most of them are still

diversifying their productive structure, notably tre extensive margins. This may explain
why growth slows down there, as the output gainswdr from production and export

diversification, notably along extensive margirtgytsto dissipate while the productivity gains
drawn from concentration, along both extensive emensive margins, are still absent. Put
differently, countries in the MIT are therefore nehgaged in the phase of export
concentration that is necessary to converge towawce developed economies while they

simultaneously exhibit a slower pace of diversiima, other things set equal than the LICs.

Table 1.4 Levels and cross-period growth rates ohe overall, extensive margins and
intensive margins concentration index: Middle-incone Trap, Middle-income not
trapped, lower-income and higher-income countries

MIT MICs non-MIT LICs HICs
Level
Total concentration 3.07 (1.04) 2.85 (0.97) 3.9831 1.92 (0.56)
Extensive margins 0.518 (0.41) 0.42 (0.35) 0.59368) 0.129 (0.155)
Intensive margins 2.55 (0.79) 2.43 (0.77) 3.3871. 1.80 (0.495)
Variation (in%)
Total concentration -2.0 (0.79) -2.4 (0.089) -0DB6) +2.5(0.079)
Extensive margins -7.4 (0.10) -11.5 (0.33) +0.51@) -16.9 (1.66)
Intensive margins +0.02 (0.49) -0.5(0.10) +00.291) +2.8 (0.084)

Source: IMF. Author’s computation.

In Table 1.5, we investigate whether the patterrpmafductive transformation is different
inside and outside of the MIT for both the resatttand extended reference samples. The
different indicators of export concentration (overaxtensive margins and intensive margins
concentration) are regressed on a set of driveith, @ountry and time fixed effects being

included, and on the set of their interaction wiith MIT dummy. The set of drivers is now
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standard in the literature on export diversificat{€adot et al., 2011b; Lectard and Rougier,
2018): the investment rate, the population growatie,rthe skill ratio, the lagged level of GDP

per capita and its squared value (in order to aucfor the hump shape (Cadot et al., 2011a)
and trade openness.

Table 1.5 Drivers of productive transformation: Oveall, intensive and extensive
margins diversification, restricted, extended highand extended reference samples

)

)

®)

(4)

©)

(6)

Extensive margins

Intensive margins

Dependent : Concentration index (Theil) concentration concentration
FE
FE restricted FE extended FE restrictedxtended FE restricted FE extended
MIT dummy 0.950* 0.007 0.620*** 0.264* 0.334 -0.266
(0.554) (0.551) (0.202) (0.154) (0.577) (0.505)
Lagged GDP per -0.00036*** -1.39e-05 -0.00015**  8.10e-07 -0.00021* -1.42e-05
capita (0.000115) (4.07e-05) (6.75e-05)  (1.83e-05§0.000108) (3.77e-05)
Lag. GDP p.c. 2.35e-08*** 2.20e-09* 1.27e-08*** 8.96e-10* 1.08e-08 1.28e-09
squared (7.76e-09) (1.13e-09) (4.11e-09) (4.80e-10)7.37e-09) (9.73e-10)
Skill ratio 0.704** 0.015 0.278** 0.002 0.426 0.014
(0.318) (0.030) (0.106) (0.009) (0.333) (0.029)
MIT*SKill ratio -0.912%** -0.279** -0.399%*** -0.158** -0.512 -0.120
(0.327) (0.124) (0.128) (0.075) (0.344) (0.139)
Trade openness 0.008** 0.0008 0.0004 -0.0005 0008* 0.0012
(0.0036) (0.0019) (0.0019) (0.0006) (0.0037) (@)oo
MIT*Trade -0.0038 0.0015 -0.0003 0.0003 -0.0036 0.0012
openness (0.0032) (0.0031) (0.0018) (0.0012) (0.0037) (0)o03
Investment rate 0.0026 -0.0058 -0.0071 -0.0066 9B00 0.0006
(0.0087) (0.009) (0.0064) (0.004) (0.0106) (0.0093
MIT*Investment -0.012 0.006 0.0016 0.0045 -0.014 0.0014
rate (0.012) (0.013) (0.008) (0.006) (0.012) (0.012)
Population growth -0.004 0.078 0.082 0.043 -0.086 .03
(0.074) (0.063) (0.070) (0.030) (0.080) (0.063)
MIT*Population -0.009 -0.050 -0.117 -0.067 0.107 0.019
growth (0.079) (0.089) (0.085) (0.051) (0.099) (0.092)
Constant 3.458*+* 2.648** 0.801*** 0.483*** 2.657* 2.183**
(0.384) (0.330) (0.214) (0.104) (0.407) (0.350)
Observations 256 404 256 402 256 402
Number of 49 64 49 64 49 64
countries
Adj. R-squared 0.37 0.24 0.46 0.3 0.16 0.11
Country FE YES YES YES YES YES YES
Time FE YES YES YES YES YES YES

Robust standard errors in parentheses; Restrictathsrithat the comparison group is limited to MIGsin the

MIT; ** p<0.01, ** p<0.05, * p<0.10, NS p>0.10

One essential difference between the MIT and theMbBl' comparison groups concerns the
capacity of skills to trigger productive transfomma through re-concentration. Whereas
skills are crucial drivers of export concentrationthe MICs not trapped, the skill ratio’s
impact on export concentration turns negative msiee MIT, as shown in columns 1 and 3.
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Moreover, this negative impact of skills on prodwetchange inside the MIT is mainly driven
by the dynamics of diversification along the exteasnargins, which is supported by skills
inside the MIT, as can be seen in columns 3 arfer@m Table 1.5, we can infer that skills
might be misused inside the MIT since, by feedimg pursuit of extensive diversification,
they deliver lower growth dividend than if they weansed to concentrate production on the
most productive and competitive lines, as it is thse in MICs not trapped. The fact that
inside the MIT, skills tend to support diversificat along the extensive margins rather than
concentration, of both extensive and intensive margpoints to the absence of a
productivity-increasing rationalization of produsti in the MICs trapped. This may be

another way to identify the issue of skill misalition in the MIT.

The next stage consists in checking if this cotgcspattern of export concentration
effectively helps explain the difference of medioam growth rate inside and outside the
MIT. Table 1.6 displays estimations of Equation tvien the different dimensions of the
productive diversification (overall export concextion, concentration along the intensive and
extensive margins) are interacted with the MIT duymr@olumns 1 in Tables 1.6 and
Appendix 1.4 first show respectively that whilehds no impact on the group of MICs not
trapped, a more concentrated set of exports sfightreases GDP growth in the reference
group extended to higher-income countries (Appedd®y. The non-significant coefficient of
the interaction term in the two columns indicatest the impact is not significantly different

for the countries in the MIT, whatever the compamisubsample.

When time lags are introduced, however, export eotration does hamper growth for the
countries in the MIT, whatever the reference gréegdumns 2 in Tables 1.6 and Appendix
1.4). Based on the lagged model estimation on és¢ricted sample of column 2, a one
standard deviation increase of the overall conegéintr index leads to a 0.45 standard
deviation decrease (1.1 percentage point) of tleease GDP growth rate inside the MIT. By
contrast, a one standard deviation increase otdmeentration index leads to 0.3 standard
deviation (0.7 percentage point) expansion of tl#P@rowth rate in the MICs non-trapped

and HICs (based on estimations of Appendix 1.4lsroa 1).
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Table 1.6 GDP growth and export concentration: Resicted sample, contemporaneous

and lagged models

1)

(2)

©) (4) ®) (6)

Dependent :
five-year GDP growth Contemp. Lagged Contemp. Lagged Contemp. Lagged
Lagged GDP per capita -1.2e-05***7.5e-06*** -1.2e-05*** -8.1e-06*** -1.2e-05*** -7.1e-06***
(1.9e-06) (1.9e-06) (1.7e-06) (1.8e-06) (1.9e-06) 2.0€-06)
Investment rate 0.0019** -0.0011** 0.0019*** -00LO**  0.0019***  -0.0011**
(0.0003) (0.0004) (0.0004) (0.0004) (0.0004) (0400
Skill ratio 0.0055 0.0050 0.0045 0.0056 0.0063 B&0
(0.0087) (0.0059) (0.0083) (0.0058) (0.0085) (0905
Trade openness 0.0003*** 1.2e-05 2.7e-04*** -3.42-0 2.8e-04*+* 2.5e-05
(8.9e-05) (8.7e-05) (8.6e-05) (8.3e-05) (9.2e-05) 8.9¢-05)
Population growth -0.0092** 0.0008 -0.0093**  -00@®  -0.0095*** 0.0006
(0.0035) (0.0036) (0.0035) (0.0036) (0.0034) (003
MIT dummy -0.0171 0.0304 -0.0170%** -0.0075 -0.0387  0.0145
(0.0140) (0.0201) (0.0049) (0.0090) (0.0162) (011
Export concentration -0.0036 0.0051 - - - -
(0.0037) (0.0041) - - - -
MIT*Concentration -0.0017 -0.0143*** - - - -
(0.0038) (0.0051) - - - -
Extensive margins - - 0.0102 0.0080 - -
- - (0.0077) (0.0066) - -
MIT*Extensive margins - - -0.0205**  -0.0215*** - -
- - (0.0086) (0.0071) - -
Intensive margins - - - - -0.0062 0.0032
- - - - (0.0041) (0.0046)
MIT*Intensive margins - - - - 0.0042 -0.0117*
- - - - (0.0041) (0.0062)
Constant 0.0491**  0.0609***  0.0368**  0.0757** Q®62***  (0.0682***
(0.0165) (0.0137) (0.0147) (0.0116) (0.0141) (0812
Observations 256 250 256 250 256 250
Number of countries 49 49 49 49 49 49
Adj. R-squared 0.45 0.40 0.46 0.39 0.45 0.39
Country FE YES YES YES YES YES YES
Time FE YES YES YES YES YES YES

Robust standard errors in parentheses; Restriceathsnthat the comparison group is limited to MG, in
the MIT; *** p<0.01, ** p<0.05, * p<0.10, NS p>0.10

The adverse growth impact of overall concentrai®rconfirmed as far as extensive and
intensive margins are considered. As for extensnaggins concentration, Tables 1.6 and
Appendix 1.4 (column 3-4) show that it tends toues growth inside the MIT while

triggering growth in the non-trapped countries bé textended subsample and having a
positive impact, albeit not significant, in otherdalle-income countries. The adverse impact
inside the MIT is measured for both the contempeoas and the lagged models on the
restricted sample (columns 3 and 4, Table 1.4)gritades of impact are significant as one
standard deviation increase of export concentradiong the extensive margins leads to 0.8
percentage point decrease (corresponding to OaB@iatd deviation decrease) of the average

GDP growth rate for the countries in the MIT, whiléeads to 0.6 percentage point increase
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(corresponding to 0.27 standard deviation decrelasehe HICs and the MICs not trapped
(computations based on Table 1.6’'s column 3). iffp&ct is relatively close when based on
computations of the lagged model. Column 6 of Tdbeshows that concentration along the
intensive margins also tends to reduce growth naigde the MIT notably in the restricted
subsample. Magnitudes of impact are similar toresitee margins since, based on the lagged
model’s estimation, a one standard deviation irewe#d the index of concentration along the
intensive margins causes a 0.36 standard deviadegrease (corresponding to a 0.9
percentage point decrease) of the five-year GDRvtpraate in the MIT, while it has no
growth impact outside the MIT. Table 1.6 and Apprrid4’s results thus suggest that more
concentrated exports tend to slow down medium-ridP @rowth inside the MIT while
having no or slightly positive impact outside thegpt This contradictory growth impact inside
and outside the trap may be explained by the diffenature of export concentration in the

two groups of countries.

First, our data show that inside the MIT, produetivansformation is essentially driven by
productive diversification on both the extensivel antensive margins rather than on re-
concentration. This pattern of productive chang®ifa extensive growth, as the productivity-
enhancing selection of firms and products has taotesl or has not delivered its effects. At an
intermediate level of income, the structural chasigeuld increasingly rely on intra-industry
factor mobility through the selection and surviwdl the most competitive firms (Melitz,
2003). Hausmann and Rodrik (2003:23) further dfadé “for all economies except possibly
the most sophisticated, industrial success entalsentration in a relatively narrow range
of high-productivity activitie$ For MICs in the MIT, the transition to highercome levels
would, therefore, require that more productive @exctnd firms progressively replace the
least productive ones. Second, as explained aleop®rt concentration inside the MIT does
not necessarily spur aggregate productive effigiegndhe same way as it does so in higher-
income countries. In MICs, export concentration nmayably be prompted by low export
survival rate consecutive to greater competitivespure on inefficient domestic firms, as was
put forward by Nicita, Shirotori, and Klok (2013) the case of Least Developed Countries.
Lastly, these results point to the scissor effetCs inside the trap finding it hard to compete
with higher-income countries’ exports as a consegeeof their failure to modify their
productive structure substantially, while the cotitpeness on exports corresponding to their
initial specialization has simultaneously vanisheatably to the benefit of poorer economies.
Testing this more precisely on trade data woulddeful.
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6.What difference do distributive factors make?

Estimation results

As we discuss in Section 2.2, the relationship kbetwinequality, redistribution, and growth is
very complex and, due to the plurality of the ptidrtheoretical channels, the expected signs
of each of our variables of interest could be eitpesitive or negative. In an attempt to
capture the interconnection that characterizesiloigion dynamics, we follow the rationale
of Ostry et al. (2014) and Berg et al. (2018), egrpyed in Figure 1.5. Their setting allows
observing the direct effects of inequality as veallthe combination of the direct and indirect
effect of redistribution on growth. However, ingiframework, redistribution is assumed not

to affect market inequality®

More precisely, in this chapter, we empiricallyttdee direct effect of redistribution through
incentives (line D) and of net inequality throughnian capital accumulation and political
instability (line E). The indirect effect is therbination of the effect of redistribution on net
inequality (line C) and the effect of net inequalin growth (line E). Finally, the total effect
is the sum of the estimated direct and indirecaff. The difference with Ostry et al. (2014)
is that we are primarily interested in assessinpefe are differentiated patterns inside and

outside the MIT as to these different links.

As already mentioned, net inequality correspondsnemuality after taxes and transfers
(redistribution), and redistribution correspondsthe difference between market and net
inequality. The specification is the same as intiBecS with the difference that investment
rates, population growth, skill ratio, politicalstitutions, and trade openness are used as
additional controls, while our focus is on the efgeof inequality and redistribution. The first
model we estimate in Equation 1.3 allows observing direct effect of net inequality
independent of the level of redistribution (line &nd the direct effect of redistribution

independent of the level of net inequality (line Dhe specification is as follows:

5 As noted by Ostry et al. (2014), other arrows ddoé added in Figure 1.5, such as from growth back
inequality and redistribution and other channelst tielate inequality, redistribution and growth t lthis is
beyond the scope of their paper and this chapter.
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[Equation 1.3]

GDP growth; , = oy + o, * MITjy + a3 * Net Inequality;; + a4 * Redistribution; +
as * MIT;, * Net Inequality; + ag * MIT; * Redistribution;; + a; * Controls;; + p; +

V¢ + Ei,t

Where the direct effect of net inequality inside #IT, for a given level of redistribution is
measured bys;+ as, the direct effect of redistribution inside theFfor a given level of net

inequality, is measured by, + o

Figure 1.5 Interrelationships between inequalityredistribution and growth
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Source:Ostry et al. (2014)
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To observe the total effect of redistribution oowth, we estimate Equation 1.4 in which we

control for market inequality instead of net ineliiya
[Equation 1.4]

GDP growth; , = $; + B, * MITj; + B3 * Market Inequality1;; + B, * Redistribution; .
+ Bs * MIT;; * Market Inequality; + B¢ * MIT; * Redistribution;y + B
* Controls;¢ + p; + v + &t
The total effect of redistribution, measured By+ 3¢, capture the sum of the indirect effect
of redistribution through the reduction of ineqtyalfthrough the channel of net inequality,
line C) and the direct effect of redistribution growth through its impact on incentives (line
D).

6.1.Stylized facts on redistribution and inequality

Before presenting econometric evidence, we firkisttate statistical interdependencies
between the different dimensions of the growthriigtion nexus. Figure 1.6 plots the net
inequality and redistribution against the conterappitevel of GDP per capita for the whole
sample.

Figure 1.6 Scatter plots of net inequality, redistbution, middle-class versus GDP per
capita for the whole sample
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Source:Solt (2009) and Bolt and Van Zanden (2014). Authoomputations.
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We first note that we do not observe the non-lingattern alluded by Banerjee and Duflo
(2000) for either net inequality (Panel a, Figur6)lor market inequality (Appendix 1.5).
However, the relationships of both net inequalityd aredistribution with the level of
development go in the opposite directions: netuadity is negatively related with the income
per capita level, with a slight reversal for theyech countries (beyond USD 20,000 of GDP
per capita), while the relationship with redisttibn is strongly positiv&® This can be related
to the fact that, on average, these advanced ¢esifiéaturing relatively high levels of market
inequality (on average, higher than 30 points afifGiend to redistribute more (Ostry et al.,
2014).

Figure 1.7 Market and net inequality by country
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Source:Solt (2009) and Bolt and Van Zanden (2014). Aughocomputations.

Figure 1.7 plots the relationship between marketraat inequality: the more the countries are
distant from the line, the more they redistribée can see that most countries lie below the
line implying some degree of redistribution, esplgithese HICs. However, there is a fair
number of MITs countries located on (or slightlyoae the line, indicating that they tend to

redistribute less on average.

Table 1.7 reports the mean level and cross-peniodty rates of each distribution variable.
We run 2-group mean-comparison t-tests to analyzthdare is a significant difference

between the MITs and each of the remaining subsssgil countries. On average, except for

6 However, the relationship between market inequalitd GDP per capita is rather flat (if anythintigtsly
positive for the richest countries).
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market inequality, there is a clear-cut differenoetween HICs and non-HICs, and in
particular, the differences between HICs and MITa significant regarding all indicators
except for the variation in net inequality.

Table 1.7 Level and cross-period growth rate of netand market inequality, and
redistribution by income group

MIT MICS non-MIT LICs HICS
Level
Net inequality 41.29 (9.71) 41.63 (9.80) 4284192  29.52 (5.48)
Market inequality 44.91 (9.02) 47.57 (8.73) 47.20.08) 43.08 (5.62)
Redistribution 3.85 (5.01) 5.93 (5.59) 438 (5.99) 13.56 (6.01)
Variation in %Y
Net inequality 0.70 (9.69) 1.12 (6.39) 0.30 (11.33)  1.04 (6.16)
Market inequality -0.24 (10.28) 0.1 (6.48) -1(a4.41) 1.85 (8.41)
Redistribution 7.92(40.29)  -5.27(37.48)  -24.88.68)  4.68 (22.94)

Note: ™ In some cases, the growth rate of redistributicceeded 100%. They are excluded in the calculation o
the average growth rate by income gro@8tandard deviation are in parenthesis.

Source Solt (2009) and Bolt and Van Zanden (2014). Adthcomputations.

Although the differences among the non-HICs lookgimal, MITs seem to lag behind the
non-MIT as regards the level of redistribution, foning the pattern we observe in Figure
1.7. Cross-period growth rates shed light on a q@sgive pattern as to the evolution of the
different indicators of distribution, with the MITseing distinct from the LICs and the MICs
non-MIT. On the one hand, the results of the tstesdicate that the MITs are significantly
distinct from the LICs for all indicators exceptigtribution and net inequality variation. On
the other hand, the only significant differenceshwhe MICs non-MIT are related to the

average level of market inequality and redistrititi

6.2 Differentiated patterns of distributive change

In Table 1.8, we analyze the correlation betweesqumlity and redistribution inside and
outside the MIT for the restricted sample. We fusé a parsimonious specification in which
redistribution is regressed on market inequalitytial GDP per capita, country, and time
fixed effects. Then, we include other variablescohtrol (population size, trade openness,

education, and political regime).

Market inequality is positively related to redibtition in all models suggesting than more
unequal societies tend to redistribute more, wiscbonsistent with Ostry et al. (2014), but
there is no differentiated effect inside the MITol(ann 5 to 8). Results for the extended
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sample, reported in Appendix 1.6, are quite simalad the coefficients are greater due to the
influence of HICs. When we include additional coidr the positive effect remains, but the

amplitude of the coefficient is smaller than in feesimonious specification suggesting that
part of the effects of inequality on redistributimmchanneled through some of the control
variables.

Table 1.8 Redistribution and market inequality: Regricted sample, contemporaneous
and lagged models

1) 2 3 “4) ®) (6) () ®
Contemp. Lagged Contemp. Lagged Contemp. Lagged te@gn Lagged

MIT - - - - 3.912 3.498 2386  -1.900
- - - - (3.533)  (3.631)  (1.912)  (1.728)
Market 0.488**  0.495**  0.133*  0.0951* 0.539**  0.536**  0.108* 0.0787*
inequality (0.0580)  (0.0568)  (0.0554) (0.0465)  (0.0623)  (0R)62 (0.0473) (0.0411)
Market - - - - -0.0651  -0.0544  0.0502  0.0391
ineq*MIT - - - - (0.0776)  (0.0805)  (0.0561) (0.0532)

Lagged GDP  -4.5e-05 -0.000123 -0.00053* -0.0005  -2.6e-05  -@8e -0.00026 -0.0003
per capita (0.00016) (0.00019) (0.00031) (0.00031) (0.00015)0.0¢019) (0.0003) (0.0003)

Constant -17.66%*  -16.93%*  0.612 3.600  -20.68** -19.71%*  0.750 3.946
(3.149)  (3.202)  (3.551)  (3.310)  (3.259) (3.492) 168)  (4.455)

Controls No Yes No Yes No Yes No Yes
Observation 297 289 235 230 297 289 235 230
Number of

countries 58 49 58 49 58 49 58 49
Adj. R-

squared 0.574 0.584 0.169 0.216 0.578 0.588 0.188 .2290
Country FE Yes Yes Yes Yes Yes Yes Yes Yes
Time FE Yes Yes Yes Yes Yes Yes Yes Yes

(1) Robust standard errors in parentheses; Restriteans that the comparison group is limited t€dhot in
the MIT; (2) Significant at *** p<0.01, ** p<0.05; p<0.10, NS p>0.10

We now check if differentiated patterns inside audside the MIT emerge when we try to
explain medium-run growth. Table 1.9 shows theltesf the relationship between medium-
run growth, net inequality, and redistribution ohetMIT (Equation 1.3), using the
contemporaneous and the lagged models for thectestisample. The results on the extended
sample are reported in Appendix 1.7. We test varigpecifications: 1) with controls for
initial income only; 2) with controls for investmemate, population growth, education,
political regime, and trade openness; 3) with aold#l control for diversification. In most
cases, we find that net inequality is positivelysasated with medium-run growth for
countries inside the MIT, but the inclusion of thel set of controls reduces the effect,

suggesting that some of them are potential chathedsagh which inequality affects growth.
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Table 1.9 GDP growth, net inequality and redistribudion: Restricted sample, contemporaneous and laggedodel

GDP per capita

Without export concentration

Witpa@t concentration

GDP per capita

Without exportaentration

With export concentration

(1) (2 ) (4) (%) (6) (7) (®) 9 (10) (11) (12)
Contemp. Lagged Contemp. Lagged Contemp. Lagged nte@mp. Lagged Contemp. Lagged Contemp. Lagged
MIT - - - - - - -0.0223*  -0.0608***  -0.0344**  -0.007**  -0.0361***  -0.0766**
- - - - - - (0.0113) (0.0216) (0.00875) (0.0217) .0@852) (0.0218)
Net inequality g 72e-05 0.000201 0.000369 -2.91e-05 0.000397 eX52  0.000136 -0.000347 0.000105 -0.000494 8.58e-05 -0.000553
(0.000523)  (0.000517) (0.000431)  (0.000539)  (0.Q994  (0.000559)  (0.000580)  (0.000583) (0.000497)  0GO570) (0.000504) (0.000581)
Redistribution -
-0.000260  -0.000959**  -0.000308 0.00126***  -0.000303 -0.00114*  -0.00165**  -0.00178  -0.000864*  -0.00179***  -0.000899**  -0.00172%*
(0.000313)  (0.000384) (0.000342)  (0.000460)  (0.a)3  (0.000468)  (0.000728)  (0.000599) (0.000449)  0G0578) (0.000432) (0.000600)
MIT*Net - - - - - - -0.000315  0.000927* 0.000176 0.00110%* 0.000241  0.00122%
inequality ; - ; - - - (0.000316)  (0.000466)  (0.000232)  (0.000438)  (0.000254)  (0.000438)
MIT*Redistri - - - - - - 0.00199 0.00146 0.000714 0.00119 0.0807 0.00130
bution - - - - - - (0.000853)  (0.000932) (0.000531) (0.700) (0.000531) (0.000781)
Lagged GDP 105+  .1.1e-05%*  -1.3e-05%*  -1.e-05%*  -1.2e05%*  -9.3e-06"**  -1e-05%*  -1.1e-05**  -1.3e-05**  -9.3e-06"*  -1.3e-05"*  -8.3e-06***
per capita (1.85¢-06)  (1.98e-06) (2.33¢-06)  (2.38e-06)  (2@5p-  (2.33¢-06)  (1.87e-06)  (1.97€-06) (2.13e-06)  302:06) (2.156-06) (2.17e-06)
Political - - 0.000368 0.000236 0.000432 0.000200 - - 0.08036  -0.000208 0.000428 -0.000274
regime ; - (0.000484)  (0.000545)  (0.000473)  (0.000549) - ; (0.000492)  (0.000520)  (0.000483)  (0.000516)
Export - - - - -0.00471 -0.00255 - - - - -0.00499 -0.00206
concentration ; - ; - (0.00386) (0.00335) - ; ; - (0.00413) (308)
Constant 0.0908**  0.0918** 0.0276 0.112%* 0.0404 0.121%* 0.111% 0.126%* 0.0594* 0.145%+ 0.0752%* 0.155%+
(0.0264) (0.0267) (0.0263) (0.0287) (0.0274) (0929  (0.0311) (0.0296) (0.0285) (0.0281) (0.0309) 0802)
Controls No No Yes Yes Yes Yes No No Yes Yes Yes s Ye
Observations 257 247 246 231 241 226 257 247 246 1 23 241 226
Number of
countries 49 49 49 49 49 49 49 49 49 49 49 49
Adj. R-
squared 0.339 0.326 0.476 0.368 0.489 0.383 0.365  .3630 0.496 0.409 0.509 0.429
Country FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Time FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
'”eq“,jl‘:ﬁy - - - - - - NS 0.000927 NS 0.00110 NS 0.00122
Redismbt,\’;ﬁ” - - - - - - -0.00165 -0.00176 -0.000864 -0.00179  .000899 -0.00172
Inequality ; - ; - - - NS NS NS NS NS NS
non-MIT
Red'ﬁgf_‘,{;ﬁ” - - - - - -0.00165 -0.00176 -0.000864 -0.00179 000899 -0.00172

(1) Robust standard errors

in parentheses; Restricneans that the comparison group is limited tt€CMnot in the MIT; (2) Significant at *** p<0.01** p<0.05, * p<0.10, NS p>0.10
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The positive effect of net inequality seem morated to its initial level, that we observe in
the lagged models, rather than to its contempoan@ariation since net inequality is not
significant when we use the restricted sample ook 6,8 and 10, Table 1.9), while being
weaker when we use the extended sample (colummsl 8@ Appendix 1.7). Interestingly,
initial market inequality is found to affect econiengrowth positively only for middle-
income countries inside the MIT (Appendix 1.8).ugh redistribution has a significantly
negative direct impact on economic growth in mostdaeis, and particularly for middle-
income countries (Table 1.8),countries inside the MIT are not significantlyfdient from
countries outside the MIT. We find similar treratsregards the total effect of redistribution
when we use the restricted sample (Appendix 11 8)nb significant results when we use the
extended sample (Appendix 1.9). Our findings seeipoint towards the existence of a trade-
off between equality-enhancing redistribution arabr®@mic growth. In other words, the
distortionary effects of taxation which hampers remuic growth, induced by higher

redistribution, supersede the potential positifeafof a more equal distribution of income.

However, we must be cautious about these findirgsilse the data are not entirely exempt
from measurement issues (Berg et al., 2018). Bgswde note that some of our results differ
with Ostry et al. (2014) and Berg et al. (2018). the one hand, when we use the entire
sample (including LICs, MICs, and HICs) and theeexted sample (columns 1-6, Appendix
1.7) redistribution is not significant which is iline with their findings, but initial
redistribution is negatively associated with medium growth when we use the sample of
MICs (columns 1-6, Table 1.9). On the other haret, inequality is not significant in any
specification whereas Ostry et al. (2014) and Betgal. (2018) find strong negative
coefficients. The differences may be due to theetspan and estimation methods. As
discussed byBanerjee and Duflo (2000), empirical evidence oe tilationship between
inequality and economic growth are sensitive todbigmation methods. Studies using time-
series estimators (for instance, Forbes, 2000) tenfind a positive relationship, whereas
studies using cross-sectional estimators (for mEaAlesina and Rodrik, 1994; Barro, 2000)
tend to find a negative relationship. The diffeemanay also stem from the size and
compositions of the samples. Ostry et al. (2014) Berg et al. (2018) do not run estimations
on sub-samples of countries, so our results canteevidence that the relationship between

inequality and growth vary according to the levietlevelopment like in Barro (2000).

*" The effects of redistribution are weaker when we the extended sample in Appendix 1.7.
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Our results indicate that while fiscal redistriloutiis similarly harmful to growth outside or
inside the MIT, inequality is positively associateith growth only for the countries inside
the trap. In addition, the countries inside the NMd@listribute on average less than the middle-
income countries outside the trap and the highAmeacountries for a relatively similar level
of market inequality. As we discussed in Sectidy the latter effect suggests that in MITs,
inequality generates incentives to invest in huegpital accumulation for the less financially
constrained population, which contributes to theetlgjpment of the modern sector. Another
mechanism linking structural and distributive chesigrovides an alternative explanation. In
Falkinger and Zweimuller (1997), long-run growthpdads on labor productivity growth that
takes place in three sectors (production, imitatiod innovation activities) according to the
structure of demand. Following Engel's law, theusture of demand depends on the
distribution of income, and demand for innovativegqucts is mainly driven by the wealthy
individuals: a more unequal economy thus tendsrittgbabout more diversified production.
Falkinger and Zweimuller (1997) demonstrate thatrtrechanisms behind labor productivity
growth determine the impact of inequality. In tleese the driving force of labor productivity
IS an increase in average per capita income, tagamship is negative because the allocation
of resources to create new goods and servicesuffhronitation or innovation) hinders the
production of consumer goods and consequently fanggrowth. On the contrary, if labor
productivity is driven by diversification, then imme inequality would have a positive effect
on economic growth. This seems to be the casedntoes caught inside the MIT. As we
evidenced in Section 5, diversificatf§rremains a driving force behind growth inside the
MIT. When we control for the distribution variablebe coefficient of export concentration
ceases to be significant (Table 1.9, column 12)gsesting that its effect is channeled through
inequality: rising inequality generates more demamdnew products and contributes to

economic growth.

However, higher market and net inequality lead twardemand for redistribution, which in
turn, constrains savings and investment by taxireg wealthiest individuals. It seems that
while not being equality-enhancing, redistributiadds further constraints on economic
growth by generating distortions that hinder inwe=stt, which in turn reduces opportunities
of employment. In light of our previous evidence f@and on skill misallocation issues and

imitation trap, our findings here suggest that samddle-income countries are stuck in-

“8 Export diversification is often used in studiesstructural changes as a proxy for product divieesibn. At
the very least, if the exports structure of a coudbes not reflect perfectly its productive sturet it captures
the capacity of a country to produce diversifieddm
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between two growth regimes where the lack of oputies is cumulated with the lack of
incentives to invest in human capital accumulatidnthis stage of their development, the
existence of earning inequality between the tradél and modern sectors provides incentives
for investing in human capital (Agénor et al., 2D1&t the same time, increasing inequality
creates demand for more redistribution, which naly s not enough to address income
disparities but also depresses private investntespping the countries into a vicious circle.

These findings are in line with the idea aféquality trag presented by Islam (2014).

Conclusion: What difference do better policiesqted
to productive change) shall make?

In this chapter, we tested empirically various ptte drivers of the MIT: the regimes of
growth and productive use of skills and other isputhe patterns of diversification,
productive, and distributive changes. They helpl@arpyhy some middle countries undergo
persistent growth slowdowns. Our estimations wetegeared at making a hierarchy between
the different drivers of middle-income countriesgering growth slowdown spells, but rather
at finding articulations between different candedaxplanations. The dominant explanation of
MITs is certainly a matter of context and cumulatsausation (Han and Wei, 2017). In a
nutshell, our findings point to labor and skill mliscation as a potential explanation of the
slower pace of growth in the MIT, this impact beipgtentially due to the dearth of
productive jobs in the industry for a large shargaung workers insufficiently skilled. This
is coupled with and complicated by inequality aradlistribution issues. Our empirical
findings in this chapter support the assumptiort thadle-income countries undergoing
sustained growth slowdowns do face specific strattdifficulties with upgrading their

productive capabilities and efficiently using lalborce and skills.

Our estimations thus point to the high relevancemiddle-income countries of policies

supporting (i) the shift from the extensive to theensive growth pattern, and (ii) the move
from extensive to intensive margins. There is dls® need to evaluate and improve the
efficiency of redistributive policies. As noted I®stry et al. (2014), not all government
expenditures are detrimental to growth. For inganmublic investment in education and
infrastructure in developing countries can be prmagh. Across the board, productive change

may be too slow in developing countries becauselipubvestment in the quality of
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education, infrastructure provision, innovation goip and improved access to finance is too
scarce (Ageénor, Canuto, and Jelenic, 2014; AslR@#l3; Jankowska et al., 2012).

Regarding the skill misallocation issues, such fasmredistribution may serve several
purposes: (1) providing support and motivation ¢guare high-quality education and skills
for the large stock of dependent youth; (2) tacklio the lack of job opportunities issue by
encouraging and supporting entrepreneurship; @)aieg inequality and growth-disturbing

distributive conflicts. Beyond insufficient wholdsarade and financial reforms, though, a
variety of policy issues specific to middle-incoreeonomies would deserve more fine-
grained investigation in the future. Doner and Sather (2016) have recently pointed to the
perpetuation of political economies supporting ewghte policies hindering productive
transformation to explain MITs. Indeed, the surVigé policies supporting labor-intensive

production through subsidies or tax incentives miglive hindered market entry and risk-
taking in many middle-income countries, as empleakizy Nungsari and Zeufack (2009).
Likewise, corruption and red tape might also distbe productive incentives delivered by
markets and policies in heavily middle-income stagulated economies (Aslund, 2013).
Rougier (2016) recently highlighted how the combora of redistributive policies and

authoritarianism had hindered productive diveratien and sophistication in a sample of
developing countries, including many economieshm MIT, and how this bad policy mix is

sometimes backed by a political economy durablyléiimg any policy reforms towards the
promotion of new industries and technological udgrg. As emphasized by Doner and
Schneider (2016), the political dimension behind MIT is complex since the pattern of
economic transformation can breed inadequate pslitiat will eventually act as a drag on it,
sometimes shaping a policy trap. Further empirio&kestigations of the complementary
effects of productive and institutional structuresuld certainly help to identify and

understand the crucial policy trade-offs faced bgdie-income countries.
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Chapter 2

The transmission channels of the effects of
the middle-class size on economic

development

Introduction

Over the past decade, the middle-classes of thegamgeeconomies have been viewed as a
potential replacement for the declining Westerndigetlass. In particular, it has been argued
that the emerging Asian middle-class, particuldigt of China, could fuel global demand,
replacing its American counterpart to become the fglobal consumers” (Kharas, 2010).
The expression “global consumer” has been usedctegly by international organizations in
recent years (World Bank, 2007, 2013), catchingitiberest of marketing and private bank
researchers (e.g., Cavusgil et al., 2018; Doblbs&,e2012; Wilson and Dragusanu, 2008). The
rise of the middle-class in developing countries &Bo been described and commented upon
in several recent academic studies (Banerjee affid,[2008; Birdsall, Graham and Pettinato,
2001; Birdsall et al., 2014; Ravallion, 2009). \éars authors have emphasized that the
middle-class could have a positive impact on ecaaarowth through different channels,
such as mass consumption, productivity increasesemrive to scale effects or learning
externalities, human and physical capital accurmaratand demand for public goods. It is
assumed that when the number of middle-income esmrfnecomes sufficiently large, the
aggregation of the behaviors of the individualsl Wwive large-scale economic and political

consequences. Landes (1998) considers Englands tarddle-class to have been a key
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determinant of the country's first industrializatioMyint, Adelman, and Morris (1969) note

that the middle-class is the engine of economicelbgment in industrialized countries and
remains important for contemporary low-income caest Birdsall (2010) goes further,

arguing that the increasing size (population shamel)economic command (economic weight)
of the middle-class is a signal that the underlygngwth regime is inclusive and driven by
wealth creation and productivity gains in the prévaector.

There is an extensive empirical literature on #atronship between income inequality and
growth, but scant empirical evidence concerning slze of the intermediate segments in
income distribution (e.g., Panizza, 2002; Partrjdg@97, 2005; Voitchovsky, 2005). The
analyses conducted by private or public institigi@nd regional development banks are
generally descriptive and lack sound econometrialyaes (Wietzke and Sumner, 2014).
Building on Easterly (2001), the economic literatur the 2010s has been enriched by studies
seeking empirical evidence of the macroeconomidigatons of the growth of the middle-
class (ADB, 2010; Chun, Hasan, Rahman and Ulia, 2017; Kodila-Tedika, Asongu and
Kayembe, 2016; Loayza, Rigolini and Llorente, 208hjmeles and Ncube, 2015), though

there remains considerable room for improvement.

Recent reevaluation of the poverty lines has beetivated by the World Bank’s observation
that ‘the use of average assessments of basic needsvilmdome countries is gradually
becoming less relevant in many countries of theldvdiwWorld Bank, 2018a: 68). In the
context of a growing global economy, this challentfee view that middle-class begins where
poverty ends. The inclination towards a higher shodd also stems from the growing
consensus among scholars that the middle-clasgrscterized by economic security. Lower
thresholds would bundle into the same group pewple remain vulnerable to poverty and do
not manifest many middle-class characteristics)uding their aspirations and political
inclinations (Birdsall, 2012).

Contrary to the pioneer studies that view the naedass as people who are no longer poor,
most studies on the “global middle-class” or thiobgl consumer” adopt a lower-bound that
is above the poverty line to identify the middlesd. The World Bank (2018a) talks about a
“consumer class,” bundling together people withadlydincome per capita of USD 5.5 and
above, Since they have enough income to cover daily exgeradsorb income shocks, and
consume some amount of non-necessity goods andesti(p.12). There is an inclination
toward a lower-bound of USD 10 (Birdsall, 2007brdBall, Lustig and Meyer, 2014; Kharas,
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2010; Kharas and Gertz, 2010; Kochhar, 2015; Lamdva, Rigolini and Torche, 2012;
World Bank, 2007 among others), based on the vieat this level of income provides
sufficient economic security to reduce the riskailfing back into poverty. Studies that rely
on the estimation of threshold based on vulnetsgtidi poverty, following such approaches as
Lépez-Calva and Ortiz-Juarez (2014) and Dang amjousv (2017), tend to find values close
to this threshold. There is less consensus on pipertbound, though the trends oscillates
between USD 50 (Birdsall, 2012; World Bank, 200ry aJSD 100 (Kharas, 2010). Some
researchers have chosen not to set an upper thitesha rather to talk about an “upper
group,” comprised of the middle-class and the riBlang and Lanjouw, 2017; Loayza,
Rigolini and Llorente, 2012; World Bank, 2018c).liime with Kochhar (2015), we discussed
in the general introduction that an income-rangetapJSD 100 might be too large to be
defined “middle-class” in developing countries; amel consider that the middle-class should
be distinguished from the rich because they arelfiko manifest different preferences,

attitudes, and behaviors.

The contribution of this chapter to the literatusethree-fold. First, the influential work of
Banerjee and Duflo (2008) and many subsequentestuessentially depict the “vulnerable
class.” We thus provide evidence to test whetheir thypotheses are also verified when
higher thresholds are adopted. In addition, we @ggepan empirical investigation of various
channels, including that of structural transformatinrough which the “global consumers” or
the “global middle-class” affect economic growtlsing methodologies that allow us to
account for simultaneous effects and reverse daus8kecond, other dimensions reflecting
the internal heterogeneity and asymmetry of thisomme group may help to explain
differences in terms of economic development actioss and countries. We thus propose a
measure of middle-class inequality and accountkesyatically for the potential differentiated
effects of two sub-groups within the broad middiess income range. Finally, we construct
two samples of low- and middle-income countriegxamine how the middle-class impacts

on economic development change with the counteysllof development.

The chapter is organized as follows. Section 1aegl the indirect influences of the middle-
class through their consumption, investment, andipwexpenditure. Section 2 investigates
the association between the middle-class and ptiv@ucansformation.
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Section 1. Middle-class, consumption, private investment,
and public expenditure

When the middle-class becomes sufficiently larbe,aggregation of its members’ individual
behaviors is likely to have a large-scale impacttwn national economy. Theoretically, the
middle-classes might prompt macroeconomic changehe aggregation of microeconomic
changes, such as investment in human capital, pgetreurship, and political participation.
This first section deals with consumption, privateestment, and demand for public
expenditure. After briefly surveying the literaturee describe our empirical strategy and data

and discuss the results of the empirical analysis.

1. Middle-class and economic growth: an indirect dffec

1.1 Middle-class, consumption and investment

Middle-class consumers are often viewed as the auppf demand for domestic
manufactured goods and services. The middle-classcnsumption levels and preferences
that quantitatively and qualitatively alter theesaf the domestic market (World Bank, 2007)
and the structure of demand, having long-term &ffen the sectoral composition of the
economy and the pace of growth. According to Ba®egnd Duflo (2008), middle-class
people are willing to pay more for better qualigods and services that improve their living
conditions, as well as for morérivolous’ consumption. The expansion of a class of people,
located at the intermediate levels of the distrdoutand able to consume increasingly
diversified goods, is a factor in industrializatitimough (Murphy et al., 1989b; Desdoigts and
Jaramillo, 2014; UNIDO, 2018). The distribution mfcome matters becausdof [the]
industrial market to expand, the composition of dedhmust concentrate buying power in the
hands of consumers of manufactured ggodsd the middle-class plays a major role in this
because it is thenatural consumer of manufactured goodslurphy et al., 1989a:1). The
middle-class can thus support and boost domestitadd, as well as providing a source of
opportunity and improvements for the industry. Berliner, Thanh, and Mccarty (2013), the
middle-class is a safety net for domestic demara/iged that it has substantial incomes and
assets possession. The middle-class can act af$ea inutimes of economic fluctuation and
can stabilize the aggregate demand. As an illustraHugon, Nicet-chenaf, and Rougier

(2013) explain how domestic markets helped to mitghe effects of the economic crisis of
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2008-2009 in emerging economies such as BRICS {BRassia, India, China, and South
Africa) and the fast-growing East Asian countries.

Banerjee and Duflo (2008) note that the middleslzen be either a source of entrepreneurs
(also contended by Castellani, Parent and Zent2dd4), who boost employment and
productivity’® or a source of itiputs for the entrepreneurial clagsbecause of their
inclination to invest in the accumulation of humeapital and savings. This argument is
related to the idea of gpatient middle-classthat favors future over present gains and is
willing to invest in new technologies (Doepke anidibdtti, 2005). Handley (2014) further
argues that the middle-class can be a source afadsp and indirectly galvanizé the
economy by inspiring the consumption and investnodoices of other social classes. In the
early theories of class, the middle-class was akged to the independefiiourgeoisie a
class in-between the capitalists and the proldtékiarx and Engels, 1967), or to tipetty
bourgeoisie (Wright, 1980). Most recent classifications of theddle-class also include
entrepreneurs. For instance, Chunling (2013) ifleatifour groups within the Chinese
middle-class: the capitalist class (private engapurs), the former middle-class (small
entrepreneurs and self-employed workers), the nadieclass, and the upper and marginal
middle-classes (employees and other workers). Bonde Clement, and Combarnous (2015)
also identify four groups within the Chinese middlass: a middle-class of retired and
inactive people; a lower middle-class of skilleddamskilled workers; the former middle-
class of small entrepreneurs; and the new mid@dissdthe upper-level wage earners, working
primarily in the state sector). Since the middiassl agents are more likely to adopt
anticipatory and forecasting behavior and are miacéned than the poor to save (Doepke
and Zilibotti, 2005; Kharas, 2010), they accumulatancial resources that can provide a

source of investment for the economy (Alesina ascht, 1996).

Handley (2014), however, notes that a higher prsipeto save is not necessarily a universal
attribute of the middle-class, but may be spediicountries where the financial system is
not fully institutionalized and where people tera rely on their savings rather than an
inefficient credit system. Likewise, defining theidale-class in terms of entrepreneurial
profile would be reductive (Kharas, 2010). For epanBanerjee and Duflo (2008), in their
sample of developing countries, find that the smathber of entrepreneurs is not statistically

*9 They base their argument on the model of AcemagtlZilibotti (1997).
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representative of the middle-cla8sln addition, the occupation profiles of this groape
diverse and increasingly include skilled and tecitam workers. Moreover, the public and
para-public sectors have, in past decades, beepritmary provider of employment for the
“middle-class” in most developing countries (Birlisd al., 2001). Despite a decline in recent
years, the “status” of middle-class is still lasgelssociated with the public sector. For
instance, in Nigeria 76% of the middle-class indiaals surveyed worked in the public sector
(Robertson, Ndebele and Mhango, 2011) and haviagilaservant job is still considered a

guarantee of economic security in Turkey (Combasreiwal., 2018).

1.2 Middle-class and public expenditure

Public expenditure may serve various purposes awnd Hifferent implications for economic
growth>! Redistribution can be growth-enhancing if the teses drawn from higher taxation
are allocated to social spending in education aadth or the improvement of infrastructure
(Forbes, 2000; Ostry, Berg and Tsangarides, 20Akhough a rise in taxation may be
detrimental to growth in the short-term, it pay$ iafthe long-term if the funds are used to
finance externality-generating investments — incation, for instance (Kucera, 2002). This is

the case for all governmental labor market andstearpolicies (Partridge, 2005).

The median voter hypothesis explains how the wittprgap between mean and median
income puts pressure on redistribution, since tlezliam voter benefits more from such
policies (Romer, 1975). As Benabou suggesibe“idea is that by lowering the income of the
median voter or the pivotal middle-class relatigetlhe national average, greater inequality
increases the pressure for redistributidBenabou, 1996:16). The various theoretical medel
that emerged after the median-voter hypothesis gotanadequate to explain the patterns
observed in some countries (primarily high-incorentries) also pointed to more complex
dynamics. For instance, Kristov, Lindert, and Mdlaled (1992) argue that support for
redistribution depends on thedtial affinity °* of the middle voters for the poor and the rich:
it tends to decrease (increase) when their disténoce the poor (rich) widens. Moene and
Wallerstein (2001) conclude that support for redstion varies depending on its target and

the degree of inequality in high-income countrie$ien the beneficiaries are people with

0 The middle-class is defined as households witbrime per capita between they observe between USRI 4 a
USD 20.

*1 The redistribution-growth nexus is discussed frih Chapter 1.

2 |In their framework, the idea thapéople care more about those more like thésninterpreted as self-
insurance against the possibility of ending uphait staté and the Social affinity of an ageni for agenf is
defined as thedssessment of the probable share of time she oextended family will spend in j's situation
(Kristov et al., 1992: 146).
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wage earnings, they tend to be more supportiveedistribution when inequality increases;
while the beneficiaries who are unemployed dispieyopposite attitud®.

Many studies contend that the middle-class areuscecof political pressure on the state, as
regards governance and the provision of public gaw services (Birdsall, 2012; Handley,
2014; World Bank, 2014). The expansion of the neddhss, by shifting the whole income
distribution to the right, can change the profiletlee median voter and shift the focus of
economic policies from the preferences of the gétesina and Rodrik, 1994) to those of the
middle-income classes. According to the World B48R18c: 9), their push for better
consumer safety regulations and better goods amdces can benefit all households. For
instance, recent food safety scandals in China Hadeto stronger regulations and better
products for all” Due to their forecasting behavior (Banerjee &ndlo, 2008; Birdsall, 2010;
Doepke and Zilibotti, 2005), they are expected awof growth-enhancing policies from
which they and their children may benefit and tquest better public goods, including
infrastructure and spending on education, heaftt, s&ecurity, which are ultimately equality-
enhancing for society as a whole. This feature,dwar, also implies that to lower the future
burden of taxation on their children, people expectupward mobility tend to be less
redistribution-prone in the present (Benabou and 2101). In their paper exploring the
relationship between income class and values, L-opka et al. (2012) note little significant
evidence of distinct political and social orienvats of the middle-class compared to the poor
and the rich. However, they conclud@hfs does not necessarily imply that middle-classes
do not bring change. They may still push for refethmt are beneficial for their own welfare
and economic activitiégp.15).

The role of the middle-class as the “median votdsb depends on its political weight in
comparison to that of the elites (Birdsall, 2007a3emoglu and Robinson (2006) propose
several models to describe the role and positiorthef middle-class in the distributional
conflict and the process of democratization. Depenan its wealth and interests, it may
switch sides and form coalitions with the poortwe tich. In their model, a large and affluent
middle-class acts as a “buffer” between the poak the rich, reducing internal conflicts and
limiting the risk of repression or upheaval. In soary, if the middle-class, rather than the
poor, is sufficiently large to become the majorerptand if it is felatively affluent, [it] (the

median voter) would choose only limited redistribat By ensuring that policies are not too

%3 See also Benabou (2000) and Wietzke and Sumn#&#)20
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far from those preferred by the rich, it discouragbe rich from using repression and makes
democracy more likely(p.258). In a non-democratic regime, the impattnoddle-class
expansion is often indirectly channeled throughiotes forms of political, trades union, or
civic participation. The latter promotes a kindamintrol or constraint on the executive that
replaces the revolution-repression pattern, agrttezests of the elites and the new middle-

classes converge.

Furthermore, middle-class attitudes toward redigtion do not depend only on their affinity
with the rich or the poor; rather, they also dependthe middle-class’s perception of the
reliability and role of the government. Wheary (2D@bserves that people whose improved
living standards resulted from government-backediciegs and who depend on public
infrastructures to sustain their livelihood are entikely to demand their maintenance and
upgrading when needed. In contrast, as noted breiFeeret al. (2013), in the case of Latin
American and Caribbean countries, this group may the incentive to request equality-
enhancing redistribution or public investment doeits distrust of the quality of public
services and efficiency of public policies. Indettte authors explain that, because the Latin
American middle-class tends to rely more on privedevices, it does not fulfill its role as
leverage for the improvement of public goods thauld benefit the population and the
economy in general. To benefit from middle-clagkiance, it is thus essential to improve its
“perception of fairness in taxation and the redinitive effectiveness of public spending
(Ferreira et al., 2013:13).

In summary, due to their higher purchasing powel preferences, middle-class agents are
thought to boost mass consumption and support damésmand. They may also boost

private investment by providing inputs of physieald human capital for entrepreneurship.
Finally, they put pressure on the government tovide more and better public goods and
services, which help to sustain and improve thgind standards. The following sections

present the empirical verification of these hypetse

2. Empirical framework

The empirical estimators used in the literaturegeafrom pooled OLS (Partridge, 1997),
fixed-effect estimators using GMM and the GMM syst¢Panizza, 2002; Loayza et al.,
2012), to simultaneous equations (Alesina and Bel®96; Easterly, 2001; Kodila-Tedika et
al., 2016). Partridge (2005) tests various estinsat®LS, fixed and random effects and
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between estimator) and encourages the examinafi@hart- and long-term models for a
complete picture of transitory and dynamic respsrsehanges in the distribution of income.
In this section, our objective is to investigate gimultaneous influence of the middle-class

on three determinants of economic growth.

2.1.Simultaneous equations

Analysis of the transmission channels of distrimidl changes to economic growth is not
uncommon in the literature. For instance, findirggignificant association between overall
inequality and growth, De Gregorio and Lee (2008hsider the relationship between
education quality, fertility, government expendéuand institutional quality and policy (rule
of law, democracy, inflation, trade openness). Betgal. (2018) estimate the effects of
inequality and redistribution on the channels o¥estment, population, education, life
expectancy, fertility, and political regime. Ourvastigation is more in line with that of
Alesina and Perotti (1996) and Easterly (2001), Wideus on the indirect influences of the
middle-class on growth via investment and varioe®nemic development indicators.
Similarly, Chun et al. (2017} investigate the association between the middissciand
economic growth in relation to factor inputs (huntapital, savings, and labor force growth),
using a panel of developing countries from 19852€13. Kodila-Tedika, Asongu, and
Kayembe (2016) implement a cross-sectional analysisig a sample of sub-saharan
countries. They explore the impact of different ddle-class” groups, identified by the
AFDB (2011), on a broad set of variables, includmgnan capital, sector share of value-
added, and institutional indicators. Adopting assroountry approach, Loayza, Rigolini, and
Llorente (2012) focus on the role of high-level anee (USD 10 and above) in the
improvement of institutions (polity score and cqtian), the size of government, and some

dimensions of economic freedom.

Figure 2.1 illustrates the interconnection betwdensize of the middle-class and economic
growth through mass consumption, investment, andade for redistribution. From our
literature overview, we can conclude that the espmanof the middle-class may affect all
three outcomes simultaneously due to their antionyebehavior. For instance, by allocating a
large share of their resources to consumption, i@ididss agents save less, thereby reducing

their opportunities for investment (Handley, 2014)kewise, if they demand more

> Chun et al. (2017) use three alternate measuréseahiddle-class: the share of the populatiomévon an
income of USD 2-10 per day (in 2005 PPP dollatsy; ghare of the total consumption expenditure &ugrio
the middle 60% of the distribution; and the shdrpapulation that has an expenditure of more th&b\2 per
day and within 0.75-1.25 of the median expenditfrthe country.
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redistribution to improve their purchasing power public infrastructure, aggregate
consumption and public investment may increase, Higther taxation rates may depress

private investment (Alesina and Perotti, 1996).

Figure 2.1 The effect of the middle-class throughansumption, investment and public
expenditure

Middle-class
. PUbli
) ublic
Mass Investment (public|,_____ .
- > . < expenditure
consumption and private)
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Economic growt

SourceAuthor

Simultaneous equation models seem to be the mpsb@ate way of accounting for these
interaction effects. Such models account for theufteineity arising from the introduction of
several equations with different dependent varmblée first estimator that comes to mind is
the three-stage least squares (3SLS), in whiclvdhiables that are not determined within the
systems are considered to be exogenous (Tavares Vdackiarg, 2001). The first
inconvenience of 3SLS is that variables exogenausnie equation may be endogenous in
another’® Moreover, a crucial assumption when using 3SLtBdsvalidity of the instruments,
yet the risk of rejecting the Hansen-Sargan tesowdridentification increases with the
number of parameters to be estimated. This oftenivates the use of parsimonious
specifications (including only one or two explangiteariables), which, however, are likely to
overestimate the effects of the variables of irger®ur preliminary investigations using this
estimator confirmed these limitations. Consequentlythis chapter, we choose to simplify

5 To circumvent this issu&Vooldridge (2002) suggests the use of GMM, witHed#nt sets of exogenous
instruments for each equation; but this procedsi@mmputationally demanding when the parameteestimate
are numerous and it is rarely implemented in eroginvorks.
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our model and limit the scope of our investigationthe relationships depicted by solid
arrows in Figure 2.1. As we can see in Equation thé middle-class indicator (MC) is an
explanatory variable in all three equations, résgltin the correlation of residuals. To
estimate our model, we thus turn to the seemingiselated regressions (SUR) estimator

(Zellner, 1962). The specification is as follows:
[Equation 2.1]
Cons;y = ai + ayMCip + a3Xi 4+ pi+ ve+ €
Inviy = af + asMCyp + a5X7 +p;+ ve + &y
Expir = a3 + a3MCip + a3X2, + i+ ve + &
Where:

Cons= Households consumption (as a percentage of GDP)
Inv = Private and public investment (as a percenta@xDd?)
Exp= Public expenditure (as a percentage of GDP)

MC = Middle-class indicators

XJ (j=1...4) = Vector of additional control variables

1 ; and v, = region® and time fixed effects

& ¢ = error term

Each variable that appears only on the left-hadée & considered exogenous to the other
two. Since we are mostly interested in the chaeffects of the size of the middle-class, we
omit the equation of GDP from our systéfmBy doing so, we reduce the risk of reverse
causality that is not accounted for by the SURwtior and limit the number of parameters to

be estimated.

2.2 Model specification
2.2.1. Consumption
To measure consumption, we use the household’s @oasumption expenditure (as a

percentage of GDP) from the World Bank. As discdsseove, a larger middle-class should
fuel mass consumption, regardless of whether itHmsogenous tastes. However, since the

% To limit the number of coefficients to be estinthteve use region rather than country fixed effé@tiey are
accounted for in the GMM estimations.
*” This equation would be as followsDP;, = Cons;, + Inv;, + Exp,,.
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middle-class has a higher propensity than the pgoosave, we may find adverse and
differentiated effects, depending on the indicaRwsitive (negative) signs of the coefficients
associated with the size of the middle-class wondhn higher preferences for consumption
(savings). In theory, a household’s consumptioreddp on its purchasing power in relation
to either its current (Keynes, 1936) or its pernmamecome (Friedman, 1957). Depending on
the perspective, social transfers from the goveninneay or may not affect consumption

behavior. Ando and Modigliani (1963) reconcile thempproaches by explaining how the
individuals predict their long-term income and atjtheir consumption using their savings or
credits. Kharas (2010) explains that financial dewment in the U.S. enabled mass
consumption to flourish. The purchasing power ef mhiddle-class in rich countries has been
unlocked, in part, by financial innovations thavéanabled rapid growth of consumer credit,
real estate loans, and mortgages for a larger sggofi¢he population. We thus add a control
for financial development. We also control for @ion in consumer price. When the prices
of goods rise (fall), households tend to consurse (enore) of them. In Matsuyama (2002),
the increasing affordability of consumer goods vi@ed to encourage consumption by a
large number of households. Consumption behavionetineless, may depend on agents’
perception and anticipation. Some would prefer g b the present if they expect their

purchasing power to decrease further as inflatiorsens.

2.2.2. Investment

From the literature overview, we expect the sizetltd middle-class to be positively
associated with investment. Ideally, we would meaguivate investment, but a breakdown
between public and private investment is availdbieonly 48 countries. For this reason, we
use total investment measured by the gross fixpdatdormation (as a a percentage of GDP)
in our main analysis. Furthermore, investment ddpdreavily on the political and economic
environment. According to the accelerator effentirecrease in domestic production results in
a more substantial increase in demand for invedtnierestment should be greater (smaller)
in times of strong economic growth (slowdown). Blesi, as decisions are based on
anticipation, uncertainty concerning the institoib environment can negatively affect the
inclination to invest. More specifically, based tre conclusions of Alesina and Perotti
(1994), we know that an increase in inequality 9sagiated with increasing socio-political
instability, if not managed by national institut®(such as democracy), which in turn impedes

investment and thus economic growth. Consequentycontrol for economic activity using
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the GDP growth rate and for the institutional eamment. We also control for the exchange
rate using the real effective exchange rate from WDI, because the capacity to buy
advanced equipment (generally imported) may becttkif the value of the local currency
depreciates (Serven and Solimano, 1992). Finailyantial development increases the
liquidity of the banking sector and the financiahnket, allowing private banks to allocate
more funds to private companies (Levine, 2005)sthileviating financial constraints on
productive investment in land or equipment (Benald®96). For Samargandi, Fidrmuc, and
Ghosh (2015), however, the relationship is nondimand financial development can become
detrimental to growth past a certain thresholdaAsoxy, we use the ratio of domestic credit

to the private sector (as a percentage of GDP) frenWDI>®

2.2.3. Public expenditure

As previously discussed, we expect the size ohidelle-class to have a positive impact on
public expenditure. Our main indicator of public perditure is the share of current
government expenditure (as a percentage of the Gb@luding public investment, which is
part of the investment level in the second equatbrour system. To complement our
analysis, we use two alternative measures, availtdl fewer countries than in our main
sample, that capture the share of transfers argldieb and the share of health and education
expenditure’ This latter indicator includes the current, cap#ad transfers expenditure. Our
set of control variables is standard in the literat To capture the scale effect, we include
population size. Some studies use the urbanizaditan but this variable is strongly correlated
with our variable of interest, as is the initiabéé of income that we discuss further in section
2.3. As we discussed in the literature overview, itkstitutional environment may shape the
attitudes of agents toward redistribution (Acemoghd Robinson, 2006). As well as the
political regime and governance effectiveness, el of corruption affects both the
efficiency of public policies and perception of tlagents (Bagir, 2002). Likewise, the
literature points to the importance of the burdédebt (Fosu, 2007), multilateral or bilateral
aid (Okunade, 2005), and remittances (Yol, 2017 ateterminant of public expenditure,
although the numerous missing values prevent us frluding thenf® Alternatively, we

control for trade openness (Rodrik, 1998) and thetdation of economic activity (Ebeke,

%8 Market distortions should also have direct effentsnvestment (Barro, 1991; Alesina and Pero@iB4)), but
we cannot control for these in the absence of dlatiavestment deflators used in those studies.

% Data for transfers and subsidies are availableofily 77 countries; and while data for health addaation
expenditure are available for 81 countries, theeenaany missing values.

% Including these variables would cause us to I&dbservations.
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2012), which in turn determine the level of publesources available for redistribution and
investment using the GDP growth rate.

2.3.Sources of data and variables

We use data from PovcalNet to compute annual valtiéise middle-class indicators for the
period of 1995-2014" Since we are interested in the medium-term dynsnaiod also due to
the numerous missing valiésn the distributional data, we compute the fivenyaverage of
each variable for four non-overlapping periods 82900, 2000-2005, 2005-2010, and 2010-
2014). For the sake of consistency, we use the sample of 83 countries (Appendix 2.1)
for all empirical investigations in Section 1. T¢teallenge was to maintain a sufficiently large
sample of countries for which we have as much datpossible on the variables of interest
and the covariates for our various specificatioNise number of observations may vary,
depending on the coverage of the covariates. Inesamstance, however, to ensure a

reasonable number of observations, we choose tadexsome controls from our models.

This chapter considers the theoretical mechanignvghich the expansion of the middle-class
influences economic growth, identifying the exterfitthe mechanisms’ empirical support
when we focus on the “global consumer” income gr@<pchhar, 2015; World Bank, 2007,
2018a). The size of the middle-class correspondsegopulation with income per capita of
USD 10-50 (in PPP 2011). To isolate the effechefdize of our income group of interest and
to observe the difference between the two groups,population share of the rich group
(people with income per capita of more than USD iSQontrolled for in all specifications.
Some studies set a lower upper-bound of USD 2@hermiddle-class (e.g., Bussolo et al.,
2008; Clément and Rougier, 2015; Milanovic and Natizi, 2002). For a more disaggregated
picture of the relationships, we thus follow Koch(2015) and split our middle-class bracket
into two intervals: the lower middle-class (USD 2@} and the upper middle-class (USD 20-
50) and we control for the size of the poor (beld8D 10), rather than the rich.

®l The data from PovcalNet are aggregated or “grotipadd to compute the indicators, we apply the
methodology described in Appendix 0.3. We calcuthie weighted — by rural and urban population share
average of the indicators of middle-class for Chimalonesia, and India. For the following countridse to
availability issues, we choose to keep the urbatridutional data: Angola, Columbia, Ecuador, Mizeeia
(Federal State), Honduras, and Uruguay.

2We choose not to impute the missing values.
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Figure 2.2 Relationship between the size of middigass and the rich class (as a
percentage of population) and GDP per capita (in lgarithm)
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As we can see in Figure 2.2, while the associatith the size of the rich group is relatively
flat and strongly positive beyond USD 40,000, tletationship between the size of the
middle-class and GDP per capita has an invertettdpes with a turning-point around the
same value of GDP per capita. However, the coroglats weaker at a lower level of
development. As previously discussed, the impactdistributional changes may vary,
depending on the level of development. Althoughtiaiing for the initial level of income is
standard in studies on the determinants of econgrowwth, the degree of correlation with our
variable of interest (the size of the middle-cl§8$80]) prevents us from introducing both
variables on the right hand-side of our empiricakdels®® However, the control for the share
of the rich should help to capture part of thiseff In a sense, the evolution of the structure
of the top of the distribution, the middle and tingh, can be a good predictor of economic
development?

% The initial level of GDP per capita is also coated with other variables of control at 0.65 (ingtbon and
financial development indicators).

% Observing that the share of the top of the distiiim (middle-class and rich, in our definitionyiGes the sign
and significance of the GDP per capita in their elpdoayza et al. (2012:7) notelt ‘is plausible that the
beneficial effect that had been attributed to chemo GDP per capita actually corresponds to theletion of
the middle-class.
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Table 2.1 Definition and sources of variables

Variables Description Source

Household final consumption expenditures World Development Indicator

Consumption (as a percentage of GDP)

| Gross fixed capital formation (as a World Development Indicator
nvestment

percentage of GDP)
Public Government expenses ( in percentage of World Development Indicator
expenditure GDP)

Population share of people with daily incom@uthor’'s computation based on

Middle-class size per capita between USD 10 and USD 50  PovcalNet

Lower middle-  Population share of people with daily incomé@uthor's computation based on

class size per capita between USD 10 and USD 20 PovcalNet

Upper middle- Population share of people with daily incoméuthor’'s computation based on

class size per capita between USD 20 and USD 50  PovcalNet

Poor Population share of people with daily incoméuthor’s computation based on
per capita below USD 10 PovcalNet

Rich Population share of people with daily incoméuthor's computation based on
per capita over USD 50 PovcalNet

Middle-class . . Author’'s computation based on
Middle-class Gini PovcalNet

homogeneity

World Development Indicator

Inflation Inflation, consumer prices (annual vaoa) i)

Economic GDP arowth rate Author’s computation based on

activity 9 Penn World Table (PWT) 8.1
World development indicator and

Exchange rate Real exchange rate Penn World Table 8.1

Financial Domestic credit to the private sector (as a orld development indicator

development percentage of GDP)

Public education Government expenditures in education ~ World Development Indicator
expenditures (in percentage of GDP)

Public health Government expenditures in health (in ~ World Development Indicator and
expenditures in  percentage of GDP) World Health Organization
Natural capital Total natural resources rents (as a percentaggyid Development Indicator

of GDP)
Population size  Population (in logarithm) Penn World Table 8.1

World Governance Indicator

Government effectiveness (WGI)

Institution Polity2 Polity IV project (Center of

y Systematic Peace)
Human capital Average years of schooling Barro and Lee (2013)
Openness Exports and imports in percentage of GDPWorld Development Indicator
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An alternative method of controlling indirectly farcountry’s income level is creating sub-
samples based on the distribution of GDP per cgmtBPP 2011 USD). By doing so, we are
able to take a closer look at the dynamics in thedie-income countries. The countries’
classification is determined by the quintiles of EPer capita in the last period, rather than
relying on World Bank classifications to ensure gwmme number of countries in each
sample® The first sample includes the low and lower-mididieome countries (LLMIC) of
the first and second quintiles, which have a GDiFcpgpita of below USD 10,729. The second
sample comprises the upper middle-income countfigellC) of the third and fourth
quintiles, with a GDP per capita ranging from USI)7R9 to USD 35,381.

The definitions and sources of the dependent ampdaeatory variables used in this first
section are reported in Table 2.1, and the deseigtatistics can be found in Appendix 2.12.
As regards the indicators of institutions, “govesmn effectiveness” from the World
Governance Database is very interesting. This ircgtures the agents’ perceptions of the
quality of public services, the quality of the tiservice and its degree of independence from
political pressures, the quality of policy formudat and implementation, and the credibility
of the government's commitment to such policiesweler, this variable is strongly
correlated with our variable of interest (corradatiof 0.75), thus we choose the polity score
index to control for the institutional environmeatd we run robustness checks using the

government effectiveness indicator.

3. Empirical results

In this section, we discuss the results using tbhiR Sstimator and implement additional
analysis to complement our findings. For the sdkepacision, we do not report the results of
all estimations in either the main document orApgendix.

3.1.The macroeconomic impacts of middle-class sizeguSIdR

The first three columns in Table 2.2 report theultssof our baseline specificatiGh First,
consistent with the median voter hypothesis, the ef the middle-class is strongly positively
associated with the level of public expenditurali,samples, the coefficient being greater for
the low and lower middle-income countries (columnThese effects are robust to changes in

% Some countries that would be classified as higiesime by the World Bank (for instance, Spain) abuided
in the second sample of upper middle-income coemtiThe thresholds are quite high because thalisdimple
encompasses mostly middle- and high-income countrie

% All estimations include a constant term that is neported.
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the specifications (Appendix 2.2), and both pobgore and government effectiveness are

strongly significant and positive determinants ofgrnment expenditure.

The effect on investment is weak and significanplysitive only in the total sample.

Unsurprisingly, the coefficient is greater when de not control for institutions, and the

significant effect disappears when we substituteegument effectiveness for polity score

(columns 1, 2, and 3 of Appendix 2.2), thus sugggsthat the middle-class may influence

investment mostly through the channel of institaéilochange (Alesina and Perotti, 1996).

Table 2.2 SUR estimations of the impact of the midd-class size on consumption,

investment and public expenditure

Explanatory Q) (2) 3) (4) (5) (6)
variables ALL uMIC LLMIC ALL UMIC LLMIC
Middle-class -0.241*+  -0.117**  -0.481* - - -
Size (0.0443) (0.0462) (0.260) - - -
Rich -0.297*** -0.132 -3.043 - - -
(0.0607) (0.0924) (2.616) - - -
Poor - - - 0.0793 0.0323 0.00482
- - - (0.0616) (0.0595) (0.109)
Consumption Lower MC - - - -0.182** -0.103 -0.00387
- - - (0.0899) (0.0754) (0.568)
Upper MC - - - -0.190** -0.140** -2.650
- - - (0.0807) (0.0670)  (1.823)
Private 0.0242 0.0552**  0.0193 -0.00920 0.0529** 0.0190
credit (0.0254) (0.0230) (0.129) (0.0257) (0.0231) (0.130)
Inflation -0.00590 0.0712 -0.0219 -0.000603 0.0672 -0.0189
(0.0535) (0.0939)  (0.0783) (0.0569) (0.0952) (08)78
Middle-class  0.0278* 0.0237 0.0485 - - -
size (0.0151)  (0.0241)  (0.0797) - - -
Rich -0.0174 -0.0447 0.776 - - -
(0.0198) (0.0457) (0.755) - - -
Poor - - - -0.0443** -0.0210  -0.0741**
- - - (0.0189) (0.0303)  (0.0304)
Lower MC - - - 0.0570** 0.0265 -0.135
- - - (0.0278) (0.0391) (0.160)
Investment  Upper MC - - - -0.0236 -0.0131 0.719
- - - (0.0255) (0.0365) (0.512)
Growth rate  0.843**  (0.665** 0.867**  (.831** 0.660**  (0.844***
(0.118) (0.189) (0.198) (0.119) (0.194) (0.193)
Exchange  0.000334** 0.000184 0.000456**0.000351** 0.000191 0.000493**
rate (0.000126) (0.000337)(0.000230) (0.000127) (0.000346) (0.000224)
Private -0.00636 -0.0137 0.00372 -0.00798 -0.0144 0.00580
credit (0.00826)  (0.0109)  (0.0430) (0.00795) (0.0110) 408)
Polity2 0.237*** 0.173 0.357*%  (0.222%* 0.182 0.351%**
(0.0751) (0.112) (0.136) (0.0749) (0.116) (0.131)

Table 2.2 (continued next page)
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Table 2.2 (continued)

Middle-class
size 0.146%** 0.133***  (0.372*** - - -
(0.0225) (0.0400) (0.0565) - - -
Rich -0.0416 -0.104 0.551 - - -
(0.0321) (0.0749) (0.604) - - -
Poor - - - 0.0636** 0.0293 0.0550**
Public - - - (0.0301) (0.0497) (0.0241)
expenditure Lower MC - - - 0.189%** 0.149** 0.301**
- - - (0.0427) (0.0622) (0.127)
Upper MC - - - 0.174%*  0.115* 0.784*
- - - (0.0393) (0.0577) (0.412)
Growth rate -0 538*** -0.515 -0.272 -0.545%** -0.550* -0.273*
(0.196) (0.318) (0.169) (0.195) (0.326) (0.164)
Natural rent -0.0864 -0.171 0.0248 -0.0794 -0.151 0.0228
(0.0611) (0.105) (0.0518) (0.0613) (0.108) (0.0507)
Trade 0.0332*** -0.0101 0.0344**  0.0286***  -0.00159 0.08%*
openness (0.00991) (0.0194) (0.0138) (0.00939) (0.0196) 16%)
Polity2 0.533*** 0.849*** 0.234** 0.502*** 0.831*** 0.249***
(0.121) (0.201) (0.0966) (0.119) (0.205) (0.0939)
Observations 247 109 90 247 109 90
Countries 83 34 33 83 34 33
Time FE Yes Yes Yes Yes Yes Yes
Region FE Yes Yes Yes Yes Yes Yes

Standard errors are in parentheSignificant at *** p<0.01, ** p<0.05, * p<0.10, N§>0.10

The negative sign of the middle-class in the condion models, which holds in all
alternative specifications (Appendix 2.2), is caetsnt with the Keynesian absolute income
hypothesis, as a more affluent middle-class haseatey preference for savings. Chun et al.
(2017) find positive relationships with consumptiger capita growth for their three
indicators of middle-class in 2000-2013, but theakae in their model which is the closest to
our definition is the control for “upper class” ¢e with expenditure per capita above USD
10), for which they find no significant resultshat for consumption or savings r&feThis
result should be taken with caution, however, as ttieory suggests that if a negative
relationship between income and consumption istified in the short- and medium-term, it
tends to disappear in the long-term (Friedman, 196@znets, 1947§% We test this
hypothesis by running estimations successively @n 15-, and 20-year average panels: the

dependent variable being the value of consumptioR0il4, while the explanatory variables

7 In their models, they control for the initial lévaf consumption per capita, which could explaie tack of
significance of the “upper-class.” In our data, smmption per capita, GDP per capita, and the sfzthe®
middle-class consumer are strongly correlated (8u8)gesting that these three variables captursaime effect.
®For instance, analyzing medium- and long-term i@ships with income distribution in 1960-2000, ngsi
U.S. state data, Partridge (2005) found a positationship between overall inequality and middiess share
and long-term growth, but no conclusive resultardmg medium-term growth.
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are either averaged over 10, 15, or 20 years,gir lével in the beginning of the peri6iThe
direction and significance of the relationship di ohange, thus invalidating the hypothesis
of a differentiated effect in the medium- and Idegm. Nonetheless, a greater propensity to
save does not necessarily preclude the middle-ctassumption basket being more
diversified and of better quality. Still, it shouteé borne in mind that the role of the middle-
class as a consumer is somewhat in conflict withdhuded predisposition to save (Handley,
2014).

Table 2.3 SUR estimations of the impact of the midd-class size on consumption, private
and public investment and public expenditure

Explanatory Public investment Private investment
variables 1) ) 3) 4)
Middle-class size 0.0878*** - -0.0502** -
(0.0224) - (0.0255) -
Rich -0.237*** - 0.169*** -
(0.0436) - (0.0497) -
Poor - 0.0618*** - -0.0827***
- (0.0226) - (0.0246)
Lower MC - 0.194*** - -0.112**
- (0.0411) - (0.0447)
Upper MC - 0.0194 - -0.0532
- (0.0484) - (0.0525)
Control Yes Yes Yes Yes
Observations 119 119 119 119
Countries 48 48 48 48
Time FE Yes Yes Yes Yes
Region FE Yes Yes Yes Yes

Standard errors are in parentheSignificant at *** p<0.01, ** p<0.05, * p<0.10, N§>0.10

The last three columns of Table 2.2 report theltesuhen the middle-class range is broken
down into two intervals: the lower group (USD 10-2@d the upper group (USD 20-50). We
control for the population share of the poor, ratihan the rich. Regarding consumption, the
coefficients for the lower and upper middle-class regative for the total sample (column 4)
and the upper middle-income countries for the lattiable. Interestingly, while the lower

middle-class is positively associated with invesitmen the whole sample (column 4),

increasing poverty incidence is associated withreising levels of investment in low and

lower-middle income countries (column 6) and in tihial sample.

% The results are not reported.
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In columns 4, 5, and 6 of Table 2.2, we see thalewhe population share of the rich does not
contribute to explaining the heterogeneity of paldkpenditure, this is not the case for the
poor and middle-class brackets. The magnitude e&ffect for the lower middle-class is the
greatest in the upper-middle income countries &edtdtal sample. Conversely, in low and
lower middle-income countries, the upper middlesslhas a greater coefficient (although it is
less significant). These findings indicate onlyttiiae income groups have differentiated
influences on public expenditure and that, eitlegrasately or aggregated in a broad middle-

class range, the effects tend to be more simildrdse of the poor than of the rich.

For more disaggregated insights, we use the redsaetble of 48 countries for which we
have data on private gross fixed capital format@as a percentage of GDP) to test whether
the effect of the size of the middle-class on itwent is the same when we distinguish
between the private and public components. Tworestang features are visible in Table
2.3/° Growth of the middle-class tends to be positivasgociated with public investment (as
with public expenditure), but negatively associateith private investment. The negative
relationship between the size of the middle-clasktatal investment noted in Table 2.2 thus
seems to be driven by a negative effect on priiratestment. More precisely, it seems that
these effects on private and public investmendaesto the lower middle-class, as the upper
middle-class is not significant in any model (cohsm® and 4). The coefficients of the rich
group have the opposite signs, although they atesigaificant in our previous estimations
(Table 2.2). Here again, these additional resultgysst that the behavior and preferences of
the lower middle-class in terms of private investinand public expenditure are closer to
those of the poor than the rich.

3.2.The macroeconomic impacts of income-based idensityg SUR

Bourdieu (1984) notes that, under similar cond#ioagents who belong to the same social
classes are likely to have similar interests amiraisons, which translate to similar positions
and behaviors. In reality, the influence of the dfeédclass on social and political dynamics is
difficult to identify because the profiles of thegple in this group are more diversified than
those of the poor and the rich. According to Hand®2014), though, the influence of the
middle-class on the political and economic sphdeggend on itscollective identity’ Simply

put, we talk about collective or class identity whadividuals belonging to the same social

0 As the results on consumption and public expeneli@mre not affected, we report only the results for
investment.
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class are aware of their common interests, asdtdstiom those of other classes, and seek to
satisfy their common aspirations. This class idgrirings members of this heterogeneous
middle-class together and amplifies the economitsatial effect of its expansion. A similar
idea, applied to the economic definition of “soaybups,” is the concept ofricome-based
identity’ (Birdsall, 2010).

“Income-based identity” can be found in the literat on polarization in the identification-
alienation framework (Esteban and Ray, 1994; DuyckEsteban and Ray, 2002), and in
particular, in the concept ofifcome polarizatiori’* According to this, each individual is

subject to two forces. First, individuals identyth people earning similar levels of income,
considering themselves members of the same grAtighe same time, individuals feel

alienated from those belonging to other income gso(Duclos et al., 2002). Consequently,
income polarization increases when the comporarialienation” - corresponding to inter-

group inequality - increases, and/or when the comapb of “identification” increases,

corresponding to a decrease in within-group inatu@steban and Ray, 2012).

There is a body of literature on the links betwesome polarization and economic growth
(e.g., Brzezinski, 2013). We choose to focus on “ttentification component,” which is
particularly relevant for understanding the impiicas of a middle-class larger than other
groups. Following Birdsall (2010), we compute amlidator of “income-based identity,”
which is simply the Gini coefficient of the middiéass. According to the author, greater
“income identity” simply means that there are ngndficant subdivisions within the middle-
class income range. Lower middle-class inequalibuld thus indicate a more cohesive
middle-class because the income range is suffigierarrow that there are no subdivisions

within the income group.

" Duclos et al. (2002) talk about three main corgeyt polarization: pure social polarization, puredme
polarization, andocial polarization with income-mediated identifica.
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Table 2.4 SUR estimations of the impact of the midd-class cohesiveness on
consumption, investment and public expenditure

: (1) (2) 3)
Explanatory variables ALL UMIC LLMIC
MC Gini -0.0784 -0.656** -0.103
(0.230) (0.310) (0.532)
GDP per capita t-1 (In) -16.10%** -12.24%*x -17.93*
. (1.417) (2.201) (3.742)
Consumption o ;. ate credit 0.0767% 0.0677% 10.0630
(0.0222) (0.0210) (0.106)
Inflation 0.00185 0.0738 -0.0349
(0.0496) (0.0849) (0.0760)
MC Gini 0.226%** 0.174 0.0124
(0.0827) (0.164) (0.165)
GDP per capita t-1 (In) 0.913* -0.393 2.840**
(0.552) (1.343) (1.247)
Growth rate 0.795*** 0.576*** 0.929***
Investment (0.120) (0.194) (0.205)
Exchange rate 0.000407*** 0.000267 0.000483**
(0.000127) (0.000337) (0.000226)
Private credit -0.0180** -0.0148 0.0200
(0.00818) (0.0108) (0.0383)
Polity2 0.248*** 0.222** 0.358***
(0.0736) (0.108) (0.135)
MC Gini 0.240* 0.105 0.418***
(0.138) (0.276) (0.162)
GDP per capita t-1 (In) 2.411%** 3.022 1.923
(0.893) (2.247) (1.172)
Growth rate -0.653*** -0.477 -0.421*
(0.209) (0.347) (0.198)
Public Polity2 0.583** 0.909*** 0.277*
expenditure (0.127) (0.213) (0.112)
Natural rent -0.0497 -0.184 0.112*
(0.0659) (0.115) (0.0615)
Trade openness 0.00865 -0.00487 0.0232
(0.0119) (0.0235) (0.0164)
Population (In) -1.059%** -0.825 -0.252
(0.380) (0.574) (0.429)
Observations 247 109 90
Countries 83 34 33
Time FE Yes Yes Yes
Region FE Yes Yes Yes

Standard errors are in parentheSignificant at *** p<0.01, ** p<0.05, * p<0.10, Nf>0.10

In the absence of a correlation between the withitidle-class Gini and GDP per capita, we
control for the initial level of income in all equ@ns. Unsurprisingly, the signs of the
coefficients associated with the GDP per capitasamglar to those found for the size of
middle-class in section 3.1. The results for thheotcontrol variables are also stable.

Regarding our variable of interest, we see in T@&bfethat the coefficient is significant only
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for the sample of upper middle-income countries Widrich an increase in middle-class
inequality negatively affects the aggregated comgion. The effects are reversed for
investment (for the entire sample) and public exitene (entire sample and low and lower-
middle income countries). In other words, a morecemtrated distribution of income within

the middle-class translates to higher levels oégstment and public expenditure (in the entire
sample). The latter effect is stronger in low aoddr-middle income countries. Regarding
consumption, levels decrease when the concentrafimmtome in the middle-class rises, only

in upper-middle income countries.

When significant, the effects of middle-class inglgy are similar to those found in section
3.2 on size of the middle-class, which is an inlicathat our middle-class range is “too
large” for its members to identify as a group wsimilar behaviors, and the impacts may be
differentiated depending on the weight of a patdcgroup within the middle-class broad
income range, if not entirely driven by the top dieclass. These results may also simply
mean that the middle-class Gini captures the etbédhe class size indirectly because, by
construction, within-group inequality is more likelo be small (great) when the income-

range is narrow (large).

4. Causality and further analysis

One limitation of the simultaneous model we arengsis that it does not correct for
endogeneity bias due to potential reverse causaligged to the middle-class and some of the
explanatory variables. Indeed, the growth dynanpicempted by middle-classes may also
favor the promotion of the middle-class; for exaepivhen increased productivity or
industrialization raises the skill premium and etianal returns. According to Ravallion
(2010), faster economic growth prompts faster egjmmof the middle-class, and growth
tends to be more pro-poor in developing countridsbating a larger initial middle-class. In
addition, public policies can play a major rolelie expansion of middle-class, either through
direct redistribution in the form of a social sgfetet or through social spending and
expenditure and investment in the improvement aatht®nance of infrastructure necessary
for business activities. For instance, changes@ome distribution in most Latin American
and Caribbean countries over recent decades havedwen by redistribution that improved
the well-being of the poor (Azevedo and Ataman®i4). Ferreira et al. (2013) note that the
state remains the main provider of social servases utilities and therefore has a large part in
the improvement of the education and health systemisch in turn affect the general
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population’s well-being and opportunities for sbg@aomotion. Furthermore, it is generally

assumed that consumption, investment, and pubkndipg are dependent on their past
values. The introduction of the lagged variablgtmright-hand side of the equation justifies
the use of an estimator that handles appropriatghamic models. To identify whether our

results can be interpreted as more than partiakletion, we use the two-step system GMM
estimator proposed by Blundell and Bond (1998).

Since the two-step estimation may produce downwaeded results when using finite
samples, we apply the Windmeijer (2005) correcfmmthe variance-covariance matrix. We
also adjust our estimations for heteroscedastidityo crucial assumptions must be met to
ensure the validity of GMM: first, the instrumeri®e exogenous (i.e., not correlated with the
error terms); and second, if a negative first-ordatocorrelation (AR1) in residuals is
acceptable, we need to verify that there is no reooder autocorrelation (AR2). To test
these assumptions, we report the Hansen test of-ideetifying restrictions and the
Arellano—Bond test for AR1 and AR2. There are nosamsual rules regarding the choices of
instruments, except that they must be of a smailenber than the groups (in our cases,
countries) in the sample (Roodman, 2069k should be noted that when the sample size
shrinks and fewer observations are available, thkdity and relevance of a subset of
instruments become questionable, which increagessk of downward bias (Bond, Hoeffler
and Temple, 2001). This is particularly pertineatehdue to the short time-span of just four
periods. We thus remain cautious in the interpiciabf the results for the sub-samples of
LLMIC and UMIC.

First, we do not find any significant result wher wse “middle-class inequality” as our
variable of interest! Second, in Table 2.5, the effect of the size efrtiiddle-class (column

1) and the upper middle-class (column 4) on consiampemains significant and negative for
the whole sample only. There is no significant lefar investment (Table 2.6). The results
are the same when we remove the lagged dependeaaibleafrom the controls and when we
use the reduced sample of 48 countries to exantiee effect on public and private

investment.

"2 This system estimator encompasses a regressiati@yin both differences and levels with their cspecific
set of internal instrumental variables, includingalset of equations in first-differences, and vattequately
lagged levels as instruments; and 2) a set of @qsin levels and variables, with adequately lag{jest-

differences as instruments.

3 We use the option “collapse” so that the numbenstfuments is limited to 16-20 in all our models.

" The results are not reported.
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Table 2.5 Two-step GMM estimation of the effect omiddle-class size on consumption

Dependent variable: consumption/GDP

Explanatory variables Q) 2 3) 4) (5) (6)
ALL UMIC LLMIC ALL UMIC LLMIC
Middle-class size -0.256*  -0.0772 -0.306 - - -
(0.143) (0.136) (0.401) - - -
Rich -0.141 0.0257 1.114 - - -
(0.0865) (0.413) (2.275) - - -
Poor - - - -0.0665 0.00963 -0.219
- - - (0.128) (0.0818) (0.339)
Lower MC - - - 0.0472 -0.196 0.256
- - - (0.0931) (0.0833) (1.241)
Upper MC - - - -0.179* -0.192 -0.186
- - - (0.0980) (0.108) (3.122)
Consumption (t-1) 0.356 0.954**+ 0.0901 0.844%*+ 0.730%** 0.765%*
(0.387) (0.170) (0.916) (0.251) (0.119) (0.305)
Control Yes Yes Yes Yes Yes Yes
Observations 264 113 103 264 113 103
Countries 83 34 33 83 34 33
Time FE Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes
AR(2) 0.325 0.808 0.246 0.828 0.486 0.833
Hansen (p-value) 0.477 0.314 0.281 0.594 0.953 20.66

Robust standard errors are in parenth&igmnificant at *** p<0.01, ** p<0.05, * p<0.10, N§>0.10

Table 2.6 Two-step GMM estimation of the effect omiddle-class size on investment

Dependent variable: consumption/GDP

Explanatory variables 1) 2 3) 4) (5) (6)
ALL UMIC LLMIC ALL UMIC LLMIC
Middle-class size 0.110 0.139 -0.338 - - -
(0.0847) (0.0708) (0.221) - - -
Rich 0.0255 -0.292 -1.774 - - -
(0.0365) (0.173) (2.060) - - -
Poor - - - 0.134 0.0191 -0.0770
- - - (0.116) (0.169) (0.140)
Lower MC - - - -0.0488 0.113 -0.248
- - - (0.160) (0.211) (0.370)
Upper MC - - - 0.159 0.0506 0.280
- - - (0.158) (0.198) (0.814)
Investment (t-1) 1.047*** 0.610** 0.571 0.0778 07 -0.359
(0.142) (0.234) (0.424) (0.254) (0.339) (0.293)
Controls Yes Yes Yes Yes Yes Yes
Observations 264 113 103 264 113 103
Countries 83 34 33 83 34 33
Time FE Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes
AR(2) 0.496 0.123 0.271 0.0500 0.390 0.514
Hansen (p-value) 0.213 0.307 0.994 0.156 0.208 60.27

Robust standard errors are in parenth&igmnificant at *** p<0.01, ** p<0.05, * p<0.10, N§>0.10
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Since, the lagged values of public expendituresarengly correlated with our variable of

interest (0.75), this generates multicollinearityem it is included in the right-hand sitfawe

thus choose not to use a dynamic model for thetepuaf expenditure (Table 2.7). The

results are close to those from the SUR estimdtiombhe size of the middle-class; but when

we split the income range, only the upper grouptiertotal sample (column 4) and the lower

group for the upper-middle income countries (colBhnemain significant.

Table 2.7 Two-step GMM estimation of the effect ofmiddle-class size on public

expenditure

Explanatory

Dependent variable: consumption/GDP

variables (1) (2) (3) (4) (5) (6)
ALL UMIC LLMIC ALL UMIC LLMIC
Middle-class size 0.254*** 0.476*** 0.490** - - -
(0.0804) (0.154) (0.194) - - -
Rich 0.108* -0.165 -0.228 - - -
(0.0601) (0.312) (3.265) - - -
Poor - - - 0.172 0.0903 0.125
- - - (0.144) (0.199) (0.0776)
Lower MC - - - 0.150 0.395** 0.385
- - - (0.117) (0.157) (0.257)
Upper MC - - - 0.383** 0.272 0.487
- - - (0.183) (0.208) (1.171)
Controls Yes Yes Yes Yes Yes Yes
Observations 255 112 94 255 112 94
Countries 83 34 33 83 34 33
Time FE Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes
AR(2) 0.532 0.586 0.985 0.916 0.453 0.971
Hansen (p-value) 0.101 0.865 0.999 0.198 0.254 50.90

Robust standard errors are in parenth&ignificant at *** p<0.01, ** p<0.05, * p<0.10, N§>0.10

We run two additional robustness checks. First,use two alternative measures of public

expenditure: (1) transfers and subsidies and (2)thheand education expenditure as a

percentage of GDP (Appendix 2.8)The size of the middle-class is found to be atjp@si

determinant of health and education expenditut@enentire sample. The effect is consistent

with the findings of Loayza et al. (2012). When ttilependent variable is the share of

transfers and subsidies, the coefficients of thddieiclass are smaller, but they remain

positive and significant. Interestingly, in low-mrme and lower middle-income countries, the

> We systematically run VIF (variance inflator fadttests to check for this issue. The inclusiomvad strongly
correlated variables tends to increase VIF valsgge they capture the same effect. When the laggyed of
public expenditure is included, its VIF reachesat#l the tolerance (1/VIF) is below 0.1 and thealds of
interest is no longer significant. The resultsraoereported.

® Due to data coverage, the samples used in théetens are reduced.
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lower and upper middle-classes have reversed impecpublic transfers. The upper middle-
class seems to share the attitude of the rich degaithe allocation of public expenditure
(Appendix 2.3, column 3). This may be attributedhe fact that as the upper middle-class is
likely to be smaller than the lower middle-clasddss developed countries, the former tends

to be closer to and bundled together with the rich.

Second, our results suggest a preference of theleaadiass for redistribution. As discussed in
the literature overview, attitudes toward redisitibon may vary depending on the efficiency
of public policies and the weight of the middlesdacompared to the “elites.” To test this
hypothesis, we generate a variable of “politicgimes,” which takes the value of one when
the country has a democratic regime (polity scopesor to zero) and zero when the country
has an autocratic regime (polity score inferiozéwo). We then estimate a model including
the interaction termbliddle-class (all, lower or upper) size*politicaégime The interaction
term and the share of the rich are not signifiaanany specification, and the results are
similar when we do not dichotomize the polity s¢Orsuggesting that the positive influence
of a larger middle-class on redistribution is néfeeted by the level of democratization.
Nonetheless, these results do not refute the pitigpo®f Acemoglu and Robinson (2006)
that the middle-class, through their attitude tdis&ibution, may influence a country’s
process of democratization, since our model isgeatred toward testing the determinant of

democratization unlike that of Loayza et al. (2012)

In summary, our findings indicate that the growth tbe middle-class, as the “global
consumer,” goes hand-in-hand with an increasinglsupf transfers (monetary or in nature)
and/or public investment. The association withltotaestment is positive when we consider
the entire sample but negative when the outconselely private investment. It seems that a
larger lower middle-class does not have a strofigence on private investment, certainly
weaker than that of the rich. The negative corn@tawith private investment may also
capture reverse causality in the sense that prigagstment, by generating new opportunities
for employment and revenues, contributes to theesipn of the top income group (the rich)
and, through a composition effect, to a smallerdigietlass. Our results are robust to various
changes in specifications, dependent variables, sardples. We also find evidence of
differentiated effects of two sub-groups of middlass. We check the sensitivity of our

" The results are not reported.
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results when we use an estimator (the two-step GHtislf) controls for reverse causality, and
the results for consumption and public expenditne preserved. Nonetheless, the level of
public expenditure and the size of the middle-ckgsstrongly correlated, which prevents us
from controlling for the effect of inertia with thagged value of public expenditure. Although
our results for consumption indicate that the meeldlhss have a stronger preference for
savings in the medium-term, they are not informeativith regard to the changes in their

basket of consumption.

Figure 2.3 Share of consumption by sector and consiption segment (92 countries)
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Note: Lowest segment:below USD 2.97 per capita a ddgyw consumption segmentbetween USD 2.97 and
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andhigher consumption segmentabove USD 23.03 per capita a day.

Source Global Consumption Database. Author's computat/Bn

8 We take advantage of the Global Consumption Dagi&CD) compiled by the World Bank which is the
most comprehensive data source to date on consspssrding patterns covering 92 developing countries,
among which 58 are middle-income countries. Tha da¢ based on national household surveys, whilkécto
information for a group of households’ represemtaf the entire country. The surveys used in thelhse
were conducted between 2000 and 2010 (except thdooDjibouti, which was conducted in 1996); mastre
conducted during the period 2007-10. All data preskin the GCD are as of 2010. When based onegur
conducted before 2010, the estimates were obtdipezktrapolationUnfortunately, the disaggregation of data
is limited and we cannot specify the thresholdscfassifying individual by income groups, but theid Bank
propose four consumption segments based on glnbairie distribution data, which rank the global gapan

by income per capita.
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Following the law of Engel, a more affluent middl@ss should be more inclined than the
poor to buy higher quality goods, thereby playimgessential role in the determination of
domestic and global demand structures. As an ilitish, Figure 2.3 portrays the

consumption profile by income group of 92 develgpoountries, which we computed using
data from the Global Consumption Database. The dagaprovided for four levels of

consumption in each available country: lowest, londdle, and higher. As we can see, the
diversification of goods and products increase$ whe level of income. The share of food
and beverages in total consumption decreases katlevel of income, in contrast to shares of
advanced technologies (ICT), clothing, financialveees, transport, and other products and
services. The latter sector includes primarily exjieire on leisure activities and goods or
services for improving everyday comfort (e.g., dsticeservices, furniture and furnishings,

social protection). However, average expenditurénealth and education does not improve
substantially. Additional insights on the role bétglobal middle-class can be gained from an

in-depth analysis of the relationship between tidie-class and structural transformation.

Section 2. Middle-class and structural transformation:
modernization, consumption, and human capital

UNIDO (2018: 274) describes aiftuous circle of manufacturing consumption in tiiebal
economy Figure 2.4 summarizes the process and mechanismsngled in the
diversification of demand and change in the indalsttomposition of an economy. As
demand diversifies, it drives innovation and inwesht in manufacturing activities, resulting
in higher incomes and lower prices. This enablestinergence of mass consumption and the
broad-based diffusion of new and better goods. &/pibducers benefit from the increase Iin
employment opportunities and income; consumers fyam the reduction in relative prices,
the expansion of affordable variety, and increasiggality, which contributes to
improvements in their welfare in various ways. Hwtance, access to new technology can
increase their productivity, and new medicines mmcpssed foods can improve their health.
The ensuing changes in preferences and habits|sarmaent the consumers toward more

environmentally friendly goods, leading to moretaimable growth.
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Figure 2.4 The virtuous circle of manufacturing cosumption: The global economy
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From this perspective, the middle-class consumer dra essential place in industrial and
economic development, which we will examine in fbBowing sections. After we briefly
survey the literature, we will describe our empalistrategy and data. We will then discuss

the results of various empirical specifications.

1. Middle-class and structural transformation: an e of the

literature

McMillan, Rodrik, and Sepulveda (2017) make the tidesion between structural
transformation (industrialization) and fundamentdisvestment in human capital and
institution). Structural transformation can redtiitectly from industrial policy measures or
indirectly “by making broad investments in human capital arsfititions and hoping that
these will trickle down to investment incentivesindustry (P.8). In this framework, the
effects of the size of the middle-class can be wbkd either through human capital

accumulation, resulting in the provision of skilletbor force and promotion of innovation, or
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through the diversification of production, resulfinfrom the modification of their

consumption preferences.

The human capital and economic growth nexus has keatensively documented in the
literature’® In Nelson and Phelps (1966), human capital is ssemdeterminant of innovation
and the capacity for adoption of new technologiss technical progress, which is a driver of
structural transformation. The level, quality, astducture of human capital determines the
capacity of an economy to follow up with technotmjichanges. The literature contends that,
depending on its level, education has differentdotp on economic growth (Aghion and
Howitt, 2006; Petrakis and Stamatakis, 2002; Vabhdsache, Aghion and Meghir, 2006). A
low level of education, and thus unskilled humapited, supports growth in countries where
industrialization still relies on technological &iion; while a higher level of education, and
thus skilled human capital, is essential for theiation-driven growth of countries closer to
the technological frontier. Investment in terti@gucation is thus likely to affect the ability to
produce advanced technology, while primary and rs#@xy education should influence
imitation capacity. Since middle-class individugknerally have a higher level of education
than the poor, they are more likely to be skilledrkers, providing productivity gains and
innovation. The middle-class can thus be considarstbck of skilled labor and a potential
driver of technical progress.

Most studies converge on the contribution of thddig-class to human capital accumulation
due to their anticipatory behavior (Doepke andhdaiti, 2005). Intergenerational transmission
of values, as in Turkey, for instance, can alsdarpheir attitude toward education. In many
descriptive papers, educational attainment anddspgron education distinguish the middle-
class from the poor or vulnerable groups (ADB, 20BDdsall et al., 2014; Clément and
Rougier, 2015; Loépez-Calva and Ortiz-Juarez, 20ray others). For instance, Birdsall
(2010) find that the middle-class has at least 4@ry of education in most countries of her
sample. The results of Easterly (2001) indicat®sitiwe relationship between the size of the
middle-class and indicators of human capital (idiclg education). To improve their living
standards and those of their offspring, middlesclasuseholds invest in higher quality private
education (Banerjee and Duflo, 2008). As statetgtzke and Sumner (2014:14)nEome
growth, in combination with accompanying demograghansformations, leads to changes in
human capital investments among vulnerable grobpsihcreasingly resemble the patterns

" See, for instance, Lucas (1988) and Mankiw, RcamerWeil (1992).
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commonly associated with middle-class developrthélttis results in changes in their
prospects for employment (Ferreira et al., 2018jlected in the skill intensity of their
occupations, compared to that of the poor and vabie (ADB, 2010; Bonnefond et al.,
2015; Weber, 1995).

Regarding the demand-side approach, various stuthet| the relationship between income
distribution, the middle-class, and productive sfanrmation. Murphy et al. (1989a) propose a
model that suggests industrialization requiresadadlition to the productivity shock in the
agricultural sector, that the increase in demanddmeentrated in manufactured goods. In the
presence of increasing returns, the authors shewntportance of the existence of a middle-
class sufficiently large to support mass consump@od spur the transfer of productive
resources to industrial activities. Since middiassl consumers are motivated to pay a little
more for better goods (Chun et al., 2017), thisoerages the differentiation and creation of
new goods. A sufficiently large and differentiatedddle-class can support domestic demand
for manufactured goods, enabling companies to ctwar fixed costs (Kharas and Gertz,
2010). Indeed, their consumption of locally prodlig®ods and services is more intensive,
unlike that of rich households, which tend to havstrong preference for imported goods.
The total profit of local industries, therefore,pgads on the share of wealth held by the
middle-class (its purchasing power), making it th&or player in industrialization. However,
the matter is complicated by the fact that prodwctnd distributive changes tend to be
simultaneously determined (Galor, 2011). The mannewhich the middle-class affects
productive diversification and modernization caosttbe better described in an endogenous
setting

On the one hand, structural change leads to sigmifichanges in income distribution. It also
changes the distribution of modern employment apgodunities for social mobility, as

noted by Galor and Moav (2004, 2006). When accessducation remains unequal, and
capital is highly polarized (particularly in socigroups with access to capital), income
inequality can increase very sharply under the sumes of structural transformation. In
contrast, in an economy where access to physiahlhaman capital is more egalitarian,
economic inequalities tend to decline, and oppdatiesfor social mobility are greater. This
context encourages the emergence of a middle-el@ss initial endowments and higher

investments in human capital than other classeschwban be a driver of economic

dynamism. Thus, the effect of structural changeirmquality and the constitution of a
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middle-class depends on the initial level of paation of physical and human capital and on
policies that can reduce the initial inequalityparallel with structural change.

Interestingly, Matsuyama (2002) describes the n@ishawhen there are two middle-class
subgroups. Matsuyama (2002) concludes that thesaaaethe upper classes to new goods
gradually reduces prices and, consequently, inesctige access of the lower-class groups to
the market. At the same time, middle-class indiglduend to consume more sophisticated
goods as they become affordable, without consur@sg of the other goods. Therefore, the
expansion of the middle-class, by fuelling the dedhéor increasingly sophisticated products,
can spur the development of new industries. Fumbes, the consumers’ tastes and
perceptions of what is luxurious and what is nemgssvolve. Following Engel’'s law, as the
economy grows and overall income level rises, pedphd to buy the goods that they
previously considered luxury goods in the earlieges of their development. As a result,
households may spend less on food and more on mederices and manufactured goods. In
line with the concept of food transition (Popkin)03), the demand for quality is also
expressed through changes in eating habits andvioeta as illustrated by Tschirley,

Reardon, and Dolislager (2014) in the case of &adtSouthern African middle-classes.

Some models address the two-way relationship betwemme distribution and the structure
of demand. Mani (2001) proposes three categoriegoofls, reflecting the skill intensity
involved in their production: essential goods (ulest labor), simple manufacture (medium-
skill labor), and sophisticated manufacture (highled labor). Since the acquisition of skill
through education depends on financial constraiatg] the poor are at a disadvantage
because of their familial background and low actessedit, only the wealthiest agents can
become highly skilled. In this context, when indgyais high — thus hampering the
expansion of the middle-class — the majority ofpdeare either too poor and consume only
essential goods or too rich and consume only thet saphisticated goods. As a result, there
is a lower demand for simple manufacture, lower a@sinfor medium-skilled workers —
whose wages thus fall, preventing them from investin higher education for themselves and
their offspring. In contrast, in the presence aof limitial inequality, a large middle-class can
support the simple manufacture sector, ensuringenigeturns to its workers. In the process,
even the poorest agents can afford higher educdfidre medium-skilled sector thus becomes
the bridge over which agents who are poor today enidko the high-skilled sector of the

wealthy in the long run; in the process, inequatigclines as wéll(Mani, 2001:109).
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In Desdoigts and Jaramillo (2017), the role of tddle-class is addressed in a learning-by-
doing framework that illuminates the complex way which middle-class-driven mass
consumption and productive diversification arecatited. In this model, goods are produced
using two types of technology: CSR (constant retorgcale) and IRS (increasing return to
scale). In addition, consumption is hierarchicaitguctured, households are organized based
on their skill level, and their income determinég diversity of their consumption basket.
Learning takes place only irafi intermediate range of sectbrgsing the IRS technology,
where there are still learning possibilities ane kwvel of demand can sustain the process of
learning. In parallel, when learning occurs mgh higher-priority goods in the hierarchy of
needs’ the real income of the middle-class increases, ome goods become affordable to
them. Thus, the duration of the learning procegsedds on aggregate economic growth,
which determines the size and share of the tomdnme of the middle-class, who fuel the
demand for products. At the same time, aggregateceic growth depends ommtiddle-
class-led consumptighin this framework, a middle-class that is largéoth in size and as a
share of total income — is thus essential to befreim scale economies by providing more
learning possibilities; whereas an unequal societyhich wealth is confined to a small

group of elite leads to stagnation in the learmpnaress.

In summary, the middle-class agents, either throtingdir skills or consumption, play an
essential role in the development of some sectorparticular manufacturing, and in the
diversification and sophistication of productiorhelfollowing sections investigate the extent

to which these hypotheses are supported by emipandence.
2. Empirical framework

Our entire sample encompasses 91 coufitrimeer four five-year periods between 1995 and
2014 (1995-2000, 2000-2005, 2005-2010, and 201@20he sub-samples of low and lower
middle-income (LLMIC) and upper middle-income caugg (UMIC) each include 36
countries (Appendix 2.4). Due to limited data cags, the samples are reduced to 77 and 90
when the dependent variables are the economic eotylndex and indicators of imports.

Our specification follows UNIDO (2010), which buildon the works of Chenery and

proposes a model that is more suitable for crossicp panel analysis. They advocate the

8 We exclude countries with populations smaller tlwme million people, since the dynamics of struaitur
transformation in these countries can be quiteschffit.
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inclusion of country-fixed effect to account foretmvariant characteristics of countries that
strongly affect their pattern of structural transfi@ation. As mentioned previously, there is
bidirectional causality between productive transfation and consumption (UNIDO, 2018).
In the same vein, Hartmann et al. (2017) demoresthett the relationship between productive
changes and income distribution is not unidire@lpand the size of the middle-class can be
both an input and an outcome of productive tramsé&tion (Desdoigts and Jaramillo, 2017).
In addition, some other determinants of structarahsformation (such as trade openness,
institutions, and human capital) can also be endoge Consequently, to examine the causal
effect of the size of the middle-class on prodwetransformation, we use the two-step GMM
estimator discussed in Section 1, which can ap@tgby handle the reverse causality issue.
Again, we ensure that the number of instrumentss dus exceed the number of groups
(Roodman, 2009). Since the results from GMM canit&able, we test the sensitivity of our
findings to changes in the lags and the treatménsomne variables (as exogenous or
endogenous). Our general specification can beesrds follows:

[Equation 2. 2]

PROD_CHANGE;, = @y + a;MCyy + X + i+ ve + &1,

PROD_CHANGEis the indicator of productive transformation add is the size of the
middle-class. As in Section 1, we use a five-yearage panel. Our equation includes
country and time-fixed effects and a set of adddiocontrol variables. We include the
population share of the rich or the powhen we break down the middle-class range to

observe the effects associated with different inegmoups.

We systematically present the results for the failhg subgroups of middle-class: the lower
(USD 10-20) and the upper (USD 20-50). If the skaid consumption preferences depend on
the level of income, it is safe to assume that emnitile-class subgroup may play a different
role in the process of structural transformatiohe tlower middle-class supporting
industrialization in its early stages, and the uppeiddle-class catalyzing further

modernization.

8. We also estimate the models with two sub-groupsidtile-class by controlling for the size of thetrigroup.
Since the results are similar to those obtainedgutiie size of the total middle-class, we only repioe results
for the size of the poor to shed light on the défeiated effects of this group compared to theotivo.
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Table 2.8: Definition and sources of variables

Variables Description Source
_ _ Population share of people with daily Author’s computation based on

Middle-class size  income per capita between USD 10 and  pgycalNet
USD 50

Lower middle- Population share of people with daily Author's computation based on

. income per capita between USD 10 and p IN

class size ovcalNet
USD 20

Upper middle-class Population share of people with daily Author’s computation based on

. income per capita between USD 20 and  pgycalNet

size
USD 50

Poor Population share of people with daily Author’s computation based on
income per capita below USD 10 PovcalNet

Rich Population share of people with daily Author’s computation based on
income per capita over USD 50 PovcalNet

Productive Sectoral share of value-added (agricultureynCTAD

structure industry, manufacture, service)

Sophistication Economic Complexity Index Atlas of Economic Complexity

Export Theil export diversification index International Monetary Fund

concentration Herfindahl index on the exports of goods UNCTAD

Export quality Export quality index International Monetary Fund
Imports of goods and services (as a UNCTAD

Import volume percentage of GDP)

Imports dispersion  Herfindahl index on the impatgoods =~ UNCTAD

Urbanization Urban population (as a percentage of totaly/orid development indicator
population)

Infrastructure Phone_co_verage (Mobile cellular World Development Indicator
subscriptions (per 100 people)

Human capital Average years of schooling Barro and Lee (2013)

Foreign investment nglijgg)direct investment (as a percentaggy/orid Development Indicator
0

Average distance between producers and cgpyj

Internal distance :
consumers in a country

Population size Population (in logarithm) Penn World Table 8.1

Institution Polity2 Center of Systematic Peace

Exports and imports in percentage of GDPWorld Development Indicator

Trade openness -
Freedom to trade Fraser Institute

Regarding additional controls, we first add the yapon size (in logarithm), which is
standard in studies on productive transformatiorgapture the economies of scale and scale
of domestic demand that may vary with country $&grquin, 1988; UNIDO, 2010). Larger
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economies are more likely to accumulate knowledgkthus to produce better quality goods
(Grossman and Helpman, 2006). The positive effecsaphistication has been empirically
evidenced by, for instance, Hausmann, Hwang, andriRq2007). We also control for
international openness, since trade can affectctsiral transformation Siecki, 2017)
because it is a vector of technological diffusiespecially when countries can absorb the
imported technology (Grossman and Helpman, 2006¢ factor endowments of a country
also determine its productive structurdNIDO (2010) presents evidence that natural
resources play a significant role in the procesmaiistrialization, as suggested by Chenery
(1960). We also control for infrastructure endowingmoxied by mobile network coverage
(mobile cellular subscriptions from the WDf)Infrastructure is a determinant of productive
specialization and insertion in the global valuaiohbecause it directly affects the cost and
duration of transport (Lectard, 2017). To isoldte influence of the middle-class on structural
transformation through the structure of demanderathan human capital and provision of
skilled labor, we examine the effects of includargd excluding level of education from the
specifications. The definition and sources of desed in Section 2 are presented in Table 2.8,

and the descriptive statistics can be found in Apipe2.13.

3. Empirical results

3.1 Middle-class and the structure of production

In the most common definition, “structural changesfers to the long-term, durable
modification of the sectoral composition of the mamy (Syrquin, 1988; Montobbio and
Rampa, 2005; Ngai and Pissarides, 2007 for insjarités “associated with modifications in
the relative importance of different sectors overet, measured by their share of output or
employmerit(Memedovic and lapadre, 2009:3). Traditionally,the first stage of structural
change, the shift of the factors of production frahe agriculture sector prompt the
development of the manufacturing sector, whoseestiacreases in the second stage with the
expansion of the service sector (Kuznets, 1955 8gr 1988).

To capture these dynamics, we use data on valuedaidom the UNCTAD. They provide a
disaggregation of GDP by main economic activiti@griculture, industry, and services). We

can also obtain the share of manufacturing in teedle added. While most advanced

8 \We use this proxy in the absence of data on dttiezstructures such as roads, rails and commuaitéor
our sample and period of analysis.
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economies have entered this second phase afteessficlty developing their industries, the
“tertiarization” of the economy has taken placenpa&urely in some developing countries,
such as India. As a result, these economies doehobn a broad and powerful manufacturing
sector, but rather on importation. A sizeable aeytisector share may also reflect the
proliferation of weakly productive service actiesi, and this does not necessarily mean gains
in aggregate productivity. Rather than the expanssd the whole service sector, the
expansion of modern activities in the tertiary eeds key in the development process
(McMillan and Rodrik, 2011). Additionally, to captithe modernization dimension, we turn
to the share of the other services in the UNCTAEad&his category encompasses the most
modern services (financial intermediation, realatst and business activities, including
research and development) and the services devotdéde well-being of the population
(education, health, public administration, and de&). The disadvantage, however, is that
some private household activities (personal andsélooid services) that may differ
significantly from modern activities are also indéad.

Our strategy is straightforward: when we do nottagrfor education, the coefficients of the
middle-class variables capture both the demand-andieskilled labor effects; but when we
introduce the variable of education, we can isoltte effect of middle-class through
consumption, at least to some extent. Table 2.8rtgphe results for the entire sample. One
striking result concerns the opposite sign of thefficients for the size of the middle-class
and the rich class, which holds whether we corfoolthe level of education (column 1) or
not (column 7). The magnitude of the coefficiensmaller when we control for education,
suggesting that part of the overall effect of time ©f the middle-class is indeed channeled
through their provision of skilled labor. It seethat although a larger middle-class increases
the share of the manufacturing sector in the ecgnatrhas no significant impact on the
shares of services — or, more specifically, modemices. In addition, there is no significant
impact when we use a broader definition of the sdaoy sector to include manufacturing,
construction, mining, and utiliti€s. This result is consistent with the argument the t
middle-class both supports the demand for manufacfgoods (Murphy et al., 1989a) and is
a source of skilled workers in this sector.

% n addition, when we disaggregate further theisesvand use the share of construction, trade ranggiort,
and communication activities in total value addeddapendent variables, we find no significant eff@he
results are not reported.
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Table 2.9 Two-step GMM estimation of the effect athe middle-class size on the productive structureof the entire sample

With education

Without education

1) 2 (3 (4) (5) (6) (7) (8) 9) (10) (11) (12)
Manufacture Service Modern  Manufacture  Service Modern | Manufacture Service Modern Manufacture Service Modern
service service Service Service
Middle-class g 217** -0.156 0.0347 - - - 0.256** 0.0785 0.00702 - - -
(0.0928) (0.228) (0.107) - - - (0.112) (0.149) (0.163) - - -
Rich -0.0899** 0.148* 0.202*** - - - -0.0960* 0.237*** 0.233*** - - -
(0.0353) (0.0799) (0.0524) - - - (0.0513) (0.0714) (0.0755) - - -
Poor - - - 0.0609 -0.0759 -0.0253 - - - -0.0529 0.371*** 0.247**
- - - (0.0645) (0.133) (0.0884) - - - (0.0469) (0.120) (0.120)
Lower MC - - - 0.247* -0.0424  -0.166* - - - 0.217% -0.196 -0.133
- - - (0.126) (0.175) (0.0988) - - - (0.0954) (0.254) (0.207)
Upper MC - - - 0.210%* 0.0700 0.0957 - - - 0.0246  0.529%** 0.532%**
- - - (0.0902) (0.210) (0.136) - - - (0.0692)  (0.197) (0.199)
Education -0.191 1.661 0.642 -0.833*  2.822% 1.246 - - - - - -
(0.416) (1.080) (0.705) (0.495) (1.032) (0.930 - - - - - -
Population -0.0164 1.475 1.321 1.731 0.475 1.978 6.361 -3.477 4.493 -0.681 7.384 7.606
(In) (1.954) (4.308) (1.852) (1.584) (4.279) (2.347 608 (4.101) (8.443) (1.695) (5.269) (5.277)
Natural rent -0.164** -0.466*** -0.246** -0.152** -0.618* -0.468 -0.198 -0.197 -0.372 -0.174%* -0.353 -0.286
(0.0659) (0.123) (0.120) (0.0647) (0.370) (0.175 0.177) (0.427) (0.267) (0.0655) (0.304) (0.270)
Phone -0.0768** 0.105 0.0117 -0.0546 -0.0499 0.0108 -649 0.0126 0.0312 -0.0390 0.0189 -0.0288
coverage (0.0350) (0.0847) (0.0487) (0.0379) (0.0629) (0325 (0.0490) (0.0675) (0.0813) (0.0296) (0.0870) 0704)
Trade -0.0147 0.0622 0.0160 0.0150 -0.0110 0.020 0.0280 0.0331 0.0374 -0.00231 0.0519 0.0489
openness (0.0325) (0.116) (0.0487) (0.0463) (0.0670)  (0.0344 (0.0735) (0.0593) (0.0851) (0.0367) (0.0859) 66%)
Observations 291 291 291 291 291 291 291 291 291 1 29 291 291
Countries 91 91 91 91 91 91 91 91 91 91 91 91
Time FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
AR(2) 0.706 0.700 0.114 0.428 0.191 0.107 0.877 84).2 0.311 0.802 0.198 0.497
Hansen (p- 0.885 0.272 0.604 0.573 0.182 0.246 0.984 0.303 540.8 0.719 0.178 0.416
value)

Robust standard errors are in parenth&igmnificant at *** p<0.01, ** p<0.05, * p<0.10, N§>0.10
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When we disaggregate the middle-class into two g, it appears that larger lower and
upper middle-classes both positively affect manwi@eg, while a larger lower middle-class
(USD 10-20) negatively affects modern services yewl 6). However, rather than a
detrimental effect, this may simply reflect the belold’s consumption structure as regards
the shares of goods and services: a larger lowddlpiclass is likely to be associated to a
lesser extent with the consumption of modern sesyiowhich is consistent with the
descriptive trends portrayed in Figure 2.3. On dkiger hand, when we do not control for
education (column 11-12), we observe a positivatigiship between the size of the upper
middle-class (USD 20-50) and other services, suggeshat the upper middle-class role in
the expansion of the tertiary sector goes throbghprovision of skilled labor to this sector.
Finally, the positive signs of the coefficients @sated with the population share of the poor
and the rich give an indication of the heterogsneit the levels of productivity in this
sector’s activities. In line with Mani (2001), wappose that the rich agents contribute to the
expansion of the most sophisticated tertiary aotiwithrough their consumption and high
skills (columns 2, 3, 8, and 9), while the poor radgecontribute to the development of the
essentiabctivities through their offer of unskilled labor.

To better account for the changes in the struatfiroduction over the process of structural
transformation, we compute the following ratios sgictor value added: (1) the shares of
manufacture (manu_agr) or industry (ind_agr) reéato agriculture in GDP; (2) the shares of
service (serv_manu) or modern service (other_meelalive to manufacture in GDP; and the
shares of service (serv_ind) or modern serviceefothd) relative to industry in GDP. Our
findings in Appendix 2.6 and 2.7 provide additiomadights. A large middle-class seems to be
a key determinant in the first phase of industzation, where factor inputs shift from
agriculture to industry (columns 1 and 7) but notthe second phase (columns 3 and 9);
whereas the rich group plays a positive role alhgl The patterns are essentially the same
regarding the size of the two sub-groups of middiéess, notably with regard to the size of
upper middle-class. Again, a larger lower middiessl has a negative effect on the

development of the tertiary over the secondaryos€cblumn 10).

We find similar patterns when we restrict the samjal the low and lower-middle income
countries (columns 11 and 12, Appendix 2.8), thotinghrich group has no significant effect.
One explanation may be that the preference ofittefor imported goods is stronger in the

less developed countries, where the quality andisbgation of goods and services is
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generally low. Since less developed countries lmdgier levels of inequality these results
suggest that a large intermediate group (rather tha two extreme groups) is necessary to
prompt their structural transformation, stressimg importance of theiedium-skill workers
and consumers (Mani, 2001) in the demand-drivemnieg process of Desdoigts and
Jaramillo (2017).

We run additional robustness checks, slightly changhe specification® First, foreign
direct investment allows a transfer of knowledgel amchnologies and contributes to the
accumulation of human capital through training aecduisition of skills and know-how, as
well as a transfer of managerial practices andattganization, which leads to increasing
efficiency (De Mello, 1997). The inclusion of leva foreign direct investment in our models
does not change the results. Second, sectorad sindtrelated to the change in the location of
economic activity, specifically urbanization. Theeviis development model depicts a
structural change process associated with continuareasing urbanization, as traditional
farmers leave rural areas for urban areas in wpioductivity has a positive trajectory. This
variable is excluded from our main specificatiocdngse of its strong correlation with the size
of the middle-class (0.71). Furthermore, the ingthal environment also matters. Good
protection of property rights (Levchenko, 2007) guowd institutions that favor inter-sectoral
linkages (Martincus and Gallo, 2009) are requirediévelop sophisticated products. When
these variables are successively introduced imtbeel, the size of the middle-class loses its
significance, but the other coefficients hold —afby the influences of the rich group and the

two sub-groups of middle-class on manufacturing serdices.

3.2Middle-class and export diversification

The share of manufacturing and services in tothlevadded captures the volume of demand
for manufactured goods and modern services orfteetef an increasing number of skilled
workers that “seek opportunities” in these sect@@un et al., 2017). In the case of
manufacturing, it would be particularly interestittgdetermine precisely whether the size of
the middle-class matters more for higher qualitydoicts (more sophisticated) and whether

this contributes to the diversification of prodocii(Matsuyama, 2002). Due to the limited

8 We run a mean-comparison t-test on the level efallinequality measured by the Gini coefficiaie find
that inequality is on average significantly higlierlow and lower middle-income countries (41) thanthe
upper middle-income countries (39) of our samplee Thedian value of inequality for the LLMIC is 4ifh,
contrast to 36 for the UMIC.

% The results on the entire sample are reportechimeAdix 2.14 and Appendix 2.15.
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coverage of data on the structure of productiomewer, most recent cross-country empirical
studies have relied on international trade dataxeamine features such as diversification and
sophistication. External market can be seen asxtansion of the domestic market, and the
quality of exported goods may reflect, to some mixtthe quality of goods destined for the
local market, as countries generally export thetroompetitive goods:the fact they do not

export them suggests that they may not be very gotbeni (Hausmann et al., 2014: p.23).

Table 2.10 Two-step GMM estimation of the effect othe middle-class size on export

concentration and export quality for the entire sanple

(1) ) ()

(4)

(®)

(6)

IMF Quality UNCTAD IMF Quality UNCTAD
Middle-class size 0.0116 0.000307 -0.000564 - - -
(0.0165) (0.00125) (0.00279) - - -
Rich 0.00665 0.00115*** 0.00168 - - -
(0.00560) (0.000314) (0.00104) - - -
Poor - - - -0.00632 0.000810 0.000193
- - - (0.0147) (0.00233) (0.00177)
Lower MC - - - 0.00620 -0.00133 -0.00325
- - - (0.0160) (0.00169) (0.00232)
Upper MC - - - 0.00637 0.000992 4.74e-05
- - - (0.0178) (0.00321) (0.00275)
Education -0.187** 0.0135 -0.0172 -0.0999 0.0179 .000690
(0.0721) (0.00896) (0.0153) (0.108) (0.0187) (0318
Population (In) -0.289 0.0233 -0.0556 -0.337 0.0142 -0.0616
(0.386) (0.0344) (0.0382) (0.228) (0.0322) (0.0382)
Polity2 -0.108* 0.00789 -0.0209*** -0.136*** 0.0063 -0.0271%**
(0.0554) (0.00638) (0.00616) (0.0417) (0.00619) 0@B31)
FDI -0.0209 0.00186** -0.00689** -0.0157 0.00227** -0.00503**
(0.0133) (0.000899) (0.00262) (0.0142) (0.00110) .0@@93)
Natural rent 0.0581** -0.00305 0.00797 0.0420* aR02 0.00561
(0.0262) (0.00245) (0.00570) (0.0235) (0.00270) 0@as50)
Phone coverage -0.00313 0.000512 0.000399 -0.003230.000521 0.000469
(0.00519) (0.000575) (0.00118) (0.00415) (0.000611)0.000770)
Trade openness -0.00461 0.000272 -4.25e-05 -0.009290.000292 -0.000453
(0.00768) (0.000547) (0.000975) (0.00570) (0.000592(0.000741)
Observations 288 291 291 288 291 291
Countries 91 91 91 91 91 91
Time FE Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes
AR(2) 0.864 0.115 0.107 0.636 0.178 0.133
Hansen (p-value) 0.300 0.670 0.177 0.245 0.300 20.44

Robust standard errors are in parenth&imnificant at *** p<0.01, ** p<0.05, * p<0.10, N§>0.10

To complete the picture of productive structure,ttugs analyze the effects of the size of the
middle-class on export concentration (from the Ikl UNCTAD) and export quality from

the IMF. The IMF uses a gravity model to isolate tiquality” component of average trade
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prices (observable for each product category). i8sussed by Lectard (2017), the limitation
of this indicator lies in the limited set of expédary variables used in the estimation and in
the fact that it does not capture the differentiakevel of quality of a product. A better
indicator would be the PRODY (HHR, 2005), basedhm composition of the export basket
and the countries’ income lev This dimension is captured by the economic coniplex

index we use in the following section.

As we see in Table 2.10, the size of the middlescldoes not explain the concentration and
quality of exports— rather, for the latter, onlg thize of the rich group matters. The size of the
upper middle-class group has a weakly positive etation with export quality in upper
middle-income countries (Appendix 2.9, column 6)s, Ay definition, these indicators
exclude non-exported goods, the absence of signifiesults may simply mean that middle-
class-driven mass consumption essentially concpraduction destined for the domestic
market. The structure of distribution, in genedides not seem to have an effect on export
diversification and only barely on export qualigt the top of the distribution). Consistent
with the conclusions of Desdoigts and JaramilloO@0 we can assume that export volume
and structure are more affected by the world masizet; thus, less by the size of the domestic
middle-class and more by that of the world middiss. In the next section, we analyze the
relationship with the economic complexity index,igbhis a more comprehensive indicator of

exports structure, to complement our findings.

3.3Middle-class and economic complexity

The economic complexity index (ECI), available #orelatively large number of countries,
integrates the dimensions of diversification anphsstication®’ In other words, this indicator
measures the knowledge in countries as express#telnoods they produce and reflects the
countries’ capacity to produce sophisticated prtglusased on their productive know-how,
especially the most complex and specialized of. tAicording to the Atlas of Economic

Complexity,

“The economic complexity of a country is calculdbeded on the diversity of the
exports a country produces and their ubiquity, loe humber of countries able to

produce them (and those countries’ complexity).r@aes that are able to sustain a

8 See Lectard (2017) for a comprehensive reviewdiscussion of this literature and the indicatorsxrport
diversification and sophistication.
8" Nevertheless, they are available for only 77 coestn our sample.
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diverse range of productive know-how, includingssficated, unique know-how,
are able to produce a diverse range of goods, uhialg complex products that few

other countries can make®

Hausmann et al. (2014) argue that the ECI is noklyp@ measure of export diversification,
but rather it reflects the embodied knowledge andwkhow in a population, indirectly
capturing the quality of its institutions. The ERads been found to be a good predictor of
current or future economic growth (Hidalgo and Haasn, 2009) and income inequality
(Hartmann, Guevara, et al., 2017; Hartmann, Jagadfoa, Guevara, Simoes and Hidalgo,
2017). Thus, integrating this variable into ourlgsia helps us to observe the contribution of
the middle-class to the complexity of the econommpugh supply-side (skilled labor and

innovation) and demand-side effects.

Table 2.11 presents the results of the regressinnsClI for the entire sample. The patterns
are the same for the samples of low- and middlesre countries (Appendix 2.10). To verify
whether the influence of the middle-class is chéthéhrough human capital or institutional
guality, we introduce these variables gradually.eWlkve do not control for them, the size of
the middle-class, specifically the upper middlesslahas a positive impact on economic
complexity (column 1 and 2). The addition of thditgoscore, without education, gives the
same results with a smaller magnitude (column 5 @ndut the effect of the size of the
middle-class vanishes when we control for the lefeéducation, while the upper middle-
class maintains its significance (column 3 andNy.middle-class variable is significant for
the full specification (columns 7 and 8), confirmithat the effects of the size of the middle-
class on economic complexity are channeled thrabgh knowledge and know-how gained
from education and necessary to promote innovatih support modernization. Chun et al.
(2017) observe evidence of partial correlationsveeh the middle-class, measured by the
expenditure share of the middle 60%, and laborefgrowth, and argue that this could come

from the skill levels associated with this group.

As previously discussed, the interconnection betwskill endowment and consumption
structure makes it difficult to perfectly disentésghe two-channels effect. The model of
Desdoigts and Jaramillo (2017) suggests that a largldle-class spurs the learning process
by stimulating the differentiation of domestic puoation, thereby gradually improving the

capacity of all firms, domestic market-oriented angort-oriented ones, to produce more

8The data are available lattp://atlas.cid.harvard.edu/rankings
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sophisticated and

internationally competitive goodbhe feedback effect

of the

industrialization process results in the improvetradrthe well-being of the middle-class and

increased capacity to invest in higher educatiamclvupgrades the skills it can offer in the

labor market. Nevertheless, our strategy allowstasclarify some of the mechanisms

proposed in theory.

Table 2.11 Two-step GMM estimation of the effect othe middle-class on the economic
complexity index for the entire sample

Education and polity

Education Polity score
score
1) (2) 3) (4) (5) (6) (1) (8)
Middle-class 0.0193** - -0.00521 - 0.0191** - -0.00381 -
size (0.00698) - (0.0322) - (0.00727) - (0.0346) -
Rich 0.00644* - 0.00457 - 0.00437 - 0.00378 -
(0.00355) - (0.00466) - (0.00522) - (0.00507) -
Poor - 0.0140 - -0.00310 - 0.0142 - -0.00133
- (0.00919) - (0.00601) - (0.00885) - (0.00603)
Lower MC - 0.00733 - 0.0150* - 0.0161 - 0.0115
- (0.0225) - (0.00866) - (0.0236) - (0.0109)
Upper MC - 0.0276** - 0.0158* - 0.0322%** - 0.0148
- (0.0114) - (0.00842) - (0.0114) - (0.00962)
Education - - 0.172 0.123* - - 0.153 0.141*
- - (0.120)  (0.0669) - - (0.131)  (0.0741)
Population  .0.217 0.0109 0.166 0.262  0.0824  0.348** 0.303 0.313*
(In) (0.437)  (0.287)  (0.174)  (0.220) (0.345)  (0.170)  (0.226)  (0.133)
Polity2 - - - - 0.0279  0.0624 0.0403 -0.0189
- - - - (0.0820) (0.0497)  (0.0547)  (0.0411)
FDI -0.0214 0.0203 -0.0227  -0.000138 -0.0112  0.0484 -0.0190  -0.00326
(0.0180)  (0.0550)  (0.0453) (0.0112) (0.0176) (0.0453)  (0.0512) (0.00799)
Naturalrent  .0.0203  -0.0415** -0.0371* -0.0453** -0.0174 -0.0248  -0.0320** -0.0574**
(0.0135)  (0.0142)  (0.0146)  (0.0224) (0.0296) (0.0149)  (0.0134)  (0.0235)
Phone 0.000868  0.00257  0.00973  -0.00132 0.000310 -0.00294  0.00796 -0.000163
coveragé  (0.,00381) (0.00881)  (0.0142) (0.00286) (0.00461) (0.00841)  (0.0168)  (0.00388)
Trade -0.00406  -0.000949  0.00439  0.00231 0.00207 0.00375  0.00650  0.00359
openness  (p.00858) (0.00589) (0.00896) (0.00581) (0.00713) (0.00645)  (0.00877) (0.00321)
Constant 0.392 -0.942 -2.773 -2.052  -1.109  -2.598**  -3.342%  .2.324%
(1.938) (1.298) (2.118) (1.270)  (1.918)  (0.942) (1.991) (0.788)
Observations 253 253 253 253 253 253 253 253
Countries 77 77 77 77 77 77 77 77
Sample ALL ALL ALL ALL ALL ALL ALL ALL
Time FE Yes Yes Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes Yes Yes
AR(2) 0.119 0.172 0.104 0.101  0.200 0.379 0.211 0.105
\'j;‘lzz;*” (- o651 0.502 0.776 0.467  0.405 0.397 0.688 0.690

Robust standard errors are in parenth&igmnificant at *** p<0.01, ** p<0.05, * p<0.10, N§>0.10
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3.4 Middle-class and imports: volume and diversificatio

The role of the middle-class in mass consumptionds limited to the domestic market.
Following the modification of the taste and constiorp behavior of the middle-class,
domestically produced goods may be insufficients&isfy their needs (UNIDO, 2018).
Furthermore, in developing countries, consumptienaviors and preferences are a marker of
social class. For instance, in China, eating “glblbaods is perceived as a symbol of
prosperity, prompting local production and imparfs“Western” foods, and the brands are
essential determinants of consumption choices (ZB608). Tschirley et al. (2014) discuss
the challenges in the provision of processed fomdiycts in Africa and the implications in
terms of imports. Even if the middle-class prefeeeffior imported products may not equal
that of the rich, in the context of an open econpfiiyiey become a component of demand for
either the home good or the substitute producedoatr depending on the level of
international competitivenesgDesdoigts and Jaramillo, 2009: 249). The middkess in
emerging economies has often been viewed as at@btesplacement for the shrinking
Western middle-class (Kharas, 2010). Marketingraed studies and reports by private banks
often emphasize the opportunities provided by tlibal middle-class in terms of market
outlet (e.g., Cavusgil et al., 2018; Dobbs et2012; Wilson and Dragusanu, 2008).

A straightforward way to verify these hypothesesoisegress the volume of imports on the
middle-class size and an additional set of contidle can also take advantage of the data
provided by the UNCTAD on import diversification assess the extent to which a large
middle-class influences the structure of importse Thodel specification includes population
size, the share of industry in total value added] tiade openness — now measured by the
variable “freedom to trade” from the Fraser Ing&fuvhich captures tariffs barriers that can
undermine the flow of traddhis indicator encompasses a wide variety of regfahat
affect international exchange: tariffs, quotasdeid administrative restraints, and controls on
exchange rates and the movement of capital. We thmitvariables of institutions that are
strongly correlated with this indicator. Followinthe standards in the literature on
international trade, we also include the real erglearate, whose value is a determinant of
competitiveness (Chow and Chen, 1998; Jongwanichkahpaiboon, 2013), and internal
distance from the CEPII, which measures the aveudig&ance between producers and
consumers in a country (Head and Mayer, 2010).
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Table 2.12 Two-step GMM estimation of the effect athe middle-class size on the volume and concentran of import

Import volume

Import concentration

Import volume

Import concentration

(1) (2) (3) (4) (5) (6) (7) (8)
Sample ALL ALL ALL ALL UMIC UMIC UMIC UMIC
Middle-class 0.296*** - -0.000518 - 0.827*** - 0.000520 -
(0.108) - (0.000415) - (0.270) - (0.000889) -
Rich -0.109 - -0.000274 - -0.813 - -0.000107 -
(0.133) - (0.000259) - (0.940) - (0.00277) -
Poor - -0.0356 - -0.000265 - -0.0992 - -0.00206***
- (0.416) - (0.00119) - (0.286) - (0.000662)
Lower MC - 0.465* - -0.000492 - 0.781* - 0.000869
- (0.265) - (0.000962) - (0.443) - (0.00123)
Upper MC - -0.0601 - -0.000245 - -0.00231 - -0.00241**
- (0.540) - (0.00126) - (0.387) - (0.00116)
1.007 0.197 0.00204 0.00362 2.150** 0.694 0.00133 0.000110
Industrial share (0.706) (0.735) (0.00189) (0.00238) (0.986) (1.087) (0.00213) (0.00295)
-4.442%* -4.595** -0.00238 -0.00268 -7.163* -6.421 -0.0100 -0.00530
Population (In) (1.768) (2.051) (0.00612) (0.00619) (3.712) (4.345) (0.0118) (0.0120)
Exchange rate -0.00236*** -0.00152 -2.86e-06 -5.51e-06 -0.00344*** -0.00206 -2.80e-06 -1.34e-06
(0.000883) (0.00120) (5.16e-06) (6.86€e-06) (0.00122) (0.00153) (3.49e-06) (5.57e-06)
-0.0152* -0.0133 -2.05e-05 -3.36e-05 -0.0159 -0.0151 3.59e-06 3.38e-05
Internal distance (0.00882) (0.00939) (1.99e-05) (2.70e-05) (0.0103) (0.0153) (3.33e-05) (3.65e-05)
-0.603 1.603 -0.000316 -0.00661 0.676 0.322 0.00223 0.0136
Freedom to trade (2.032) (3.878) (0.00643) (0.00918) (2.782) (3.090) (0.00581) (0.00909)
Constant 27.86* 37.30** 0.105** 0.106* -38.32 21.94 0.0533 0.0886
(15.92) (15.81) (0.0475) (0.0551) (50.55) (54.08) (0.0929) (0.130)
Observations 279 279 279 279 125 125 125 125
Countries 91 91 91 91 36 36 36 36
Time FE Yes Yes Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes Yes Yes
Instrument 15 15 15 15 15 15 15 15
AR(2) 0.411 0.951 0.322 0.368 0.642 0.859 0.524 0.102
Hansen (p-value) 0.170 0.101 0.723 0.560 0.245 0.104 0.205 0.401

Robust standard errors are in parenth&ignificant at *** p<0.01, ** p<0.05, * p<0.10, N§>0.10
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We observe significant results for the entire sampl Table 2.12. A larger middle-class is
found to be a significant determinant of importsl@enn 1). The magnitude of the effect is
even greater in upper middle-income countries (oolb). More specifically, the size of the
lower middle-class is the most significant factoolmns 2 and 6), since the upper middle-
class is not significant in any model. Similarligetsize of the rich group is not found to be

significant.

We find no significant results for the sample oWwl@and lower middle-income countries
(Appendix 2.11). It is also noteworthy that, in themple of upper middle-income countries,
the size of the poor and the upper middle-classdagatively associated with import
concentration, indicating that the middle-classasthe only group that consumes a relatively
large variety of products. Since the poverty thoéghn our framework corresponds to USD

10, this trend may also be driven by vulnerableigso

Conclusion

The implication of a global middle-class is put theanto words by Wheary (2009:16), who

says,

“With basic needs cared for, the middle class is tefocus on larger pursuits —
from trivial diversions to new purchases, from Ipgsis ventures to political
engagement. The result is a ripple effect thaelisdround the world. Think of the
emerging class as a self-perpetuating group. Theemesources members have, the
more products and services they buy. The demanthése products and services
creates new jobs and business opportunities thatvabthers to enter the middle

class. And so goes the cytle

This chapter provides empirical support on the iogtions of the expansion of the middle-
class for socio-economic transformation. More dp=dly, we focus on the *“global
consumers,” defined as people with an income of UREB0 per day. By splitting this
income range into sub-groups of lower (USD 10-2@) apper (USD 20-50) middle-class, we
gained a complementary perspective. The inclusfdhe population share of the rich in our

models was also informative, as the two income gsaften display opposite tendencies.

In the first section, we analyze the relationshgiween the expansion of the middle-class,

consumption, investment, and public expenditure. ivid that a large middle-class is
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associated with a higher demand of public transiassubsidies and public investment. This
effect seems to be driven specifically by the sizéhe lower middle-class in upper middle-
income countries. We do not find any evidence &fedentiated behavior depending on the
political regimes. According to Birdsall et al. (0, during the 1990s, public resources were
mostly allocated to social programs benefiting pbouseholds at the expense of services
aimed at the middle-class, which then deterioratad to a lack of public funding (for
examples, in the Czech Republic, Egypt, Mexico, Brakil). Our results indicate that a more
prominent and thus influential middle-class mayabée to reverse this trend. Our results on
investment are weaker, significant only for the plamas a whole, and can only be interpreted
in terms of partial correlation. It seems thatrgéa lower middle-class does not have a strong
influence on private investment — and its influemceertainly weaker than that of the rich.
Regarding consumption, as the middle-class expamsistent with an increasing income,
the share of its income allocated to consumpti@mseto decrease, which indicates that the

middle-class has a stronger preference for savings.

The second section deals more specifically withréiaionship between the expansion of the
middle-class and structural transformation. We fiadust evidence of opposing patterns for
the middle-class and the rich. First, if the expam®f the middle-class and the rich prompt
the shift from an agriculture-led to an industrg-keconomy, only a larger middle-class — by
demanding more goods and providing relatively sHillabor — supports the development of
the manufacturing sector. In particular, we finddence that the upper middle-class plays an
important role in the modernization of productidiough its knowledge and know-how
gained from education. However, unlike the riche timiddle-class does not contribute
substantially to the expansion of tertiary actesti in particular, the most modern ones. The
global middle-class does not seem to influenceettient of the diversification of the basket
of exports. However, our results on volume of intp@uggest that they do indeed contribute
to global mass consumption, especially the midtdescin upper middle-income countries. A
more finely grained analysis, using disaggregated tbr the structure of sector value added

and on the structure of consumption and importsilevprovide a more complete picture.
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Chapter 3

The dynamics of middle-class in a middle-
Income country: characteristics and
determinants of mobility in Turkey from
2010 to 2013

Introduction

The previous chapter has documented the macroecohewvel implications of the middle-
class in middle-income countries. However, desjhigeshared foundations, a microeconomic
close-up seems necessary to grasp the contextdmpemechanisms related to this class.
Nonetheless, in the growing literature, the welfdy@mamics inside the middle-class range
have received little attention, if not through maseciological and political economy
perspectives. Empirical evidence still need to lmwipled to ascertain the validity of the many
hypotheses raised in this literature. Poverty itemmsand mobility that allow people to escape
poverty have been fairly widely investigated andvite some insights. One may argue that
transitioning into middle-class and transitioning of poverty are two sides of the same coin.
Research on poverty dynamics are important andnrdtve, but by bundling all people that
escaped poverty in the group of “non-poor,” theyyaddress partially the issues related to
the well-being and dynamics of the middle-classcéRé studies have sought to deepen the
understanding of the non-poor population structuré needs. They have started to part ways
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with a bipolarized view of the distribution of ino@ that assumes that the middle-class refers
to those left in-between two extreme poles, narttedypoor and the rich (Birdsall et al., 2014;
Ravallion, 2010; World Bank, 2018a, 2018c). In dea®, we follow the same path by
dividing the standard middle-class income range tmto categories, and we find that each
stratum of the “middle-class” matters in differevays for economic growth. Kodila-Tedika,
Asongu, and Kayembe (2016) find that some macragoanvariables do not have the same
impacts depending on the category of middle-class &himeles and Ncube (2015) provide
evidence that social stratification depends onviddials or households characteristics such as

the level of education, the occupation, culturalkgmound and their network.

In theory, the position of each individual in thistdbution and the middle-class group they
belong to can be subject to changes through tineetalwarious exogenous and endogenous
factors. This is where an analysis of the middésslin terms of trajectory by mobilizing
concepts such as economic mobility and transitmmes in handy. The social desirability of
economic mobility is debatable (Jantti and Jenk204,3) because, on the one hand, economic
mobility can be viewed as “positive” regarding tygportunity of climbing the social ladder.
On the other hand, too much mobility can be anceir of economic insecurity since it
would indicate that many individuals are unablastbilize their living standards in the short,

medium or long-run.

For this study, we choose the case of Turkey, gemumiddle-income country that figures
among the countries that are experiencing a miohdieme trap in Chapter 1. Combarnous et
al. (2018) provide a very comprehensive monograplhe middle-class in Turkey. Relying
upon previous studies and their statistical ingasion, they emphasize the specificity of
Turkey's middle-class within which two distinct gps can be identified. On the one hand, a
well-established middle-class, economically stabhej sharing “superior” values such as the
importance of ecological issues, originated frora ffurkish political bourgeoisie. On the
other hand, the new middle-class is composed oivithehls characterized by typical
behaviors of emerging countries’ “new riches” amgupying jobs such as entrepreneurs or
retail traders. Their consumption behavior tendsnitate the western way of life with a lot of
ostentatious expenditures, mostly related to th& nechnology of information and
communication. Although they are quite stable witgard to their aspiration (values and
issues), they tend to be economically vulnerabteesithey depend on borrowing to sustain

their living standards. The desire to climb thededis a common feature of those new
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middle-classes. Even though such observations ragsg/ questions related to the mobility
across classes and the determinants of such sasta&int, empirical studies on welfare

dynamics in Turkey are limited in number.

This chapter attempts to contribute to this literatby analyzing those patterns within an
essentially economic framework, focusing on medierm mobility. We examine the
patterns and determinants of economic mobility s&rthe middle-class. Although the
analysis of intergenerational mobility would havewpded other insights, the short timeframe
covered by our data does not allow such an analysiether originality of this study
concerns the method of construction of classedlanébcus on transitions into and within the
middle-class rather than mobility in the entiretualgition, positional changes captured by
percentile changes, or determinants of exit fromepty. Even if we keep an economic
definition of middle-class based on income thredfolve turn to the concept of polarization,
namely the framework proposed by Esteban, GradinRay (1999) in an attempt to capture
the “identity of class" and to reduce the degrearbftrariness in the classificati6h Such
identity translates into a level of homogeneitythie aspiration and behavior of the middle-
class significant enough to distinguish them fréwa tich and the poor (Birdsall, 2010).Using
Turkey's Income and Living Conditions Survey pargdta from 2010 to 2013, our
investigation follows four steps. First, we ideptibur economic classes of households based
on their total disposable income. Then, we usest@@rtaining to economic mobility and
transition to explore the changes occurring in dieribution of the Turkish middle-class
during the period. We start with a descriptive gsial of the intragenerational economic
mobility within and between the middle-class. Aftard, we analyze the socio-economic
determinants of economic mobility and transitiotoithe middle-class group.

The chapter is organized as follows. In sectiowéd set the scene with a presentation of the
context in Turkey and an overview of the literatuf@en, we turn to the quantification of
income mobility in section 2 in which we discuse theasures and methods. After presenting
the data in section 3, section 4 provides a desezipanalysis of the middle-class and
mobility. After section 5 presents the econometnethods, sections 6 and 7 discuss the
empirical results. Finally, section 8 proposes soatristness checks before the last section

concludes.

8 See General introduction for a discussion on thille-class definition and measurement.
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1.Context and literature review

Before broaching the subject of economic wellbeihgs essential to understand the context
and economic structure of Turkey before and duflif§0-2013 because they affect social
stratification. The overview of the literature ohetmiddle-class in Turkey provides an

additional interpretative framework to the micredeédynamics

1.1.Turkey’s macroeconomic context

Turkey has become a lower middle-income countrihe11950s based on most international
classification. According to our calculati8hTurkey has stayed at the lower middle-income
level for 51 years starting in 1952. The econonmergence of Turkey started in the 1980s
with its integration in the global economy followirthe reforms of Turgut Ozal, but the
change of regime in 2001 is the main turning pdiatt led to a significant acceleration of
economic growth that reached an average rate ofl&i%hg 2002-2011 (World Bank, 2014).
The major socio-economic transformations that wedeiced over the years resulted in the
transition of the country into the upper middleane category in the early 2000s. However,
Turkey has suffered a slowdown since the mid-2088sing the worry that the country may
be trapped at the middle-income level. The glolsahemic crisis is partially responsible for
the downfall, with a notable reversal of some pisi€ positive trends in the income
distribution. However, Acemoglu and Ucer (2015)entitat the deterioration of the Turkish
growth dynamics had started around 2007 beforegtbleal crisis attained its peak. They
suggest that the reasons behind the economic #tichs can be found mostly in the
institutional dynamic§® The Turkey of 2010-2013 is thus a country withn#igant
economic and social achievements, but still chareegd by some enduring weaknesses,

some of them worsened by the crisis.

The World Bank (2014) highlights eight principakas to describe Turkey's economy. First,
thanks to the trade policies implemented sincel880s’? Turkey’s integration in the global
value chain has increased with the share in gloijadrts (respectively exports) that has been

% We apply an adjusted classification of the WorkthB to Maddison data. See Chapter 1 for the detathe
calculation.

LIt includes the strengthening of the AK party’syew and position without a strong-enough civil sogiand
opposition to balance it and the deterioratiorhefielationship with the European Union.

% They include the trade liberalization of the 198G Customs Union agreement of 1995, and the amiai
diplomacy to expand Turkey’s presence in new markethe 2000s (World Bank, 2014).
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multiplied by more than three (respectively by four 2011. Secondly, Turkey has a robust
financial sector characterized by financial st&piind better access to banking for the private
sector. This, combined with an overall improvemémtthe business environment, has
contributed to the dynamism of the private seclorturn, private investment has helped

upgrading connectivity, logistics (communicatiomansportation) and infrastructure that

supported advancement in the other areas. In phvath that, the fiscal consolidation in the

early 2000s allowed the relocation of budget toltheand education expenditures that have
funded drastic reforms in the education and heatthsystem, notably with the Health

Transformation Program (2003 — 2013). Thanks ta, tla@cess to health service has
improved; primary education is mostly universald ahe education outcomes have been
better, as shown by the PISA scores (OECD, 2016).

A key explanation to Turkey’s transformation is thpidity of urbanization, accompanied by
structural changes that have drastically affectesdliving standards of the population. The
reduction of the informal sector and job creationthe modern sectors of service and
technology raised the number of opportunities a#f a® the quality of employment, and
consequently the living conditions (housing, accégsheating and electricity, better
education). Turkey even managed to counter thenuettal effects of the crisis bringing its
employment rate to 25% higher than the pre-cresiell (World Bank, 2014). This, coupled
with the implementation of incentive policy measyrmcluding reduction in the tax wedge
and social security contribution, has contributedhte increasing participation of women in
the labor market. For instance, the participatiate iof women between 25-54 has increased
from 29.3% in 2008 to 37.3% in 2012 (OECD, 2014).

The shift from agriculture to manufacturing andvesss has accelerated during the previous
decades bringing the share of employment in matwiag to 55% by 2011, and 49% of the
new net employment generated during 2005-2011 wabwded to the private service sector
(World Bank, 2014). However, the OECD (2014) rese#lhat most workforce in the
segmented business sector is still concentratémhirproductive activities. They identify five
types of firms with different performance, organiaa and working conditions. Of them,
micro-enterprises and small and medium businessmsaiat respectively for 45% and 35% of
total business sector employment. The remaining a@4ocated in large family firms (about
15%) and institutionalized corporations (less tl8%). The most sophisticated start-ups

represent only 1% of employment.
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Informality®® fell from 53% to 44% between 2004 and 2008, amgpled to 37% in 2013 but
remain rather high. Informal employment is chanazéel by lower wages and lack of
protection excluding most households with informvark heads from the public social safety
nets (World Bank, 2010). Young, older - mostly nedi or past formal retirement - workers
and women, especially the less educated ones, herembst affected. The decline in
informality is mostly due to the migration of theoskforce out of agriculture into more
formal sectors in urban areas and the drastic messagainst the informal sector
implemented by the government in 2009. All in #tlere is still room for improvement in

each area if Turkey wants to measure up to morarashd economies.

The pre- and post-crisis decades have been charadidy the improvement of the living
conditions of the poor, reducing the poverty ratd aonsecutively spurring the expansion of
the “middle-class.” Azevedo and Atamanov (2014)veltbat contrary to the redistribution-
led change in the distribution of income in Latimé&rica, the improvements in Turkey’s end
come from the performance in terms of inclusivewglo Between 2002 and 2011, the
proportion of poor people living below a povertgdiof USD 5 in PPP, has dropped from
44% to 22%, with 89% of this reduction driven bywth. This “middle-class” in turn has
played a major role in supporting domestic demamdi iavestment as well as in demanding

better public policies and services (World Bank1£0

1.2.The middle-class in Turkey: stylized facts

If the interest in the case of Turkey has increasedntly, there are still few empirical studies
on its middle-class. However, there is a rich éitare adopting historical, political-economic
and sociological perspectivesEven though our investigation does not adopt suchngle,
Combarnous et al. (2018)have skimmed through this literature and broughlight some
interesting facts that could be helpful in underdtag the profile of the middle-class in
Turkey. Prior to the 1980s, the middle-class wasnimaanalyzed through the national
bourgeoisie angle. During this period, the Commaitté Union and Progress promoted the
idea of a “Turkish bourgeoisie” that included thaiddle-class” by consolidating the small
businesses on the one side, and the bureaucratsrafiedsionals on the other side (Ahmad,

% Informality is defined here as the proportion afrikers unregistered for social security.

% There are also growing marketing studies tryingiike a characterization of the new middle-classemers
in Turkey. See for instance Belbat al. (2019) and Uner and Gungordu (2016).

% Rather than making repeated references, we natéHis section, as well as most references dsegtounded
on Combarnous et al. (2018).
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2009). This new conservative bourgeoisie, whickti$ part of the current “middle-class,”
thus originated from the 1950’s Democratic Partyl &me current AKP (The Justice and
Development Party). Since 1980, Turkey has impldéatea number of policies to further the
integration of the country into the free markettegs that would, at the same time, benefit
and penalize different groups in the soci®tythis process propelled the emergence of a
group that has since been referred to as the “naldlesclass” and is composed of people
working in service activities, mostly college gratks that are well integrated into the global

network and have new consumption preference anavimah

From the late 2000s onwards, the studies on thaleitlass either adopted a Weberian
approach focused on the questions of status, ina@mleconsumption, or a more Marxian
approach focused on the casualization of the mididies labor and the labor-capital conflict.
Studies of the latter category observe that the® lteen an increase in the size and the
insecurity of the working class, without necesganieaning an expansion of the middle-
class. Kurtuly (2012) stresses the existence of segregationniiti@ so-called middle-class:
on the one hand, the capitalist class benefits frmmsecurity, and on the other hand, the
working class suffers from the consequences ofrlabarket flexibility (casualization, job
insecurity, and uncertainty on working condition§ome empirical papers confirm the
increasing earning and income inequality followitihge 1990 trade liberalization and the
resulting skill and low-skilled divide (Elveren, Qik, and Akel, 2012; Kizilirmak, 2003;

Ornek and Elveren, 2018, without specific evidence on the middle-class.

As regards their behaviors in terms of consumptiond occupation, many researchers
emphasize the existence of heterogeneity withinntidlle-class. For instance, Ustiiner and
Holt (2010) make the distinction between middlesslavith inferior and superior cultural

capital, which have a more western-like consumppoeference. Within the new middle-

class, Dary (2001) distinguishes those who are office workpossess a college degree, and
have adopted a western lifestyle, from the lesscated businessmen, retail traders and
entrepreneurs. More recently, using multidimendictassification, Combarnous et al. (2018)

% This motivated the emergence of new studies onnituglle-class in the 1990s that investigated hoev th
economic changes have impacted and disrupted ti@ $media, daily life, relationship and interactibetween
different groups) and cultural spheres.

9 Kizilirmak (2003) found that the 1990 trade libération increased earning inequality between tkidles!
worker, more demanded on the labor market and higther wages compared to the low-skilled workengriiy
1980-2001, income inequality has also increasedtaltiee decrease in real wages, changes in thal fisticy
favoring the rich, education inequality and aburndaigration from rural to urban areas (Elveren, éxnand
Akel, 2012).
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identify four middle-class groups differentiated stip by the occupation and education level
of the household heads: a group of retirees aradivea a group of household heads working
in the farming business; a group of employees e dbcondary and tertiary sectors; and a
superior group of employers and managers. Thedirdtfourth group echoes, to some extent,
with the “old middle-class” while the second andrdhgroups relate to the “new middle-

class”. They conclude that, at the very least, Tthekish middle-class has a dualist structure
with one side including well-educated and qualifipelople often occupying intellectual

profession; and another side composed of retaletsy artisans, employees and agriculture.

All these studies confirm the necessity of consigdeat least two groups of middle-class in
Turkey with distinct socioeconomic characteristios the one hand, some of their behaviors,
like their inclination toward ostentatious consuiopt(vehicles, houses, NTIC), may be the
manifestation of their desire to distinguish thelvse from lower social classes (Goux and
Maurin, 2012). On the other hand, their charadiessand aspiration may shape their
strategies as well as their political and econdmeicaviors in a way to secure or improve their
position in the distribution of income. Such comsation raises questions on the determinants
of changes in the social stratification of TurkEéyom the previous sections, we can assume
that those changes always went hand in hand wehttéinsformations occurring in the
economic and political structure. The successiveeegaonents designed policies that
contributed to the promotion of different “middl&ss” groups, ranging from the industrial
and bureaucratic elite under the CHP in the 19R@yder, 1989) to the actors in the private
sectors in the 2000s under the AKP (Keyman, 2012).

Although the question can be tackled through addogic standpoint, we will adopt an
economic approach in terms of economic mobility. Assume that social mobility in a
country translates, to some extent, into changessidistribution of income and the other
dimensions (for instance, educational backgroumtupation, and gender) are viewed as

potential determinants of such dynamics.
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1.3.Economic mobility and welfare dynamics: an overvigiihe

literature

There is neither a universal definition nor measafreconomic mobility, thus the importance
of clarifying the concept. Ferreira et al. (2013,24) give a rather complete yet
straightforward definition. Economic mobility cae lapprehended ashe transformation of
the vector of incomes (or some other measure dfbeelg or economic achievement) in an
initial period into another income vector in a sadoperiod, and possibly onward to
subsequent periodsBaulch and Hoddinott (2000, p.6) define economobility as the
“long-term processes via which households change tettive rankings in the entire
welfare distribution” Jantti and Jenkins (2013) provide the most receview on the set of
studies that deal with theoretical and technic@leas of economic mobility regarding the
definition and measure of mobility as well as thetimodological, empirical and data issues
(see for instance Cowell and Flachaire, 2018; Deamd Lanjouw, 2013; Fields, 2000, 2006,
2010; Fields and Ok, 1999a, 1999b; Shorrocks, 15@&ne of those studies are assorted with
simulation or empirical evidence on the evolutiandavers of welfare dynamics in one or
more countries. Within the economic mobility franmety one can analyze changes in the
position of individuals in the income distributioAs noted by Fields (2006), most studies do
so through the mean number of quantiles movedyien upward jump, and the likes. There
are also studies on poverty dynamics that exantieeentry and exit from poverty using
transition matrices (see, for instance, Baulch ldoddinott, 2000; Dang and Lanjouw, 2013;
Lee, Ridder, and Strauss, 2010).

Apart from that, mobility across classes has reagbivmited attention in the economic field.
The conceptual framework proposed by Dang and Lawmj(2017) recently can be used to
estimate two vulnerability lines, based on the pyvéhreshold and risk of falling into
poverty, thus allowing the construction of threeame groups. Lopez-Calva and Ortiz-Juarez
(2014) use a regression-based approach to estimatemcome level associated with a low
probability, lower than 10%, of falling into povertThey then show that the middle-class
delimited in this way has socioeconomic charadiesgshat significantly differ from the other
categories. Castellani, Parent, and Zentero (28hd)yze the determinants of belonging to
the middle-class defined in relative terms in savéatin American countries. However, to
the best of our knowledge, only a few studies itigage the determinants of transition into
(for instance, Shimeles and Ncube, 2015) and a¢hessniddle-class, and little is known on
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mobility within this class either. To our knowleddgxhotte, Zizzamia, and Leibbrandt (2018)
are the first and only ones to provide an assessofahe events that trigger entries in and

exits from the middle-class.

Because the analysis of income mobility requiresdgquality data, applied researches on
developed countrié$ are more common than on low and middle-income t@sm In
general, although such studies are context-speaifid few are comparable due to the
variations of the methodology, the empirical litera so far converges on the role of
demographic and economic characteristics of thesétwmalds and the household heads to
explain mobility. For instance, using a multivagi@nalysis, Woolard and Klasen (2005) find
that demographic and employment changes are thé impsrtant determinants of income
mobility in South Africa between 1993 and 1998.|dseet al. (2003b), provide quite valuable
evidence from the comparison of mobility in fourdaiie-income countries of the mid-1990s,
namely Indonesia, South Africa, Spain and Venezusiag longitudinal panel. Besides, they
use non-parametric estimations to analyze moreelglothe relationship between initial
position in the distribution and mobility. They @irevidence of the convergence in income for
the poorest households, and, based on estimatgdtdom income, that those with lower
predicted income experienced as much income gairthase with higher predicted income
except in Indonesia. Finding similar patterns iretMNam between 2004 and 2008, Brand-
Weiner and Francavilla (2015) suggest that thikeces the absence of low-income traps since
poor households can climb the ladder when favorabialitions are created. Their empirical
assessment stresses the importance of househojobsition and changes in the household
head’s sector of activity and occupation as drivéfrabsolute economic mobility. They also
reveal the existence of high dependence on pritratesfers that hinders the ability of

households to move upward, as well as an ambigfimesmpact of education.

Building on their previous study, Fields et al. @3@) run multivariate regressions on the
difference of log income and then decompose thgualky of income changes in these four
countries. They confirm their previous finding ohetimportance of initial income in

explaining mobility together with the changes ire tamployment status of the household
head, whereas human capital characteristics araftauaccount less for income changes. On
a larger scale, Ferreira et al. (2013) rely onrgdalataset covering 10-15 years, which they
constructed using data from the Socioeconomic DRatabfor Latin America and the

% There is quite an extensive literature on econambility in the United States for instance.
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Caribbean (SEDLAC), to document in details mobiiityLatin America with a particular
focus on the middle-clasé.They find limited intergenerational mobility, iromtrast with an
increasing intra-generational mobility. If the mieldlass presents socioeconomic
characteristics that are quite distinct from thkeotclasses (high level of education, more
urbanized, with formal employment, predominanceseivice activities), they suggest that
this is not the case for their values and aspinatiés for the drivers behind the expansion of
the middle-class, they attribute it mostly to alitconditions (initial level of inequality) and
redistributive policies. Using a strategy that w®keto account both the risks of falling into
and (re-)escaping from poverty, Schotte et al. 80dhed light on the stability of the
vulnerable and middle-cla$8 in urban South Africa between 2008, 2010 and 20t&ir
findings suggest that better and stable jobs, as@® in labor earnings, decreases in
household size and changes from a female to a hmlsehold head are associated with a
higher likelihood of entering the middle-class. @® other hand, increases in non-labor
income (government grants and transfers, insuratuass from banks) serve more as buffers
against shocks and stabilize their position.

Studies on economic mobility and poverty dynamicSurkey are relatively scarce. Using
the Survey on Income and Living Conditions (ILC®tal covering 2005-2008&eker and
Dayicglu (2015) quantify and analyze the transition ratéds8962 individuals out of
poverty'® In their classification of the main sources of @dy transitions, changes in the
earning of the household heads comes first follobaedhanges in other member’s earnings,
and then rental and property income. If the povedtes and exit probabilities that they
estimated are close to the average for Europeantroes; the probabilities of re-entry are at
least 10 percentage points higher for those whe Iséayed two years out of povetty They
argue that the explanation for that can be founthéhigh turnover and low wages in the

informal sector. The qualitative analysis undertakg Combarnous et al. (2018) reveal that

% The middle-class is defined as those belongirantincome per capita per day range (USD 10-50).

190 ysing the parental backgrounds as instrumenty, ¢bmate and predict the probabilities of poventit and
entry of initially poor versus non-poor individualBhe threshold separating the chronic from trarigmor is
defined as the probability of the initially poor éscape poverty (16.5%), while the threshold se¢jparahe
vulnerable from the middle-class is defined asptabability of falling into poverty for those whoere initially
non-poor (25.9%).

191 They set the poverty line at 60% of the mediaoine

1925eker and Dayiglu (2015) found that between 39 and 50% of pedmi¢ have escaped poverty moved to an
income class just above the poverty level. Usimpa-parametric method, they estimate a probalufitgxiting
poverty after two years (one year) of 47.9 (40.7J%e probabilities of re-reentry are estimateds6332.6)%
after remaining one year (two years) out of povevhereas the rates of re-entry after two yeargeaetically
cut in most European countries.
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migration in urban areas and education figure antbegdeterminants of intergenerational
social mobility. However, they note that some urlpaiddle-class individuals still maintain
connections to their native villages and even hedditional agriculture activities to help to
sustain their livelihoods. The empirical and statéd analysis undertaken by Azevedo and
Atamanov (2014) reveals positive trends in intragational mobility, even if the share of
middle-class cannot still measure up with otherntoes at the same development level.
During 2002-2011, Turkey has been characterizedahwelatively stable middle-cla$¥
strong upward mobility in urban areas, and welfam@rovements even for those at the
bottom 40% of the distribution. Using income poyettcomposition, they also quantify the
contribution of different factors to changes in faet across classes. In contrast with the
limited contribution of women to poverty and inefityareduction, labor market dynamics
and social assistance are found to be key driveraability across class in Turkey. More
recently, Tansel, Dalgi¢, and Glven (2019), basethe ILCS data, are the first to provide
evidence on wage mobility and wage inequality irfkBy across various socioeconomic
groups over the period 2005-2011. Using a multimnogit model to estimate the
probability of year-to-year quintile change, theydf more upward mobility among males,
young and better-educated people, and those workitige service compared to the industry.
They also find that despite the equalizing effettwage mobility, the impact on wage
inequality is still shallow. At the moment, muchmains to be done in order to get a better

understanding of welfare dynamics in Turkey.

This section sheds light on many intriguing dynadoncerning the social class dynamics in
Turkey that have not yet been thoroughly inveséidah the literature. As such, this chapter
attempts to contribute to the later at many levéist, to divide the income distribution into
classes, we rely on a methodology that integrabes concept of class identity into an
economic framework. Second, to the best of our kedge, we provide the first evidence on
the drivers of income mobility within the middleask in Turkey during 2010-2013. By doing
so, we also contribute to the literature on ecomamobility and welfare dynamics in middle-

income countries.

193 Those with daily income per capita beyond USDrLBPP.
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2.Methodology for constructing socioeconomic classes

and measuring income mobility

After presenting the conceptual framework for ineomobility analysis, this section
introduces the methodology used to construct thesels drawing on Esteban, Gradin, and

Ray (1999), and then the measures of economic myobil

2.1 Conceptual framework for analyzing income mobility

As mentioned by Fields and Ok (1999b), before amglyesis of such a complex process as
economic mobility, it is essential to define whapects of income mobility are going to be
investigated. Thus, three points must be clarified:domain, space, and concept of economic

mobility.

The space of economic mobility refers to the vdeahat is going to be used to track the
changes through time (for instance, current or peent incomes, labor earnings,
consumption expenditures, wealth, education achiewt). In this paper, we choose the total
disposable income as the vector of income and thesdhold as the unit. As argued by
Woolard and Klasen (2005), income is the most gmmte vector to analyze and decompose
the sources of mobility, especially in short-termripds. More precisely, to account for
differences in a household's si¥eand composition, the total household disposalderire is
divided by the number of “equivalent adults,” usangequivalence scale. We use the OECD-
modified scale; each member of the household ighted as follows: 1.0 for the first adult;
0.5 for the second and each subsequent personldgedd over; 0.3 for each child aged
below 14. The income vector used throughout thelystis thus the equivalized total

disposable incom¥”

Fields (2000) distinguishes six concepts of ecoranobility, each one being associated with
a set of measures that can be grouped into twg@ads: absolute mobility and relative

194 we consider as members of the household duringetleeence year, people who are alive and livinghi
household permanently.

195 A wide range of equivalence scale exists, butetli®mno consensus on the most appropriate one. gtin
most used scales figure the Oxford scale (thagassiweight of 1 to the household head, 0.7 toother adults
and 0.5 to each child). The square root scale, whimsists in dividing household income by the sguaot of
household size, is used in recent papers from tBEDfor cross-country comparison. The OECD-modified
scale is the one mostly used in European coundmnelsthe one used by the Turkish Statistical Insti{Gefil,
2015).
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mobility. The four concepts, that capture absokhanges in the individual's welfare over
time, fall within the first category. First, mohylican refer to time dependence and measures
the extent to which incomes at an earlier datepradict individuals' income at a later date.
Second, mobility can be related to movement. Ia tlaise, mobility can be measured in terms
of income fluctuations through share movement - witiee share of an individual in total
income changes over time -, non-directional incam@avement — measuring the extent of
gross movement of income-, directional movementinmome — when the direction of
variation matters. There is also positional moveinleut it falls under the category of relative
approach since it captures the changes in theithdils’ position in the income distribution.
Distinctively from those two approaches, mobilitgncalso be apprehended through its
equalizing effect on long-term incomes: inequaditya particular point in time is compared to
long-term inequality. Burkhauser, Nolan, and Co2812) make a rather comprehensive

literature review on this matter.

The choices of the concept and the related measweemtricately related to the domain of
mobility. There is a distinction between intergextemal mobility, focusing on movements
across generations, and intragenerational mobiftigusing on movements of the same
individual based on the changes in his income vedie it a person or a household) over
time. The former is generally associated with tbacept of equality of opportunity as an
equal society would be one where the improvemethenwelfare of a generation would not
be determined, at least to some extent, by thedoaaokd of their parents (Roemer, 2004).
This is best captured by the concept of time depeoel that asks the questionio ‘what
extent is the income of the children determinethbyincome of their parerit?°®

As much appealing as intergenerational mobilityespecially in the context of Turkey, such
a study requires long-term longitudinal data thatde not have at our disposal. Nevertheless,
the concept of time-independence can also be apfmiéntragenerational mobility once the
guestion is reformulated in the following wayto“what extent is the income at time T
determined by the income (for instance) at time?T(bields, 2000).” This can be combined
with the concept of movement that would allow assgsthe amplitude and direction of the
changes in the vector of income betwd@ebandT. As contended by Ferreira et al. (2013), in

the same way equality of opportunity (across-gdieramobility) is seen as a desirable

1% Fields (2000) notes that « income » refers tosmgjoeconomic characteristic that one wants toyaeal
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outcome at the social levEl income improvement (or income growth) can be segma
desirable outcome at the individual level. The eptdhat best captures this notion of growth
in the analysis of mobility is the directional mowvent. In complement, we also adopt the
concept of positional movement since we are intedes the changes in the position of the
households in the distribution of income, more @&y theclassthey belong to, between5
andT.

In a nutshell, our framework applies the concepiro€ or origin-dependence to the analysis
of absolute mobility in the sense of directionalveiment, and to relative mobility in the
sense of inter-class movement. We present the spmmeling tools and measures in section
2.3, but before that, we present the method fontifiéeng the class in the distribution of

income.

2.2 ldentifying the middle of the distribution

We want to split the income distribution into fdwwmogeneous groups of income. The choice
of the number of groups is guided by the literatmwverview pointing to the existence of two
groups of middle-class. To do so, we turn to thecept of polarization to “construct” income
classes for several reasons. First, using thisoagpr considerably reduces the degree of
arbitrariness in the identification of classes.iBes, the concept of polarization is particularly
relevant if one wants to capture the “class idghtitspect of social stratification since, as
stated by Esteban and Ray (1994) it encompassebdswio features: identification, reflected
by a high degree of homogeneity within each greungl, alienation, reflected by a high degree
of heterogeneity across groups. As they mentionoh @an approach makes the simplifying
assumption that individual socioeconomic attributeese creating differences or similarities
between individuals, can be proxied by the diffesmnin income. Esteban et al. (1999) make
an extension of the Esteban-Ray polarization measllowing to generate income cut-offs
based on the distribution of income and to constoptimal “social” groups. More precisely,
since this indicator measures polarization, thea@gng (or clustering) is not its purpose, but
a prerequisite step. As explained by the authbespbpulation has to be regrouped in a way
that captures the group identification structuresotiety. However, by doing so, initial
information concerning the dispersion around thastelrs will be lost, leading to a

“measurement error” or “lack of identification” thanust be corrected. Simply put, this

197 Roemer (2004) further discuss the extent to whegfuality of opportunity is translated in terms of
intergenerational mobility.
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approach allows constructing homogenous income pg,owhose number is determinad
priori, by minimizing the within-group dispersion.

The extended polarization measure expres&limas follows:
[Equation 3.1]

P(f;a,B) = ER(a,p) — Be(f,p)
WhereER (a, p) is the Esteban-Ray indicator of polarization witirgmeterx applied to the

n-spike representatign 19 f the density function, angl is a free parameter which measures

the weight attached to the measurement error

The grouping is done endogenously and consistseterighining the appropriate-spike

representatiorp* that minimizes that error, which means the repredem that ensures
within-group dispersion smaller than the dispersionthe overall distribution. Since the
dispersion is measured by the Gini coefficient ‘aual n-spike representation of a distribution
function F is equivalent to transforming the origin_orenz curve into a piecewise linear
Lorenz curve (with n pieces), the minimizationtad error is equivalent to minimizing the
area between the original Lorenz curve and the eagse linear representatiér{Esteban et

al., 1999: 6, 7.) The error term can thus be written as follows:
[Equation 3.2]
e(f,p?) =G(f)— G(p")

WhereG (f) is the Gini coefficient of the original distribati andG (p*) the Gini coefficient

of the appropriate-spike representatiqui.

Once we have settled the number of spikéee number of groupsp” is determined using
the condition:
[Equation 3.3]

* * + * *
Tyl Tl

* *
T + Ty

yi =

Which means thatthe dividing income between any two adjacent iatisrigroups) has to be
equal to the average income of these two intereadkisn togethér(Esteban et al., 1999: 6).

198 For detailed technical presentation of the poian measure, see Esteban et al. (1999).
% The ER measure of polarization is expressed dewisi ER(a,p) = ¥; ¥ mi+® mj|u; — wy, with m; =

f;ilf(y)dy andy; = nifyyil vf(y)dy for alli=1... n and income;is comprised within an intervi,b].
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2.3 Measures of income mobility

We measure absolute mobility with the Field-Ok mdkereafter FO), which measures the
per capita aggregate change in the logarithm oséloold incomes. This indicator is the most
commonly used in the literature due to the flexipilt offers in terms of computation and

interpretation, and, as demonstrated by Fields @kd(1999a), it is the only measure of

income movement that satisfies all desirable prig=er'® Its formal expression is as follows:

[Equation 3.4]

n
1
FO = ;Z(logyi,t —logyi¢—1)
i=1

Wherey; .1, andy; . are respectively the income of househaddl periodt-1 andt. This index
respects the decomposability axiom allowing usdtednine the contribution of each group
within the population to overall mobility. The dewposition is simply the population-
weighted average of the Fields-Ok mobility for egcbup (Fields and Ok, 1999a). In other
words, once the mobility within each group has bealiculated, each value is multiplied by
the group weight, which is the normalized populashare of each group, to determine which
one influences the most the level of overall mopiWhenFO s inferior to zero, it indicates
the preeminence of absolute downward mobility (tiggaaverage income growth), while a
FO superior to zero indicates the preeminence oflatesapward mobility (positive average
income growth) in a given sample.

One way of visualizing and exploiting this decomgdulty property is to use a matrix
decomposition of mobility:** such as presented in Table 3.1, which can be tosadalyze
inter-class mobility in an origin-dependency fashidhe rows of this matrix are the income
class of origin (the income class in the base year)l the columns are the corresponding
income class of destination (income class in thalfyear). If transition matrices are standard
in positional movement studies, we specificallyrbar the framework used by Ferreira et al.
(2013). We can display three indicators in thiddali) the population share of mobile or

10 This indicator satisfies the axioms of scale ifmace (invariant to changes in scale, like doublail
incomes), the axiom of symmetry (which states thalfare-reducing and welfare-enhancing movemengs ar
equally mobile, but the distinction can be made firectionalizing” the indicator), additivity or
decomposability axiom. See Fields and Ok (1999a)tie detailed explanation and demonstration of¢ho
axioms.

1 The matrix decomposition of mobility is presentedrerreira and Lugo (2012), an unpublished papé¢ne
World Bank. The presentation of this indicatortiag based on the explanations of Ferreira et @132
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immobile households, 2) the average income gaimasses of each group, 3) the contribution
of each group to the average growth rate of incoowves the period.

Table 3.1 Matrix decomposition of mobility

Origin (row) or Lower middle- Upper middle-

destination Poor Rich
class class

(columns)

Poor A

Lower middle-class E

Upper middle-class I K

Rich M N O P

Source:Author’s adaptation of Ferreira and Lugo (2012)

The cells in the same color can be interpretetiénsame way. The four cells (A, F, K, and P)
represent theifhmobile groupx households whose income changes have been irisatfto
make them move to an upper or lower class. They gtor (A), lower middle-class (F),
upper middle-class (K), or rich (P). Thagwardly mobil&é whose income changes allowed
them to join the ranks of upper classes, are irddr& blue cells: those in the first row moved
from being poor to lower middle-class (B), uppeddie-class (C) or rich (D); those in the
second row moved from lower to upper middle-cl&s}s @r rich (H), and those in L moved
from being upper middle-class to rich. Finally, tred cells represent theddwnwardly
mobilé¢ whose income changes made them fall back to loglasses: those in the first
column fell back to poverty from lower middle-cla&s), upper middle-class (I) or rich (M);
those in the second column fell back to being lome&tdle-class from upper middle-class (J)
or rich (N); and those in O are rich that move ddewanpper middle-class.

Our main focus will be on the transitions involvitige lower and upper middle-class namely:
“stayers in either group in cells F and Kclimber in cells G, H and L; andstiders’ in cells

E, | and J. Households in cells N and O are pddratases of entry into the lower and upper
middle-class associated with the downward mobdftpreviously rich households.
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3.Data and attrition issues

To conduct our investigation, we take advantagéhefpanel structure of Turkey’'s Income
and Living Conditions Survey. After presenting th&ta, we address the issue of potential

selective attrition.

3.1 Presentation of data

The Turkey’s Income and Living Conditions SurvelyGB) is conducted regularly each year.
Concerning the geographical coverage, all settlésnetthin the borders of the Republic of
Turkey were included within the sample selectiome Bample is representative at the national
level, although some people are excluded, namaigetHiving in elderly houses, prisons,
military barracks, private hospitals, hotels, ahddcare centers, together with the immigrant
population. The questionnaire covers personal aondsdholds basic information, the
economic activity and living conditions of the hebsld, as well as the educational, health
and occupational status of the members above thefa@)5. The data are suitable for cross-
sectional and panel analysis.

We specifically use the 2010-2013 panel data wittotating sample design. This dataset
encompasses 2941 households; however, we haveamiion on income for only 2819
households and on the household heads for only 2®&r8eholds. The balanced sample
comes down to 2591 households when all variablesitefests, excluding the job market
variables, are taken into consideration, and 17B68nwe add the variables of occupation and
sector of employment in our specification. We cohwecome and consumption data from
current to constant TRY (Turkish Lira) valugs.

One major limitation of our data is the non-avaligp of the variable identifying the
geographical location (region, address, rural, twan area) of the households for the panel
design. It prevents us from accounting for the nrhaal divide as well as the very intriguing
interregional disparity of economic and welfare ayncs in Turkey. This work would
definitely benefit from further investigations ugia more extensive database.

12\we use CPI index for 2013 retrieved from the W@ #hk database.
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3.2 Potential selective attrition

The 2010 wave initially contained 3624 householdsereas the 2013 wave contained only
3303 households. The sample design consists ofaing panel from 2010 to 2013 which
implies that parts of the households in the sarapterandomly renewed from one round to
another. If the attrition is non-randomly distribdt the problem of selective attrition may
arise and affect the results. To check for thisessve proceed to compare the means and
distributions of the outcome variable (householdpdsable income) between the cross-
sectional sample and the balanced panel subsamplee presence of selective attrition, the

differences should be significant.

Figure 3.1 Distribution of household disposable imeme (full and balanced samplesd}?

Household disposable income (logarithm)

— 2010 (full sample)
2010 (balanced sample)

— 2013 (full sample)

————— 2013 (balanced sample)

Source:ILCS. Author’'s computations.

113 Kernel density estimations of the household diaptesincome for the full and balanced samples utieg
Epanechnikov function and default bandwidth
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Regarding the distributions of income (Figure 3Affrition does not seem to affect the
balanced panel for both years since the curveshiibalanced and full samples are almost

perfectly overlaid on each other.

Table 3.2 Test of comparison of mean between crossetional and panel samples

Variable N Mean®  Standard Mean

(in TRY) error difference ®
Disposable income full sample 2010 3056 11218.68 5.4% 33.00
Disposable income balanced sample 2010 2819 16251.289.64  (0.9342)
Disposable income full sample 2013 3087 12760.85 0.47 449 33
Disposable income balanced sample 2013 2819 12311.364.01  (0.2360)

Note: (a) Disposable income is in annual term; Itbparenthesis, we have the two-tailed p-value
computed using thedistributions. It is the probability of observiaggreater absolute valuetafinder
the null hypothesis of equality of means.

Source:ILCS. Author’'s computations.

The results of the test of comparison of mean ibld#.2 indicate that the differences in
mean between the samples are not significant fdh lyears, confirming that selective

attrition is not an issue.

4.A descriptive analysis of economic mobility in

Turkey

This section begins with the construction of soctm®mic classes and goes on to make a
descriptive analysis of mobility in Turkey usingethconceptual framework and tools

presented previously.

4.1.Socioeconomic classes in Turkey

We apply the methodology presented in section@1ibe distribution of equivalized incomes
of 2010 and 2013. Table 3’3 displays the daily per capita cut-offs delimitgtithe four

income groups. We observe that the distributiomobme has slightly improved in general
from 2010 to 2013, as shown by the increasing vafudie median income and the relative
poverty line. The upper bounds for the poor, ateerahigh (2010: TRY 16.9 and 2013: TRY

14 To obtain the equivalent in USD PPP, we use thavemion rate of the OECD retrieved from
https://data.oecd.org/conversion/purchasing-povegitips-ppp.htm The conversion rates are 0.920 (2010) and
1.070 (2013).
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20.52) compared to the commonly used poverty lifiésit is even more accurate when we
refer to the absolute poverty lines of USD 5.5¢ey (TRY 5.05 in 2010; TRY 5.88 in 2013)
set by the World Bank for upper middle-income coest Still, even the relative poverty line
is higher than the international threshold, espigcia 2013 (USD 10.06), and the poverty

headcount ratios associated with those computeghbids are rather low (35% on average).

In the literature, the threshold that is commordgdias the lower bound for the middle-class
in developing countries is USD 10 since it is agged with a lower probability (around
10%) of falling back into poverty (Dang and Lanjqu®017; Ferreira et al., 2013).
Concerning the upper bound, there is even lesseosns, but studies tend to locate it around
USD 50 (Lopez-Calva and Ortiz-Juarez, 2014; Staimgtiral., 2015) or USD 100 (Kharas,
2010; Kharas and Gertz, 2010). People within thgegpoverty line; USD 10) would thus be
considered as vulnerable by such studies, but@rsidered as poor in our setup. However,
our lower-bound for the middle-class is close ® ‘tinternational” classification of the global
middle-class proposed by the World Bank (2018b).

Table 3.3 Groups of income based on Esteban, Gradiand Ray methodology (1999§

2010 2013

TRY USD PPP TRY USD PPP
Median 21.91 23.82 25.62 23.94
Relative poverty ling” 13.15 14.29 15.37 14.36

Esteban Gradin and Ray (1999) polarization groug§
Upper bound

Poor 16.90 18.37 20.52 19.18
Lower middle-class 30.28 32.91 35.49 33.17
Upper middle-class 60.49 65.75 71.42 66.75
Rich 1171.10 1272.93 822.19 768.40
Population share (%)

Poor 35.20 35.00

Lower middle-class 33.20 34.50

Upper middle-class 23.00 21.90

Rich 8.60 8.60

(a) Thresholds are per day.
(b) 60% of the median income.
(c) We use the default specification for the par@msewith alpha = 0.5 and beta = 1.

Source:ILCS. Author's computations.

Two options arise in the definition of classes dejdeg on the way we apply the cut-offs,

either using an absolute or a relative approach.foksthe first option, the cut-offs are
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computed using the 2010 distribution of income #reh applied to the distribution of 2013;
while the second one implies that the cut-offs,egated from each year’s distribution of
income, may change. The choice between the twamappes depends on whether we want to
study the wellbeing trajectory of the middle-clésiseholds in 2010 throughout the period,
or rather the statutory trajectory of those idesdifas middle-class in 2010, regardless of the
improvement in their income level. Take, for ingt@na household in 2010 that belongs to the
middle-class because its income falls within thedte-class range. If the household income
increases and goes beyond the upper-bound ofriteissal in 2013, it will be considered as
rich in 2013 following the absolute approach. Hoemuf the middle-class upper-bound is
higher in 2013, which means that the distributidnneome has shifted to the right, even
though the income has improved, the household stafll remain that of middle-class
following the relative approach.

Table 3.4 Transition matrix using relative and abstute approach (as a percentage of
total sample)

@ (b)

Relative Absolute
2013 2013
Poor Lower Upper Rich Poor Lower Upper Rich
Poor 24.57 7.92 1.42 0.3 Poor 1957 11.84 235 0.45

2010 Lower 8.81 18.48 6.65 0.67 Lower 3.77 19.16 10.34 1.34
Upper 1.49 7.73 11.69 2.43 Upper 0.56 53 13.48 4

Rich 0.11 0.34 2.17 5.23 Rich 0.07 0.15 1.31 6.31
(©
Difference
2013
Poor Lower Upper Rich
Poor 5 -3.92 -0.93 -0.15

2010 Lower 5.04 -0.68 -3.69 -0.67

Upper 0.93 2.43 -1.79 -1.57
Rich 0.04 0.19 0.86 -1.08

Source:lLCS. Author’'s computations.

Table 3.4 presents the transition matrices basdabtimapproachgsonstructed based on the
equivalized incomes), indicating the percentagbamfseholds that moved downward (below
the diagonal), upward (above the diagonal), orestaynmobile (on the diagonal) between
2010 and 2013. As we can see, the differencesuaie lieterogeneous ranging from 0.04 to 5
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percentage points (in integer terms). In geneha, values of ascending mobility are higher
following the absolute approach. According to theative approach, 19.93% of the
households managed to improve their status, wh&@a2% of the households managed to
join a higher group according to the absolute apgino The reverse is true for descending
mobility and immobility. More households (20.65%%t their higher relative status or did not
move (59.97%), while only 11.16% of the househdétstheir higher absolute group, and
58.52% did not move. This is in part related to tingher thresholds in 2013 compared to
2010, which means that the income requirementbtairo an upper-class status are harder to
meet in 2013 (although the differences are smallefSD PPP). Again, this is consistent with
the shift of the distribution to the right durirtgetperiod.

In the rest of the study, to take full advantagetltd Esteban, Gradin and Ray (EGR)
methodology and account for the changes in theilliston of income between the two
reference years from a typical positional movemeatspective, we choose the relative
(statutory) approach. Consequently, in the remaiofi¢ghe paper, relative mobility refers to
the change in the socioeconomic status of the halge

4.2 Characteristics of middle-class households in 2010

Table 3.5 summarizes some features of the housetl@lbnging to each income class in
2010. Before starting, note that “employment statnsthis table corresponds to the “self-
defined employment status” of the questionnaire.siMimterviewees identify as “being
inactive (without specifying their activities).” Waake two aggregations. First, we aggregate
the original ISCO-88 classification used in theveyrinto four groups of occupation ranked
by skills: “Managers” (code 1); “Intermediate preseon” (code 2 and 3); “Skilled workers”
(code 4, 5, 6 and 7); “Low skilled workers” (codeaBd 9). Secondly, we aggregate the
original NACE classification into six sectors: “Agulture” (code 1); “Industry” (code 2-5);
“Private Service” (code 6-11 and 13); “Scientifiecdatechnical activities” (code 12 and 15);

“Public administration” (code 14); “Social” (cod&-18).'*

115 5ocial includes private human and social workvitis.
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Table 3.5 Socioeconomic characteristics of houseldslby income class in 2010

Total Lower Upper

sample Poor middle-class middle-class Rich
Gender
Men 86.15 86.57 85.22 86.56 87.14
Women 13.85 13.43 14.78 13.44 12.86
Household composition
Single adult 6.68 4.15 7.34 8.32 10.00
Couple 11.80 4.15 12.94 18.08 21.43
Couple retired 8.18 5.79 10.90 8.96 4.29
j;”pge'ﬁ paremt wih 2.58 3.38 2.70 1.28 2.38
;"j‘i'l"g'r'gr‘{’;’)'th dependent  gg 45 75.44 55.23 47.52 43.81
Otherg” 11.31 7.10 10.90 15.84 18.10
Education©
llliterate 9.26 16.16 9.39 2.08 0
'é:taegiﬁg’“t not 6.80 10.37 6.58 4.16 0
Primary 55.00 63.86 58.25 47.68 23.81
Secondary 16.62 8.52 20.17 24.16 13.81
Tertiary 12.29 0.98 5.61 21.92 62.38
Occupation skill®
Managers 19.43 5.63 12.82 30.27 68.32
Intermediate profession 14.66 11.61 18.55 16.38 7.45
Skilled worker 26.59 33.67 24.62 23.08 16.15
Low skilled worker 39.32 49.09 44.01 30.27 8.07
Statug®
Employed 65.31 65.07 63.65 64.32 76.67
Unemployed 3.58 8.30 1.08 1.60 0
Inactive 31.07 26.53 35.28 34.08 23.33
Sector
Agriculture 15.27 35.66 20.40 15.63 6.21
Industry 17.48 29.52 27.82 23.33 19.25
Private service 20.24 25.7 32.38 33.50 37.27
:gt'if/mg'gd)a”d technical 3 g5 1.33 3.88 9.93 19.88
Public administratiof? 4.74 3.48 8.09 10.92 8.70
Social 4.14 4.31 7.42 6.70 8.70

(a) Are included in this category the householdspased with 1) Two adults with at least one dependkildren; 2) Other
households with dependent children (as specifiethénquestionnaire; (b) This category includestyte of households
which type could not be determined (as specifiethexquestionnaire; (dYote that occupations and sectors are missing for
918 households head among which 22% are downwamdlpile, 59.04% immobile and 19.06 upwardly mobifar
education and employment status, we have one missilue corresponding to a household that has mopeard; (d) The
subgroup “scientific and technical activities” indes section 12: “Professional, scientific and mécdd activities” and
section 15:“Education” of the NACE classificatioredsby Turkstat; (e) The subgroup “Public admintstrd is the section

14: “Public administration and defense” of thisssidication; (f) Values in bold mean that the te$tmean-difference
between both middle-classes is significant.

Source:ILCS. Author’'s computations.
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Except for the low proportion of households witfemale head that is common to all groups
(less than 15%), both middle-classes have quitendisfeatures compared to the poor and
rich groups. Compared to the poor, there are fdamiilies with dependent children, and
there are more household heads with secondaryt@rye and jobs as managers compared to
low skilled workers. The proportion of unemployezhls is eight times smaller, and there are
fewer who work in agriculture compared to the otbestors.

They are also quite distinct from the rich housdbadhat have at least three times more
tertiary educated and more than half manager hdegarding the sectors of activity, the
proportion of middle-class heads that work in agtioe is still much higher, and the
proportion of those working in scientific and tewah activities lower than the rich
household’s heads.

We run a 2-group mean-comparison t-test to analiyzbere is a significant difference

between the characteristics of both middle-clasBes.tests show that the lower middle-class
has significantly more families, with married ongle parents, with dependent children
(55.23 and 2.70%) compared to the couples withbiiren and more peculiar families that

are more frequent among the upper middle-clas98land 15.84%).

Regarding the job market characteristics of theskbald heads, the lower middle-class ones
are more likely to work as low skilled workers @%4%) and in the agricultural sector
(20.40%) than the upper middle-class heads. Anatbeworthy feature of the latter is that
there are three times more of them having scienéifid technical activities and almost as
much as managers than the lower middle-class h&adse are also more of them working in

public administrations (compared to the lower dmarich), but the tests are not significant.

The most distinction relates to the level of ediscadf the household heads. The t-tests show
that the shares of upper middle-class head wittorgkry and tertiary education are
significantly higher than the lower middle-classi4oreover, if 74.22% of the latter group’s
heads have completed primary education at mostjgtihe case for only 53.92% of the upper
middle-class ones.

140



Chapter 3. The dynamics of middle-class in a mifitteme country: characteristics and
determinants of mobility in Turkey from 2010 to 201

4.3 Matrix decomposition of mobility

Out of the 2678 households in the sample, 1606ndidchange income class during the
period, 516 were upwardly mobile, and 553 downwardbbile. Among the 519 upwardly

mobile, 212 became lower middle-class, 216 uppedhaiclass, and 91 rich. Among the 553
downwardly mobile, 279 became poor, 216 becameriowedle-class, and 58 upper middle-

class.

Figure 3.2 Transition between 2010 and 2013 (as angentage of total sample)

Destination
2013

Rich 0.1% 0.3% 2% 5%

Upper
Origin
2010
Lower 7% 1%
Poor 8% 1% 0.3%
m Poor Lower middle-class Upper middle-class Rich

Source:ILCS. Author’'s computations.

The focal points are the transitions in and outhef middle-clas$'® hereafter represented by
the colored cells in the tables below. Panel (a)Table 3.4 and Figure 3.2 report the
population shares for each cell. We notice thatertban half of the households (68% of
them) belong to the poor and lower middle-classgates during both years. Unsurprisingly,
providing the short time span between 2010 and 20E3e has been more immobility than
mobility: there are more households whose posti@s not changed. Nonetheless, households
belonging to the middle-classes, especially thesbbalds initially in the lower group, tend to
be more mobile. This is in line with the findingskeerreira et al. (2013) in Latin America and
Caribbean, and is probably related to the fact, thihough those at the bottom (top) of the

116 Besides, the movements associated with the rieh caite marginal compared to the dynamics of
poverty/middle-class.
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distribution can only move up (down), those in thédle can move in both directions
(Woolard and Klasen, 2005).

On the one hand, between 2010 and 2013, the papuktiare of lower middle-class has not
changed a lot. 18.48% of the group st@&yerswhile the proportions of households that have
climbed up or down to that group are quite close. e other hand, the decreasing
population share of upper middle-class (from 23.3#421.93%) is related to a higher
mobility out of this group - of which 9.12% of doward mobility and 2.43% of upward
mobility to the rich group -, while only 8.07% di& population from the poor and lower
middle-class have joined this category.

Figure 3.3 Trajectory of middle-class households 02010 (as a percentage of middle-
class households)

Destination
2013
Total h o o
Origin
2010 Uppermiddle-class. 33% 50% 10%
Lower middle-class- 53% 19% 2%
m Poor Lower middle-class Upper middle-class Rich

Source:ILCS. Author’'s computations.

To complement the observations, we can see in &igL8 that only 23% of the households
that were initially part of the middle-classes halimbed down (18%) or up (5%) the ladder
by 2013, and there has been more downward than rdpmwability. Using an absolute
definition of middle-class, as those living with rmdhan USD 10 in PPP per day, the World
Bank (2014), find that 98% of the households ifiitian the middle-class stayed in the
middle-class, that being 10 percentage point highan our findings!’ This apparent

“stability” at the middle-class level is questionedce we pay attention to the dynamics

17 This difference may very well come from the diéace in the definition of middle-class.
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within the middle-class. Indeed, while half of theuseholds that were initially lower or

upper middle-class have not moved, there is monnd@rd mobility among the latter group.

Of the upper middle-class of 2010, 33% became laweldle-class, and 10% managed to
join the ranks of the rich in 2013. As for the lowriddle-class of 2010, 25% became poor,
while 19% became upper middle-class. In additidreré¢ have been three times more
“extreme” downward mobility (6% of reentry into penty from upper middle-class), than

“extreme” upward mobility (2% of entry into the higroup from lower middle-class).

Table 3.6 Average income growth (FO)

Destination
2013
Lower Upper .
Poor middle-class middle-class Rich Total 2010
Poor 0.22 0.79 1.31 2.05 0.41
Lower -0.23 0.15 0.62 1.34 0.16
middle-class
Origin
Upper
2010 middle-class -0.81 -0.28 0.13 0.78 0.00
Rich -2.46 -1.06 -0.30 0.12 -0.08
Total 2013 0.05 0.19 0.31 0.47 0.19

Source:ILCS. Author’'s computations.

In comparison to the previous observation, Tab& shows that the poor households have
been more absolutely mobile than both middle-cka¢6etl-average income growth for the
initially poor households). We also observe thatideholds that have joined the lower and
upper middle-class from poverty have experiencemrasiderable increase in their income
(respectively 0.79 and 1.31).

The income gain is slightly lower for householdatthave moved up to the upper middle-
class from the lower middle-class (0.62). Converstide total income loss (5.40) is lower
than the total income gain (12.24) in absolute terithe income loss experienced by the
households that have experienced downward molbibityn lower middle-class to poverty is
lower (-0.23) than the loss associated with dowawaobility from the upper middle-class to

poverty (-0.81). The close to zero absolute mgb#inong the initially upper middle-class
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means that the average loss experienced by therslidompensates the average gain
experienced by the stayers and the climbers.

Table 3.7 Decomposition of the Fields-Ok index (ipercentage)

Destination
2013
Lower Upper .
Poor middle-class middle-class Rich Total 2014
Poor 5.41 6.26 1.86 0.62 14.03
Lower -2.03 277 4.12 0.9 5.88
middle-class
Origin U
2010 pper 1.21 2.16 1.52 1.9 0.05
middle-class
Rich -0.27 -0.36 -0.65 0.63 -0.63
Total 2013 1.75 6.55 6.8 4.06 19

Source:ILCS. Author's computations.

Finally, Table 3.7 shows the decomposition of thelds-Ok index. The decomposition is
simply the population share multiplied by the agerancome growth for each cell. As we
have already seen before, the average income gmaetsured by the Fields-Ok indicator
from 2010 to 2013 is 0.19. We can see here that ofofhe growth is due to the formerly
poor households (for 14.03%). However, when we limolerms of destination, the growth is
mostly associated with households that have jothediower middle-class (6.55%) and the
upper middle-class (6.8%) by 2013.

4.4 Features of mobility between 2010-2013

To examine in more detail the nature of those m@res) we calculate the Fields-Ok index
for the entire distribution and the initial clags2010 by socioeconomic subgroups in Table
3.8. We also aggregate the proportion of househblatsmoved (or not) across social classes
in Table 3.9. The classification is determined 2000 while we focus on mobility between
2010 and 2013.
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Table 3.8 Absolute mobility by socioeconomic groupsom 2010 to 2013

s-;(r)rgglle Poor Lower Upper Rich
Overall mobility 0.19 0.41 0.16 0.00 -0.08
Gender
Men 0.19 0.41 0.16 0.00 -0.1
Women 0.22 0.43 0.21 0.01 0.03
Household composition
Single adult 0.06 0.11 0.1 -0.01 0.08
Couple 0.15 0.64 0.16 0.08 -0.05
Couple retired 0.14 0.42 0.16 -0.10 -0.23
fﬁﬂ?j'riﬁare”t with dependent 0.46 0.58 0.4 0.21 0.45
Family with dependent childr&h 0.21 0.4 0.15 -0.03 -0.12
Other§” 0.19 0.52 0.24 0.06 -0.16
Education®
llliterate 0.21 0.35 0.05 -0.28
Literate (but not graduate) 0.30 0.52 0.14 -0.16
Primary 0.19 0.41 0.15 -0.06 -0.28
Secondary 0.17 0.41 0.21 0.07 -0.3
Tertiary 0.14 0.87 0.32 0.12 0.04
Occupation skill®
Managers 0.13 0.28 0.19 0.14 0.03
Intermediate profession 0.21 0.36 0.21 0.08 -0.01
Skilled worker 0.27 0.56 0.14 -0.05 -0.07
Low skilled worker 0.14 0.32 0.11 -0.07 -0.17
Statug®
Employed 0.19 0.40 0.15 0.02 -0.01
Unemployed 0.32 0.39 0.23 -0.09
Inactive 0.18 0.45 0.19 -0.04 -0.34
Sector
Agriculture 0.28 0.53 0.09 -0.07 -0.54
Industry 0.18 0.35 0.1 0.00 0.09
Private service 0.14 0.33 0.17 -0.03 -0.03
Scientific and technical activities 0.19 0.43 0.28 0.16 0.1
Public administration 0.22 0.17 0.28 0.22 0.08
Social 0.16 0.31 0.16 0.13 -0.08

(a) Are included in this category the householdmposed with 1) Two adults with at least one depenhde
children; 2) Other households with dependent childias specified in the questioner); (b) This catgincludes

all type of households which type could not be deteed (as specified in the questioner); [®te that
occupations and sectors are missing for 918 holgeHwread among which 22% are downwardly mobile,
59.04% immobile and 19.06 upwardly mobile. For edion and employment status, we have one missihgva
corresponding to a household that has moved upward.

Source:ILCS. Author’'s computations.

1180.0004919 if not rounded.
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We first note that the patterns of absolute mabigjo in opposite directions for the two
middle-class groups. If the Fields-Ok index is pesiat each socioeconomic breakdown for
the lower middle-class, the values of the index reggative or close to zero for the upper
middle-class with the exception of the single pareith dependent children (0.21), the
households with a tertiary-educated (0.12) or etreeu0.14) heads and those working in

scientific and technical activities (0.16), pullic22) or social (0.13) services.

The only times the upper middle-class average drasvsuperior, in absolute terms, is for the
households with illiterate or literate (but not duate) heads, and it is no good news since the
indexes are negative (respectively -0.28 and -0.I6)s at least confirms the previous
observation in the transition matrix and is comsistwith Fields et al. (2003a): while the top
of the distribution (upper middle-class and ricayé gained the least during the period, those
at the bottom of the distribution are catching Hpwever, this also suggests that it is all the
more difficult to maintain the status of upper meddlass (even more the status of rich) for
households with a less-educated head or a headingods an employee (their average
income growth is -0.05 and -0.07) and the agricaltgsector (-0.07). These households are
more “vulnerable” in the sense that their employtrstatus and their skills are not enough to
secure their position in the distribution of incani@ble 9 indeed confirms that households
with such characteristics have more chances ah¢aihto a lower class. The reverse is true
when the household heads have tertiary educatidnvank as managers or in scientific and

technical activities.

Continuing on the sector of activity, upper middlass people working in the private services
have negative income growth on average, and tloeiséholds have the highest chance (45%)
of downward mobility. We already discussed in smctl about the heterogeneity of the

business sector and, thus, of the labor produgtand working conditions (OECD, 2014).
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Table 3.9 Relative mobility by socio-economic growgpfrom 2010 to 2013

Poor Lower Upper Rich
Immobile  Up Down Immobile Up Down Immobile Up | Down Immobile
Gender
Men 72.89 27.1Y) 25.44 54.18 20.38 39.37 50.46 10.17| 32.79 67.21
Women 65.04 34.94¢ 25.55 48.91 25.55 40.48 47.62 11.90| 37.04 62.96

Household composition

Single adult 86.84 13.14 27.94 51.47 20.59 40.38 46.15 13.46| 28.57 71.43
Couple 50.00 50.0¢ 20.83 60.83 18.33 30.97 55.75 13.27| 26.67 73.33
Couple retired 71.70 28.3] 21.78 62.38 15.84 55.36 39.29 5.36 | 55.56 44.44
Single parent 54.84 45.16| 20.00 32.00 48.00 37.50 25.00 37.50| 0.00 100.00
and dep.

children

Family and 73.81 26.19] 27.73 52.54 19.73 42.42 48.48 9.09 | 31.52 68.48
dep. childref?

Other®” 63.08 36.92| 22.77 46.53 30.69 31.31 58.59 10.10| 47.37 52.63
Education®©

llliterate 77.03 22971 37.93 51.72 10.34 69.23 30.77 0.00

Literate (but 76.84 23.16] 36.07 42.62 21.31 61.54 34.62 3.85

not graduate)

Primary 71.79 28.21 25.56 54.07 20.37 48.66 44.97 6.38 | 56.00 44.00
Secondary 71.83 28.1 19.79 56.68 23.53 29.80 56.95 13.25| 58.62 41.38
Tertiary 11.11 88.89 11.54 50.00 38.46 23.36 58.39 18.25| 19.08 80.92
Occupation®

Managers 67.65 32.3] 25.00 38.16 36.84 23.77 57.38 18.85| 18.18 81.82
Intermediate 67.14 32.86[ 20.00 60.91 19.09 33.33 51.52 15.15| 33.33 66.67
profession

Skilled worker 68.47 31.5] 25.34 54.79 19.86 39.78 51.61 8.60 | 26.92 73.08
Low skilled 76.01 23.99] 33.33 47.89 18.77 48.36 45.90 5.74 | 69.23 30.77
worker

Self-defined employment statu8

Employed 72.15 27.89 27.80 50.85 21.36 36.57 51.49 11.94| 24.84 75.16
Unemployed 82.89 17.1} 10.00 60.00 30.00 60.00 30.00 10.00| 33.33 66.67
Inactive 67.90 32.1q 21.71 57.80 20.49 44.13 48.36 751 | 61.22 38.78
Sector

Agriculture 72.56 27.44 29.75 52.89 17.36 42.86 52.38 4.76 | 50.00 50.00
Industry 71.91 28.09 32.12 49.70 18.18 36.17 55.32 8.51 | 25.81 74.19
Private service 72.90 27.4 29.69 48.44 21.88 45.93 42.22 11.85| 21.67 78.33
Scientific and 37.50 62.50| 21.74 39.13 39.13 22.50 62.50 15.00| 18.75 81.25
technical

Public 71.43 28.57| 10.42 60.42 29.17 20.45 59.09 20.45| 35.71 64.29
administration

Social 73.08 26.931 20.45 54.55 25.00 22.22 55.56 22.22| 21.43 78.57

Source:ILCS. Author's computations.
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Although Azevedo and Atamanov (2014) find that tkeéred population has the highest
chance to join the middle-class, defined as thasie aaily income per capita over USD 10, it
seems that this is not the case when the threshidet higher. Even though the patterns are
mostly similar for those initially lower middle-daes, three cases of “vulnerable” households
having higher chances of upward mobility stand outouseholds with a female head
(25.55%), an unemployed head (10%), and family sitlgle parent (48%). Concerning the
latter, it is probably related to the fact that emtinan half of those households have changed
their composition between 2010 and 2013. In additBocial assistance measures targeting
vulnerable households and more opportunities fopleyment for women, mentioned in
Section 1, might be a key explanation. The caseneimployment is somewhat ambiguous,
which may suggest that the various measures impledeby the government have been
enough to propel some households out of povertytlaadbwer middle-class, but they are not
enough to sustain the status of upper middle-cBasides, the World Bank (2014) observes
increasing expenditures on active labor marketcpsdiand unemployment benefits, but the
coverage (11%) and amounts are still lower than@CD average (coverage of 50%).
Informality, whichSeker and Dayiglu (2015) suspect as being the reason behind girerbt
entry into poverty rate they computed in Turkeyyrabso be the reason behind the downward
mobility from lower middle-class (27.80%) and frarpper middle-class (36.57%) among the
households with employed heads.

In summary, the patterns of mobility within thetially lower and upper middle-class are
quite dissimilar, the latter being characterizednlegative average income growth and higher
downward mobility compared to the former. The ditwa concerning the labor market and
education of the household heads seem to be majberedtiating characteristics.
Nonetheless, this section remains descriptive aondiges only two-dimensional pictures of
mobility, and a multivariate analysis is requirédve want to identify the main determinants

of mobility once all characteristics of the houdelsare accounted for.

5.Empirical strategy

To identify the microeconomic drivers of economiobility, we need to take into account the
interaction between the various characteristicscriesd in the previous section. In this
section, we present the econometric tools we nmsbilor our investigation. For starter, we

construct three subsamples based on the initissdla 2010. The samples encompass 916
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initially poor households, 927 initially lower mil#dclass households, and 625 initially upper
middle-class households. For absolute mobility, wge the two samples of middle-class

households. We use the three samples to analyzeatigtion in and out of the middle-class.

5.1 Empirical model for absolute mobility

To investigate absolute income mobility, the mdddbws Woolard and Klasen (2005). The
directional Fields-Ok measure is used as the dependriable. The model specification is as

follows:
[Equation 3.5]
Alny; =lny;; —Iny;o = a; + Bolny; o+ B1X; + ¢

With:
- yi¢ - Equivalized household total disposable incomypeiar t;
Yio - Household income in the initial year;
- X; : Vector of explanatory variables

;. Error term.

We estimate three models with the following dependariable: total income change (overall
mobility), income gain (absolute upward mobilitgnd income loss (absolute downward

mobility).

5.2 Empirical model for relative mobility: estimatinge

probability of upward or downward transition

To assess the drivers of relative mobility, we ttgran analysis in terms of transition. Figure
3.4 is a schematic representation of the transtidine arrows from above represent upward
mobility, and the arrows at the bottom represenivrdmard mobility. As we can see,
households can join a class through ascendingswedeing mobility, and they can skip one
or two classes in the process (for instance, a poasehold that has joined the upper-middle
class or the rich by 2013). Thus, transitions itite lower middle-class may be due to (1)
upward transition from poverty, (2) downward mdyilfrom the upper middle-class, (3)
downward mobility from the rich. On the other hat@nsitions into the upper middle-class
may result from (4) upward transition from poveiy) upward transition from lower middle-

class; (6) downward transition from the rich. Tanglify the analysis, we discuss the
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determinants of each transition from the perspectif the initial income class separately.
Due to the number of observations and the limitddtive mobility (Section 0), we choose

not to use the sample of rich households and sdtdhsitions (3) and (6) aside.

Figure 3.4 Ascending and descending transition

Upper middle-

( \ class
Lower middle- )
class ) k
Poor ‘

mmm)  Entry through ascending mobility
- Entry through descending mobility

Source:Author

To disentangle the mechanisms behind entry in droex of the middle-class, we estimate
three models with multinomial dependent variabths, income groups of destination being
the possible outcomes. The first one is on theaihit poor households, the dependent
variable having four possible outcomes: not mofpleor in 2013), lower middle-class, upper
middle-class and rich. The second one is on thaliyi lower middle-class households; the
dependent variable has four possible outcomes:, pumtr mobile (lower middle-class in

2013), upper middle-class and rich. The last onenighe initially upper middle-class, the
dependent variable having four possible outcomesr,plower middle-class, not mobile

(upper middle-class in 2013), and rich. The outcdma mobilé is taken as the reference

outcome. The model specification is as follows:

[Equation 3.6]

—

exp(BjX;)
1+ Xps, (BjX))
< Pr(i 0 1
r(income_group = 0) =
1+ XRL.(BiX))

Pr(income_group = 1|X;) =
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With:

- X;: Vector of explanatory variables;
- Bj: Vector of coefficients to be estimated.
Due to the nature of the dependent variables, thst nappropriate estimator is the

multinomial logistic.

5.3 Estimation issues

Before running the estimations, we need to addsesse estimation issues pertaining to the
Independence of Irrelevant Alternatives assumpiibd) for the multinomial logit, and
measurement errors of the outcome variable relateehdogeneity issues and unobserved

heterogeneity.

The 1IA assumes that the odds ratios in a multimbraigistic model are independent of the
other alternative. In other words, this means #uating or deleting alternatives should not
affect the odds among the remaining variables.sTestthis independence assumption exist,
but Long and Freese (2006) note that they areatally reliable since their results are often
contradictory, and some simulations (for instar@eeng and Long, 2005}° demonstrated
that they are not useful for assessing violationthe 1A property. Long and Freese (2006:
244) further state thaftcare in specifying the model to involve distindealatives that are
not substitutes for one another seems to be rederalvice’ In the end, we have to make
sure that the alternatives are as dissimilar asipesand are not hierarchiz&d. After
running the Hausman-McFadden (HM) and the Smalabls{(SH) tests on all our
specifications, we indeed found that if the HM teatidates the IIA of all models, only
exceptionally did the SH turn similar results. r @ase, we assume that the method used to
construct our income classes (section 2.2), styormbted in the concept of group-identity,
ensures that the four classes (alternatives) asencli. Besides, our alternatives are not

hierarchized, thus motivating the use of multindriugistic.

119 As cited by Long and Freese (2006).

120 The alternatives would be hierarchized if the @psi are organized in a sequential way. This woeldhe
case in the choice of public transportations whth following options: grey or green tramway, bluered bus,
subway. The first level of choice consists in chiogdbetween tramway, bus and subway, and the sdewatlof
choice consists in choosing the type of tramwagygr green) or bus (blue or red). The modelizatibijob
market status is another example. The first stelves the distinction between particitpation anahn
particiation in the job market, and in the secotegh sthere are two options: formal or informal eoyphent.
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Measurement errors are nearly unavoidable in digitie analysis because the vector of
welfare (income, consumption, earnings), dependpah the declaration of the interviewees
and imputation methods, cannot be measured psrfethere is a risk that part of the
mobility measured based on these variables ismigse statistical artifact. The measurement
errors may also result in a spurious negative @@rom and attenuation bias due to the fact
that what is observed is not theie income but reported income (Fields et al., 2003b).
Besides, endogeneity issues arise from the inltaalsehold income which is part of the
explanatory variables in all estimations. To cohfon measurement errors and endogeneity
issues, we follow Fields et al. (2003b), Woolard alasen (2005), and Brand-weiner and
Francavilla (2015), among others, and use a twgestaast squares (2SLS) approach. The
initial income is predicted using an identifyingsirument (the equivalized household
expenditure in 2010), and another exogenous vayidbe size of dwelling in square meter.
As noted by Fields et al. (2003b), no correction parfectly get rid of measurement issues,

but instrumentation at least corrects it partially.

The control function is the most appropriate fostiomentation in the presence of
multinomial logistic models (Petrain and Train, 20MWooldridge, 2015), and when the
relationship between the outcome and the endogemausble is non-linear, or more
precisely if its shape can be affected by unobskfaetors, which may be the case between
income mobility and initial income (Fields et a2Q03a). The control function approach
consists in first running an OLS regression onithigal income using the set of predictors
mentioned above. The predicted residual from tlsismation is then integrated into the
multinomial logistic equation. The instruments musspect the standard conditions of
identification and independence with the residddahe mobility equation (Kuepie, Nordman,
and Roubaud, 2009) in order to get consistent estisn As an additional correction for the

measurement errors, we bootstrap the estimatiacepses to compute robust standard errors.

5.4 Explanatory variables

According to the literature on economic mobilityetwell-being of households is supposedly
determined by two sets of factors: demographic @@homic ones. In addition, they make
the distinction between the initial level (durirgetyear of origin) and the changes in these
factors during the period generally referred tal@siographic or economic events. The latter

refers to the household's composition and chaiatiter (size, the proportion of dependent
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members), and the characteristics of the housdhedd (age, gender, education). The set of
economic variables are grouped into the sourcéscoime for the household (labor and non-
labor sources of income) and the situation of tleisehold head on the job market

(employment, occupation and registration status).

Drawing on the literature on vulnerability allows to enrich this setting. Hoddinott and
Quisumbing (2008) survey the concept and quantéatools for analyzing vulnerability.
According to their paper, “vulnerability” can befaed as uninsured exposure to risk that
translates into welfare losses or, in other wond®y descending economic mobility. Those
risks refer to various shocks that the householdge hto face and that contribute to
deteriorating their well-being. Shocks can eitherdovariant with equal impacts on many
households of a delimited perimeter (for instancatural disasters or price increase) or
idiosyncratic with impact restricted to a spectficusehold (for instance, iliness), though the
distinction can be ambiguous. Accordingly, the pgsgn of assets can be seen as a risk
management mechanism. In this framewdtkassets comprise the set of demographic and
economic characteristics we mentioned above (palysmatural, financial, social, economic
capital and labor). As pointed by Hoddinott and $puiabing (2008), the rich specification
used by Dercon and Krishnan (2000) in their emairicvestigation of the impacts of shocks
on the logarithm of consumption could befit ourdstuUnfortunately, the variables available
in our dataset allow us to capture limited shoak®gared to those mentioned in both papers,

and only a limited set of demographic and econdeatures.

In the absence of solid literature foundations lo@ émpirical determinants of mobility in
Turkey, we choose to adopt an incremental approgchyvhich we start by estimating a
baseline model and then test various sets of ttenpal determinants mentioned above. The
baseline specification is as follows:

[Equation 3.7]

Y =a; + Bolny;o + f1Demography;, + f,Emp_status;, + &;

WhereY is either the variation in the logarithm of incormethe estimation of absolute
mobility Equation 3.5 or the probability of movingto a different class in 2013 in the

estimation of relative mobility Equation 3.8emograhy;, is the vector of demographic

121 5ee Hoddinott and Quisumbing (2008) for the detail the setting and conceptual framework.
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variables in 2010 (column 1 of Table 10); andmp_status;, is the self-defined

employment status in 2010.

The second specification, given by Equation 3.8psaiat identifying the importance of
financial assets in middle-class mobility. To Eqoat3.7, we addisset; , which is a vector

of dichotomous variables on the use or access efptlysical assets and private or public
transfers in 2010 (column 2 of Table 10):

[Equation 3.8]
Y =a;+ Bolny;o+ p1Demography;, + B,Emp_status;, + f3Asset;o + &

The third specification, given by Equation 3.9,Uses on the situation of the household head
on the labor market. In this specificatidimp_status; , is replaced by a more disaggregated
variable of employment status that allows us to enidde distinction between self-employed,
employees, and employey®b_market; , is a vector of dichotomous variables that takes th
value of 1 for the occupation and employment stasestor and type of activity in 2010
(column 2 of Table 10):

[Equation 3.9]
Y =a,+ Bolny;o + pf1Demography;, + B,Job_market;, + &;

In the fourth, fifth and sixth specifications, tb&planatory variables are the changes in the
situation of the households and the household h#zatsoccurred during the period (for
instance, whether the amount of private transfassincreased or decreased) rather than the
initial “level” of these variables. In other wordBemograhy; ,, Asset; , andJob_market;

of Equation 3.7, Equation 3.8 and Equation 3.9espectively replaced by the changes in the
demographic variables Demograhy; o, the use/access to assatdsset; and the changes in

the job market situation of the household h&ddb_market;.

Finally, the seventh specification, given by Eqoat8.10, introduces variables measuring the
exposure to idiosyncratic shocks in 201%hock;, and the changes in these

variablesA Shock; g.

[Equation 3.10]

Y =a;+ Bolny;o + Demography;, + p,Emp_status;, + f3 + PsShock;y +
Be A Shock; + ¢;
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In the end, conditioning on the data, our explamnataariables listed in Table 3.10 are
grouped into three categories: i) demographic fact®) economic factors, and iii) variables

measuring exposure to idiosyncratic shocks.

Table 3.10 List of explanatory variables availablen the dataset

Demographic factors

Economic factors

Exposure to
idiosyncratic shocks

Demographic
characteristics
- Size

- Proportion of children - Access to private transfers

below 7

Physical assets

Exposure to financial

- Possession of a mobile phoneshocks

- Possession of a car

- Capacity to face
unexpected financial
expenses

- Access to social allowances

Households - Proportion of children - Use of credit Exposure to health
between 7 and 14 shocks
- Proportion of retiree - Number of members
- Proportion of active suffering from
members chronic illness or
condition
Demographic Employment status Exposure to financial
characteristics - Regular shocks
- Gender - Casual - Loss of main job
- Age - Employer Exposure to health
- Age squared - Self-employed shocks
- Highest education - Unpaid family worker - Limitation in daily
attained Occupation status activities because of
- Managers health problems
- Intermediate profession ongoing for at least
- Skilled worker 6 months
- Low-skilled worker - General health status
Economic activity
- Agriculture
Household - Industry
heads - Service (private and public)
- Academic
- Social
Registration to social security
status
- Registered

- Not registered

Type of contract

- Unlimited duration contract

- Limited duration contract

- Work occasionally without a
contract

- Temporary job for students
* |ts counterpart “Getting a job” can be seen aangfe in a variable of the economic factor “emplogtretatus” and is also
added to the set of explanatory variables.
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6.Main results on the determinants of absolute miybili

Being one of the very first studies that proposempirical investigation of income mobility
in Turkey, our approach aims at identifying amohg aforementioned set of explanatory
variables the determinants of the mobility of thelafe-class in Turkey. Since we adopt an
instrumental approach, we check the validity of itftruments for each estimation. Those
tests are performed after each 2SLS-estimation han rton-bootstrapped modéfs. A
significant p-value confirms that the model is mwideridentified, while a non-significant
statistic validates the absence of overidentifarati After verification, we find that the
instruments are robust to the tests of underideatibn (Anderson LM statistics), weak
identification (Cragg-Donald Wald F-statistic), aoderidentification (Sargan’s chi-squared)
for the models obverall andupward mobility The F-statistics on the explanatory power of
our instruments for the models doawnward mobilityare generally small (inferior to 10) even
if significant, and they sometimes pass the testvefidentification by a small margi® We
thus treat the associated results with cautiontlgnt benchmark purposes, in contrast with
overall and upward mobility. For the sake of comris most regression outputs are in the

Appendix. Like Fields et al. (2003b), there are mainy significant variables.

6.1 Determinants of absolute mobility within the lowriddle-

class

The main outputs for this section are in Appendik ®ue to a large number of estimations
and explanatory variables, the results Bermography;, and Emp_status;, are reported
only in the baseline models. We first note that memiables are not significant in the
estimations of downward mobility. Among the sigcéfint ones, the proportion of retired
members, having a household head that is educatiedtes income losses, while working in
the industrial or private sector in the base yeard$ to increase income losses of the

households.

Except for the initial income level, the effects miost variables on overall and upward
mobility are as expected. For instance, the pramordf children below 14 has a negative

effect, whereas the initial level of education bé thousehold head (in comparison to not

122\\/e use the Stata commaindeg2to perform these tests.
123 This is further discussed in section 8.1.
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having graduated) has a positive effect. This issient with the findings of Aristei and
Perugini (2012) on the role of household compasitio European countries. When
significant, the coefficient of initial income i®gitive, suggesting that households with higher
initial income get more income gains, which woulthere with the theory of cumulative
advantage that says that it is easier for the riagents to strengthen their position, while the
poorer agents struggle to catch up. Most notablpragnthe significant variables (only at
10%) in the estimations of overall and upward altgomobility, having a female head has
positive effects on income gains. Since the coeffits of initial income and gender are weak
(significant at only 10%) and not stable, we keles tesult in mind and come back to this

latter.

Concerning assets, when the households use pthaatsfers in the base year, the effect on
mobility is negative, but the effect is reversedewlthe households get more private transfers.
In a report on the effect of the economic crisisttom families in Turkey, TEPAV, UNICEF,
and The World Bank (2009) note that most househaéisl to rely on informal safety nets
including borrowing from various sources (from f&mand friends) in the time of needs. In
that sense, receiving such transfers in the baseiyan indication of the vulnerability of the

households, but as an additional source of incones, help to improve their welfare.

Regarding the job market variables, positive effeate observed for working in public
administration (on overall mobility) and a positisleange in the status of registration to social
security indicating benefits from formal employmeHbwever, household heads benefiting
from social security registration in their job metbase year are not guaranteed to get income
gains by the end of the period. Finally, the sigaifit results on the exposure to idiosyncratic
shocks are consistent. While good health conditadrtte household heads and the members
(the number of ill members) help in securing incayains, negative shocks such as losing a

job or worsening health tend to be detrimentah®tiouseholds.
6.2 Determinants of absolute mobility within the uppaddle-

class

The main outputs for this section are in Appendi. Few variables are significant for
explaining absolute mobility in the upper middless. On the expected ones, the number of

children between 10 and 14 years seems to havgative effect on overall mobility within
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the upper middle-class while getting a phone oricassociated with more potential income
gains during the period.

The most noticeable results are the positive efééchitial income as well as tertiary-level

education on overall and upward mobility similarth@ results for the lower middle-class.
The former, which we found on the lower middle-slammple too, is somewhat unusual
regarding the literature (for instance, Aristei derugini (2012) find the opposite effect in
European countries). We examine this further iniese@.1.

The effect of the proportion of retired membersjuste puzzling. Indeed, it has a mitigating
effect on income loss for the lower middle-clasg).(ein Appendix 3.1.1.), whereas in the
present case for upper middle-classes, it has @atitg effect on income gains (e.g., in
Appendix 3.2.3). Maybe, the explanation has momatevith the system of pension in Turkey
that has supported the bottom 40% of the populatemveen 2002 and 2011 and explains
why those between 50-65 years were more likely écolme middle-class according to
Azevedo and Atamanov (2014). It does help explaw fan additional income from the
retired members may help the lower middle-class$,dince it is not a wage-like level of
income, it is not enough to clear an additionabme gain for those initially in the upper

middle-class.

Results on the job market variables are somewhakmostly with a significance of 10%).

On the one hand, the variables “employer,” “limiteghtract,” and “get registration” have

positive effects on upward mobility, and working prublic administration increases the
potential overall gain. On the other hand, havinggular job (in contrast with a casual one)
has the opposite effect. Since no other sectoablriis significant, it may just be driven by
individuals who still work regularly in 2013 but iess lucrative jobs.

Finally, contrary to the lower middle-class, almogine of the variables of exposure to
idiosyncratic shocks are significant. As noted g YWorld Bank (2014), the upgraded health
system has made Turkey’s population in better heatid less vulnerable tadtastrophic
health events Thanks to thar, the upper middle-class are abbp among the most well-
endowed to face up such risks. An additional paémeason why those variables are not
sources of mobility may lie in the Turkish housetsokoping mechanisms. TEPAV et al.
(2009) observe that in the aftermath of the econoenisis in 2008-2009, the households
tended to deploy strategies that preserved thgiemditures in health or education-related

items, going as far as reducing their food consiongor instance.
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7.Main results on the determinants of relative moili

The base outcome that has been omitted and witherefe to which we can interpret the sign
of the coefficients, in all estimation, is “no mbyi.” To interpret the coefficients, we use the
Relative Risk Ratios (RRR) that are quite intuitiiRRRs are obtained by exponentiating the
coefficients. For instance, the coefficient émcondary educatioim column (1) of Table 3.13
is -1.641. If the RRR is superior (respectivelyenidr) to 1, it means that lower middle-class
households with secondary-educated heads are ni@ly I(less likely) to experience
transition into poverty than the reference groupsuéeholds with illiterate or literate but not
graduated heads) when the other variables are behdtant. In our case, the RRR
corresponds toe 161 = 0.194. Thus, lower middle-class households with secondary
educated heads are 80.6% (1 — 0.194) less likedxperience transition into poverty than the
households with non-educated heads. In comparistbntie previous estimates, some effects
are stronger in terms of significance and magnittrde the sake of concision, only variables

with significant coefficients are reported in tlables of this section.

7.1 From poverty to the middle-class

We start with the sample of initially poor housetsl Unsurprisingly, knowing the low

transition rate from poverty to the rich group, variables are significant in explaining this
transition. Results in Table 3.11 indicate thatfitcients for gender are positive again, and
while they still are significant only at 10%, the®sults are stable in all specification: a poor
household with a female head is at least 4 timeserkely to become upper middle-class
(column 1) compared to a poor household with a nhalad. We comment on this effect

thoroughly in section 7.2.

Another recurring result relates to the positivee@s of initial income we also find for
absolute mobility in the middle-class. As we cae, $be coefficients are strong (significant at
1% in almost all specifications) even if the magdé of the effect is small: one unit increase
in the logarithm of initial income would increadeetlikelihood of becoming lower middle-
class by at most 0.11% points (column 1) and uppddle-class by at most 0.164% (column
4). Those results again seem to go against the oflemnvergence in well-being for the
poorest, that, for instance, Fields et al. (20G8i®) on the whole sample and sub-samples of

poor and non-poor households in Indonesia, SpainthSAfrica and Venezuela. At the very
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least, we can posit that origin-dependence may dxe iwonstraining for social ascension than
for marginal variations in income. We discuss thisher in section 7.3.

Table 3.11 Multinomial logistic estimates on the prbability of exiting poverty and
reaching Lower or Upper MC (reference= remain poor)- Demography, Assets

Demography Assets Change assets
1) () (3 (4) (%) (6)
Lower MC  Upper MC Lower MC  Upper MC  Lower MC  UppdC
Initial income 0.00110%* 0.00135** 0.000901** 0.00128* 0.00098**  0.00134*
(0.000235)  (0.000493)  (0.000306)  (0.000622)  (0.38)3 (0.000696)
Household size 0.0426 0.235 -0.0284  0.238* 0.0368 0.203
(0.0630) (0.165) (0.0560) (0.144) (0.0761) (0.220)
Children below 7 -1.093* -2.692 -1.199 -2.755% -1.205 2.778
(0.593) (1.753) (0.734) (1.507) (0.793) (1.827)
Children10-14 -0.987 -2.710 0.977  -2.749* -0.985 -2.557
(0.636) (1.654) (0.630) (1.554) (0.615) (1.725)
Proportion retired 4 549 -1.484 -4.149* -1.462 -3.553 -1.560
members (2.128) (2.341) (2.421) (3.100) (2.210) (2.448)
Gender -0.467 1.392% -0.370 1.513* -0.460 1.513*
(0.368) (0.779) (0.399) (0.822) (0.392) (0.841)
Proportion active 1 gg7#x 1.317 0.865* 1.407 1.075% 1.430
(0.448) (0.975) (0.454) (1.097) (0.458) (1.287)
Unemployed -1.170% -1.433 -1.063* -1.421 -1.147* -1.590
(0.469) (55.25) (0.502) (21.70) (0.529) (30.82)
Employed -0.821% -0.371 0.767* -0.296 -0.885** -0.465
(0.374) (0.832) (0.347) (0.939) (0.448) (0.881)
Phone - - 0.789* -0.337 - -
- - (0.428) (0.769) - -
Car - - 07294+ 0.641 - ;
- - (0.238) (0.511) - -
Private transfers . . ; } 0.490** 1.252%
- - - - (0.219) (0.631)
Allowances . . ; } -0.620** -0.138
- - - - (0.249) (0.681)
No phone - - - - 1.132* 0.738
- - - - (0.687) (27.95)
Constant 5.689%** -5.770* 7.135 8.192%+* 4.546 5.689%**
(1.513) (3.456) (278.1) (1.510) (3,183) (1.513)
Observation 914 914 914 914 914 914

The standard errors in parentheses are bootstraptigek0.01, ** p<0.05, * p<0.1
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On the one hand, as we already observed in theipidge analysis, the initial size of the
household does not hamper the exit from poverstead, one unit increase in the number of
members multiplies the risk of becoming upper needchss by a factor of 1.31 at least
(column 4); but there is a reversal if the familgcbmes larger during the transition. The
trends related to the household composition helpnoherstanding this. When significant, the
shares of dependent children (below 14 years) andetired members are negatively
associated with upward transition, whereas the g@tagm of active members amplifies the
likelihood of climbing up to the lower middle-clasghat gives us a glimpse of how important
income sources are in the transition into the neiddihss through upward mobility for Turkish
households, as already notedSsker and Dayiglu (2015). This obervation is backed up by
the coefficients of unemployment which decreases phobability of joining the lower

middle-class by at least 65% (column 3).

On the other hand, most job market variables atesigmificant and some results are quite
puzzling (Table 3.12). Whether the household heademployed or unemployed (with

reference to being inactive), the probability otezimg the lower middle-class is reduced.
When we control for the type of contract and useemdisaggregated employment status
(being a regular worker, employer and being selpleyed), none of these variables is
significant’?* On the contrary, with such controls, we find tip@or households with an

unlimited contractual head are more likely to beeampper middle-class. Together with the
negative coefficients of “employed” and “regulafdr(transition into the upper middle-class),
this result may suggest that although a regularceoaf income is necessary, not every kind
of job provides sufficient earnings to transitiarto an upper class. Also unexpected, no
education variable is significant to explain escapen poverty even if there had been more

upward mobility among households with tertiary-eated households (Section 4.4).

Finally, household assets play rather importarés-oHaving a mobile phone or a car initially
helps the household improve their position in theome distribution. The relationship with
upward transition is reversed whether the houseshgéd more private transfers (positive) or
more social allowances (negative for transitioro ifdwer middle-class). This may reflect
different situations. On the one hand, private ¢fars may come in complement to the other
income sources of some households and help themowapheir welfare situation, while on
the other hand, only the most vulnerable househmdsive social allowances enough for

124 The results are not reported.
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them to secure their living but not enough to prappem out of poverty. Romano and

Penpecig@lu (2009) explain how, historically, informal netvks have played a major role in

upward mobility in Turkey by providing opportunisieof employment andprotective

mechanismto the newcomers in the urban areas mostly in1®®80s. Even though the

efficiency of such mechanisms has worn off sinae 1890s, most “vulnerable” households
resorted to them in the aftermath of the crisisRAK et al. , 2009).

Table 3.12 Multinomial logistic estimates on the prbability of exiting poverty and
reaching Lower or Upper MC (reference= remain poor)- Job market, shocks

Job market Change job market Idiosyncratic chocs
1) 2 (3) (4) (5) (6) (7) (8)
Upper Lower Upper
Lower MC Upper MC Lower MC UpperMC Lower MC MC MC MC
Initial income  0.0012**  0.0016** 0.0012** 0.0015** 0.0011** 0.0013** 0.0011** 0.0014*
(0.000261) (0.000623) (0.000289) (0.000514) (0.08)3 (0.00049) (0.00023) (0.00070)
gg‘eJSEho'd 00508  0.304*  0.0570  0.267*  0.0443 0.215 0.0506  0.270*
(0.0613) (0.152) (0.0616) (0.125) (0.0781)  (0.132) (0.0755)  (0.154)
ggi(')‘i'/ﬁ“ -1.288*  -2.969**  -1.282 -3.093 -1.294 -2.599 -1.320 -2.924
(0.666) (1.497) (0.869) (1.883) (0.805) (1.715)  96B)  (2.037)
Children10-14 1 143« 5940+  -1.204+ 3102  -1.277*  -2.808*  -1.123  -2.759
(0.655) (1.785) (0.677) (2.122) (0.549) (1.638) 78m)  (1.739)
fert?r";‘(’jr“"” -3.528* -0.624  -3.350%*  -0.280  -3.043*  -0.0405  -4.349*  -1.244
members (1.457) (2.237) (1.425) (2.415) (1.464) (1.982)  468)  (3.305)
Gender -0.224 1.457+ -0.141 1578 -0.108  1.432%*  -0.469  1.548*
(0.329) (0.791) (0.361) (0.788) (0.374) (0.687) 3¢7)  (0.909)
zége‘e’r“"” 0.484 0.399 0.227 0.259 0.498 0.792 1.047* 1.541
(0.417) (0.919) (0.423) (1.007) (0.367) (0.884)  4¢7)  (1.231)
Unemployed - - - - - - 1.461%  -1.496
- - - - - - (0.585)  (9.758)
Employed - - - - - - 0.742%  -0.452
- - - - - - (0.401)  (0.829)
Regular 0230  -17.30% - - - - - -
(2.688) (7.761) - - - - - -
gg:{:‘;ﬁd 0.305  18.49% - - - - - -
(2.630) (7.779) - - - - - -
Limitation . _ . _ - 0.435* 0.346
) i ) ) ) ) (0.253)  (0.441)
Constant SB.54% 131 G7OM 12 1% 508 130"  -4.089%*  -11.00*
(1.696) (4.961) (1.708) (3.147) (1.609) (3.586) .607)  (5.738)
Observation 602 602 602 602 602 602 879 879

The standard errors in parentheses are bootstrapyierk0.01, ** p<0.05, * p<0.1
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7.2 Inter-class mobility of the lower middle-class

The results on the baseline model and with cotrohssets are reported in Table 3.13 below.
Again, very few variables are significant to explaiansition into the rich group. The three
major effects discussed in section 6.1 on absohatbility within the lower middle-class hold

in every specification.

First, initial income increases the probabilityugfiward mobility into the upper middle-class:
the risk of becoming upper middle-class increagea factor of 0.998 when the logarithm of

initial income increases by one unit.

Secondly, the effect of gender is confirmed: hg\arfemale head indeed increases the risk of
becoming upper middle-class by 117%. This recurresylt seems counterintuitive knowing
that the participatory rate of women on the job ketihas been low during the period and
they are more concentrated in low-productive atéigi In addition, Tanse et al. (2019) find
that men are more likely to climb up the wage dstion.However, a closer look at the
characteristics of the women in our sample revéres most of them declared being inactive
in the base year (without any precision on thelivag) and most of them are either owner of
their house (66.77%) or have rent-free accommonddfi8.98%). The explanation seems not
to be related to their labor earnings but rathertheir “ownership status.” Indeed,
Combarnous et al. (2018) explain how the statusvaiership can be a key differentiating
factor between the classes in Turkey becauseig@ved the households from the expensive
rental that would otherwise diminish their realante drastically.

Thirdly, education appears to have more of a ntitigaeffect on the risk of falling into
poverty. For instance, households with tertiaryeaded heads have at least 75% less risk of
becoming poor compared to the households with mlutcated heads. Even households with
only primary-educated heads have at least 67%iEs®f becoming poor compared with the

latter ones.

We did not hold forth on the effects of househadltk sand active members in the case of
absolute mobility since the results were not strand ambiguous, but they stand up more in
explaining inter-class mobility. First, large imitisize does not hinder the chance of moving
upward, instead, those households are less likeljwdve downward, but these tendencies
reverse if the size increases during the transiti@tondly, a one% increase in the number of

active members translates into 2.26 times riskeamoming upper middle-class (column 5),
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even into 12.54 times risk of becoming rich (colu&)nThis result coheres with the findings

in the literature on the importance of earningexplaining welfare in general (for instance,

as evidenced by Brand-weiner and Francavilla (20i5)Jiet Nam) and in Turkey. On the

latter, Seker and Dayiglu (2015) find that if the household head’s earsiragcount for

43.5% of poverty exit in Turkey during 2005-2008 bther member’s earnings come second
with 21% share.

Table 3.13 Multinomial logistic estimates on the pybability of exiting lower middle-class
(reference = remain lower middle-class) — Baselirend assets

Baseline Assets Change assets
1) ) ®3) 4) 5) (6) ) (8)
Poverty Upper MC Rich Poverty Upper MC Rich Poverty pper MC
Initial -0.000513 0.00198*** -1.84e-05 -0.000636 0.00197*** -0.000372 -0.000661 0.00194***
income (0.000459) (0.000534) (0.000897)0.000564) (0.000455) (0.00119) (0.000477) (0.0Q942
Household -0.123 0.196** -0.152 -0.147* 0.190* -0.344 -0.157* 0.200*
size (0.101) (0.0823) (0.215) (0.0875) (0.0984) (0.248) (0.0904) (0.106)
Children 10- 2.815*** -0.324 1.274 2.920*** -0.377 2.341 2.713*** -0.437
14 (0.724) (0.878) (1.910) (0.729) (0.954) (2.845) 762) (0.741)
Gender -0.465 0.773* -0.249 -0.532 0.900* -0.146 -0.808 0.855
(0.491) (0.434) (2.890) (0.417) (0.547) (1.388) 51®) (0.529)
Tertiary -1.747%* -0.507 1.360 -1.603** -0.764 1.054 -1.379* -0.569
(0.813) (0.657) (4.450) (0.772) (0.712) (7.059)  78m) (0.666)
Secondary  -1.641%** -0.409 1.102 -1.520%** -0.584 0.687  -1.334**x -0.467
(0.512) (0.481) (4.069)  (0.501) (0.605) (3.461) (0.467) (0.501)
Primary -1.211%** -0.0134 -0.832 -1.181%** -0.167 -1.244  -1.098*** -0.0737
(0.397) (0.420) (3.890) (0.451) (0.463) (3.364) 3@ (0.443)
Proportion 0.217 0.814* 2.118* 0.338 0.857* 2.529* 0.225 0.886
active (0.557) (0.467) (1.214) (0.519) (0.499) (1.408) 582) (0.600)
Unemployed -1.435 0.471 -14.15*** -1.571 0.560 -13.44%** -2.013 0.540
(7.463) (3.932) (2.352) (7.279) (3.052) (2.760) 191) (4.830)
Private - - - 0.000131** 1.89e-05 0.000203 -0.727*** -0.00820
transfers - - - (3.80e-05)  (4.06e-05) (0.000238) (0.251) (0.246)
No private - - - - -1.188* 0.301 0.380 0.0510
transfers - - - - (0.694) (5.586) (0.254) (0.273)
Allowances - - - 0.361 - - 0.971* 0.229
. _ - (0.277) - - (0.429) (2.339)
Car - - - -0.379* 0.525** 1.672** 0.225 0.677***
- - - (0.195) (0.253) (0.668) (0.312) (0.248)
Constant 4.885 -18.47*** -1.737 10.72%** -17.42**  10.41 5.296 -18.01***
(3.753) (4.538) (9.995) (2.563) (2.627) (10.85) 500) (3.746)
Observation 927 927 927 927 927 927 927 927

The standard errors in parentheses are bootstrapyygek0.01, ** p<0.05, * p<0.1

The results in Table 3.13 corroborate the findimgsection 6.1 regarding private transfers.
However, if possessing a car was not found sigamfidoefore, having a car in the base year
multiplies the chances of upward transition int@ thpper middle-class (by 1.69 times,
column 5) and into the rich group (by 5.32 timeslumn 6) as well as reduces the risk of

falling into poverty. Getting a car is also pos#liy associated with transition into the upper
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middle-class Furthermore, receiving more private transfers (oyihe transition) decreases
the probability of falling into poverty while res@ng less of them decreases the probability of
becoming upper middle-class. This indicates thafpe transfers seem indeed to complement
income and help households to maintain their ligstendard (or improve them in the case of
the poor as seen previously), but that also shatvibuseholds are relatively dependent on
such transfers and make them more vulnerable itotigerun.

Table 3.14 Multinomial logistic estimates on the pybability of exiting lower middle-class
(reference = remain lower middle-class) — Job markeand Shocks

Job market Job market Shocks
@ 2 3 4 (5) (6)
Poverty Upper MC Poverty Upper MC Poverty Upper MC
Initial income  -0.000141 0.00175*** -0.000152 0.00179*** -0.000491  0.00206***
(0.000460) (0.000506)  (0.000412) (0.000536) (0.38)4 (0.000433)
Household -0.00469 0.133 -0.0133 0.145* -0.124 0.194**
size (0.124) (0.140) (0.105) (0.0799) (0.104) (0.0978)
Children 10- 2.925%** -2.262** 2.541 % -2.285** 2.864*** -0.257
14 (0.919) (0.900) (0.806) (1.085) (0.748) (0.801)
Gender 0.511 1.224 0.705 1.377* -0.632 0.909**
(0.805) (0.759) (0.688) (0.743) (0.396) (0.441)
Tertiary -2.754*** -1.102 -2.546** -1.055 -1.600 -0.417
(1.064) (0.933) (1.053) (0.736) (1.024) (0.659)
Secondary -2.5171%** -1.243 -2.442%** -1.224 -1.523** -0.255
(0.624) (0.854) (0.757) (0.760) (0.610) (0.494)
Primary -1.865%** -1.056 -1.881%** -1.026 -1.199** 0.0870
(0.538) (0.788) (0.717) (0.638) (0.494) (0.400)
Proportion 0.161 -0.0727 0.581 -0.0816 0.222 0.649
active (0.842) (0.797) (0.768) (0.744) (0.563) (0.440)
Unemployed - - 16.73*** 2.132 -1.140 0.737
- - (3.798) (19.16) (8.053) (5.006)
Industry 0.597 1.416** - - - -
(0.422) (0.688) - - - -
Private 0.722 1.005** - - - -
service (0.459) (0.507) - - - -
Scientific and 1.006 1.660** - - - -
technical (2.468) (0.815) - - - -
Public -0.390 1.604** - - - -
administration  (17.37) (0.709) - - - -
Registered -0.450 -0.759** - - - -
(0.359) (0.311) - - - -
Limitation - - - - 0.0423 -1.019%**
- - - - (0.319) (0.308)
Health status - - - - -0.346* 0.227
- - - - (0.200) (0.208)
Lessiill - - - - -0.0365 0.9171%**
members - - - - (0.271) (0.316)
Less - - - - -0.0623 1.410%**
limitation - - - - (0.365) (0.450)
Constant 1.938 -16.62%** 1.519 -16.56*** 5.950 -pgF*
(4.305) (4.816) (3.886) (4.472) (4.174) (4.056)
Observation 593 593 593 593 927 927

The standard errors in parentheses are bootstrappgrk0.01, ** p<0.05, * p<0.1
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The results on idiosyncratic shocks are consistéhtthe findings in section 6.1 (Table 3.14,
columns 5 and 6). Regarding the job market varshleemployment is found once again to
be detrimental for upward mobility into the richogp; it even increases the risk of becoming
poor. Interestingly, households with their headkirgg in any other sector than agriculture in
the base year are more likely to move into the uppeldle-class even more so for the
households whit their head working in scientifialaechnical activities (the risk is 5 times
higher, Table 3.14, column 2). This result is rasugant of the role played by urbanization
and the subsequent structural change into the tamaf the new middle-class we talked

about in Section 1.

7.3Inter-class mobility of the upper middle-class

The results are reported in Table 3.15 and Talllé Below. Interestingly, some variables that
were significant for the lower middle-class likenger, household size and the possession of a
car are not significant or ambiguous (like the pmbipn of children), whereas others that did
not explain absolute mobility in section 6.2 tumt to be significant in explaining inter-class
transitions for upper middle-class households. Tisathe case for some variables of
occupation. The only significant variables here thie registration status and a switch into
work in industry or services that reduce the riskl@vnward transitions while switching to a
job in agriculture is detrimental for upward motyilinto the rich group. Furthermore, like in
the case of absolute mobility (section 6.3), thealdes of exposure to idiosyncratic risks are
not significant except the decrease in the numb#érmmembers (Table 3.15).

We notice that the results on initial income, ediatalevel and proportion of active members
results are strongly significant and corroborat phevious findings (Table 3.16). More so,
not only does a higher level of initial income i@ases the probability of upward transition
into the rich group, but it also prevents housetdidm falling into poverty or the lower

middle-class (even if the magnitude of the effecpietty marginal). At the upper middle-
income level, higher education of the family headuces the risk of falling into the lower

middle-class by at least 77% (tertiary educatiahjmn 6).
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Table 3.15 Multinomial logistic estimates on the pybability of exiting upper middle-
class (reference = remain upper middle-class) —Joharket and Shocks

Job market Shocks
(11) (12) (13) (14) (15) (16)
Lower MC Lower MC Rich Poor Lower MC Rich
Initial income -0.000407* -0.000336 0.000996***  -0.00134**  -0.0BF*  0.00111**
(0.000220) (0.000213) (0.000329) (0.000522) (0.000208) (0.000434)
Children below 7 -2.124* -1.576 -2.197 -0.731 -1.851* -1.905
(1.243) (1.121) (1.787) (3.266) (1.124) (2.971)
Proportion retired members -0.603 -0.946 -1.278 -8.213 -0.544 -0.102
(0.625) (0.618) (0.906) (8.919) (0.742) (1.580)
Age -0.108**  -0.121* -0.0930 -0.362** -0.110*** -0.0744
(0.0541) (0.0529) (0.0852) (0.142) (0.0390) (0.0916
Age squared 0.000768 0.000800*  0.000715 0.00314** 0.000744*  0.000647
(0.000487) (0.000474) (0.000829) (0.00136) (0.000356) (0.000941)
Tertiary -1.691***  -1.579** 0.311 -0.856 -1.661*** 0.470
(0.605) (0.623) (6.639) (4.920) (0.552) (6.573)
Secondary -1.737%*  -1.708*** 0.700 -2.511 -1.741% 0.908
(0.590) (0.616) (6.647) (5.079) (0.486) (6.637)
Primary -1.093* -1.052** 1.214 -0.952 -1.078** 1.470
(0.586) (0.515) (6.712) (4.830) (0.483) (6.614)
Proportion active -1.695***  -1.578*** -0.212 -1.981* -1.546*** 0.370
(0.493) (0.541) (0.671) (1.152) (0.571) (0.753)
Employed - - - 1.416 -0.563 -0.672
- - - (4.384) (0.657) (1.275)
Registered -0.661** - - - - -
(0.316) - - - - -
Become agriculture - 0.443 -15.46** - - -
- (5.104) (7.233) - - -
Become ind/serv. - -0.0323 -0.631 - - -
- (2.412) (4.977) - - -
Get job - - - -16.61*** -0.570 1.057
- - - (2.726) (0.720) (1.354)
Less ill members - - - 0.733 0.411 1.268**
- - - (0.890) (0.314) (0.510)
Constant 11.26%**  11.33*** -14.90* 25.30** 12.22%* -14.96
(3.731) (4.031) (9.043) (10.10) (3.854) (9.795)
Observation 403 403 403 625 625 625

The standard errors in parentheses are bootstrapyygek0.01, ** p<0.05, * p<0.1

While it favors upward mobility for the lower middklass (Section 7.2), the proportion of
active members in a household plays more in terfreecuring the position for the upper
middle-class. Indeed, the initial number of workimgmbers in a household reduces the risk
of falling into lower middle-class by at least 7%2olumn 2); while having additional active
members reduces the risk of falling into the formass by 67% and into poverty by 89%
column 3 and 4). This substantiates the cumuladantage hypothesis mentioned above.
Combarnous et al. (2018) explain that education ercupation are cleaving features in
Turkey, and through “social reproduction”, peoplghwbetter background tend to be better
educated and have better jobs, these trends havedoafirmed by the World Bank (2014),
ensuring them a better social position as well.rEtr@ugh an analysis of intergenerational
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mobility would be necessary to unveil the intricatechanism behind it, our results seem to
step in that direction.

One noticeable difference with the lower middlesslas the significant effects of the
proportion of retired members (Table 3.16). Newadhs, the effect is weak, significant only
in the baseline models (column 1 and 4). We ndheg like in the case of absolute mobility
within the lower middle-class (section 6.2), thepwortion of retirees reduces the risk of
downward mobility. At the same time, there is a kvedfect in terms of reducing the
probability of upward transition into the rich slar to the findings on absolute mobility in
Section 6.3. This may have to do with the dividéhimi the retired population between the
secure and “vulnerable” (Combarnous et al., 20d8)ch is another byproduct of the “social
reproduction” discussed in section 6.3. The seaat@ees generally benefit from the
ownership of their home and support from the youmggnerations they “invested in” when
they were still active, while the vulnerable redsestruggle with the payment of rents

rendering them less economically stable.

Our results seem to indicate that households withemnetired members tend to be stuck in
their initial class (this is consistent with thesuéts in section 7.1); with an income stable
enough to secure their position thus protectingntfrem downward transitions, but not high
enough to help them climb the ladder. The stroggigcant non-linear effect of age provides
further support and also introduces elements thestipn the “stability” of the position of the
retirees. Indeed, the results suggest that the tldeupper middle-class household heads, the
less likely their households experience downwardbitity (the risk of falling into the lower
middle-class is reduced by at least 10% by theab&iAge column 2). However, this
mitigating effect wears off past a certain ageuagested by the positive coefficients of Age
This may also be related to the insecurity of esgwifor those that continue working in the
informal sector past their retirement (World BagR10), although this may be more accurate
for the households at the lower middle-class lewt. also said in Section 4.4 that pensions
have helped many retired people to improve thelfane and cross the USD 10 poverty line
between 2002 and 2011 (Azevedo and Atamanov, 2014 Yhey are not necessarily enough

to secure the standards of living at the upper taidthss level.
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Table 3.16 Multinomial logistic estimates on the prbability of exiting upper MC (reference = remain (pper MC) — Baseline and Assets

Demography Change demography Assets Change assets
1) (2 3) (4) (%) (6) (7) (®) 9) (10)
Poor Lower MC Poor Lower MC Poor Lower MC Rich Poor Lower MC Rich
Initial income -0.00107** -0.000422* -0.000871*  -0.000485*** -00004* -0.000428* 0.00101*** -0.00111* -0.000497** 0.000898***
(0.000173) (0.0@)6 (0.000247)  (0.000315) (0.000622) (0.000235) (0.@8)3
Children below 7 -3.194 -0.743 -1.938 -1.747 -1.637 -2.243 -2.119
(2.062) (2.938) (1.423) 98Db) (2.767) (1.418) (1.849)
Proportion retired -1.717%* -6.587 -0.630 0.00105 -6.790 -0.653 -0.650
members (0.620) (5.798) (0.991) 74B) (4.836) (0.805) (1.254)
Age -0.0981* -0.251* -0.0813 -0.0703 -0.324** -0.124** -0.0700
(0.0536) (0.141) (0.0638) (0.116) (0.151) (0.0548) (0.110)
Age squared 0.000811* 0.00204 0.000418 0.000477 0.00287** 0.000877* 0.000476
(0.000492) (0.00130(0.000563) (0.00120) (0.00143) (0.000493) (0.a910
Tertiary - -0.211 -1.478** 0.636 -0.816 -1.662*%** 0.473
- (5.979) (0.683) (7.225) (5.490) (0.637) (7.186)
Secondary - -1.463 -1.598*** 0.931 -2.127 -1.789%** 0.634
- (7.032) (0.546) (7.178) (5.432) (0.578) (7.258)
Primary - -0.183 -1.057** 1.372 -0.660 -1.196** 1.094
- (5.868) (0.501) (7.124) (5.563) (0.504) (7.148)
Proportion active -1.110** -1.561 -1.376%** 0.567 -2.150* -1.603*** 0.397
(0.504) (1.273) (0.504) 781) (1.216) (0.528) (0.956)
Employed -1.098*** 2.407 -0.457 -1.048 2.322 -0.438 -1.355
(0.344) (5.120) (0.542) 3(0B) (4.416) (0.799) (1.174)
Credit - -0.403 -0.259 -0.526 0.765 0.467* 0.989**
- (0.506) (0.246) (0.353) (0.612) (0.273) 4@6)
No private transfers - - - - 0.892 0.680** 0.218
- - - - (0.721) (0.288) (0.466)
Allowances - 1.434 0.342 -12.97%** 1.528 -0.689 0.628
- (2.568) (0.766) (1.900) (8.975) (12.15) 3@09)
No allowances - - - - 1.032 0.241 -13.46***
- - - - (1.194) (0.692) (1.107)
Phone - -2.384** -1.186* -0.236 1.707 1.215 1.605
- (0.972) (0.618) (6.873) (6.400) (2.746) 4@0)
No phone - - - - 1.003 0.462 -13.38***
- - - - (7.393) (0.688) (2.015)
Constant 18.53** 10.50%** 12.06** 22.21 12.72%** -14.77* 22.41~
(7.383) (3.083) (5.259) 4.71) (4.400) (8.703) (12.86)
Observation 625 625 625 625 625 625 625
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The necessity of a somewhat strong safety net tmtema or upgrade the status of the
households at the upper middle-class level is coefil by the findings on assets, starting
with the mitigating effect of possessing a phonedownward transitions. Receiving social
allowances in the base year reduces the probabiligccessing the rich group (column 7),
while the effect is the same for the households there previously recipients of such
assistance or private transfers but has got lesisenfi during the transition (column 10). On
the one hand, resorting to more credit is a fasta@ownward transition into the lower group
(note that the effect is weak, significant onlyi86), probably related to the financial burden
they represent in terms of repayment. On the offaed, households that have contracted
more credit are 9.31% more likely to move up to tie group. Although they seem
contradictory at first, both effects align with thiedings of Schotte et al. (2018) in South
Africa and echo some observations of Combarnows. €2018). Through their qualitative
investigation, they found that the new middle-clat3 urkey tend to contract debt to sustain
their living standard and maintain their statusstfexposing themselves to new financial
burdens in the medium and long-run. Elfick (201$pdinds a correlation between the use of
credit cards and middle-class consumption. Ourltesuggest that credits for the upper
middle-class may also serve the purpose of sos@resion because their regular incomes are

not enough to propel them out of this class tarittie group.

8.Robustness checks

This section addresses several concerns aboublbiistness of our results. First, we discuss
the case of ihitial income’” We then propose alternative models to estimatolalbe and
relative mobility. Although we run the robustnes®cks for all specifications presented in
section 5.4, we only report some results on thelbeesspecification for illustrative purpose.

The robust results are recapitulated in Tables 8r2113.22.

8.1 Initial income: Predicted versus reported income

We motivate the use of instrumentation in sectidh & an attempt to correct the potential
measurement errors on the vector of income alludéloke literature. Using that approach, the
2SLS and control function regressions delivered sheme positive coefficients of initial

income when they are significant. Nevertheless thsult may seem suspicious regarding

most results in the literature we surveyed in ®ecfi.3. Fields et al. (2003b) note that the
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instrumental variable approach may produce upwabsiilged and inconsistent estimations on
the relationship between initial income and itsatawn. More precisely, This would occur if
the component of initial income that is correlat@dh the instruments, conditional on the
control variables, has a more positive relationshiph income change than the component of
true initial income that is orthogonal to the sétoontrol variables and instruments”(p. 14).
They thus consider the predicted income and therteg income as alternative indicators of
initial income with potentially very different relést Furthermore, the F-statistics for the
downward absolute mobilitynodel (section 6) are rather small, which wouldgast that
2SLS is biased toward the Ordinary Least SquareskSWright, and Yogo, 2092%

Table 3.17 OLS estimation on absolute mobility - Bseline specification

Initially Lower MC Initially Upper MC

Overall Downward Overall Downward

Reported initial income -3.97e-05%** 1.84e-05* -3 05%** 1.50e-05***
(1.44e-05) (9.54e-06) (6.45e-06) (4.98e-06)

Demography Yes Yes Yes Yes
Emp_status Yes Yes Yes Yes
Constant 0.477* -0.0668 -0.157 0.732%**

(0.197) (0.194) (0.414) (0.233)
Observations 593 210 625 314
R-squared 0.129 0.080 0.114 0.099

The standard errors in parentheses are bootstrapyigek0.01, ** p<0.05, * p<0.1

On the one hand, when we re-estimate all modefggudLS, we find for all specifications a
negative relationship between reported initial meoand absolute mobility (change in the
logarithm of income), albeit the magnitude of thee is still as small as with the 2SLS as
we can see in column 1 and 2 of Table 3.17. Weraisdhe estimations on the subsample of
poor households, and the reported initial incomendt significant regardless of the
specification:?® Woolard and Klasen (2005) mention that this cam bdemonstrated effect of
the measurement errors that tend to result in ssgres toward the mean and can, in some
instance, berhean-reverting(Bound, Brown, and Mathiowtez, 2000). On the othand, we
find the same association with relative mobility feoth indicators that we identified in
Section 7: positive coefficients on upward and tiggacoefficients on downward transitions
(Table 3.18) advocating for the importance of cuatiue advantage mechanism related to the

economic situation in the base year for inter-chassility.

125 As cited in StataCorp (2013).
126 The results are not reported.
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Table 3.18 Multinomial logistic estimation on relaive mobility - Baseline specification

Initially poor Initially lower MC Initially upper MC
Upper Upper
Lower MC MC Poverty MC Rich Poverty Lower MC Rich
Eﬁ%‘l’rte" 0.00032** 0.00029| -0.00037**  0.0003* -1.34e-0§ -0.00018**0.0002** 0.00016***
income (6.09e-05) (0.00021) (0.00011) (0.0001) (0.0004) (8.54e-05)  (3.95e-05)5.0@e-05)
Demography Yes Yes Yes Yes Yes Yes Yes Yes
Emp_status Yes Yes Yes Yes Yes Yes Yes Yes
Constant -2.558**  -7.035*} -12.91%** -20.47*%* -19.81** 7.642 7.751%* -1.249
(1.283) (3.132) (1.764) (2.861) (9.738 (8.470) 94D) (6.806)
Observations 916 916 593 593 593 625 625 625

The standard errors in parentheses are bootstrapyigek0.01, ** p<0.05, * p<0.1

A thorough investigation on the reported incomeadatt the ILCS would be necessary to

determine the specific type and impact of measun¢ragors in the data, but, at the very
least, the effect of income on inter-class mobilgyquite robust to the choice of income

indicator and the specifications. With regard te tither determinants (education, status of
employment, composition of the household, gendssetg), we find more strongly significant

and greater coefficients when we use OLS withostrimentation (bootstrapped or not)

suggesting that when the endogeneity of initialome and measurement errors are not
controlled for, the effects of other variables @aomomic mobility tend to be overestimated.

8.2 Alternative model for absolute mobility

Instead of a linear model with the variation of tlbgarithm of income as the dependent
variable, we can estimate the determinants of abesahobility using a binary regression
model. For this purpose, we transform the mobihtyex into a binary variable that takes the
value of one if the average income growth is pesitind zero otherwise. Equation 3.5 is

changed as follows:
[Equation 3.11]
P(upward_mobility = 1) = a; + Bolny;o + f1X; + &
Table 3.19 reports the results of the logit estiomst on the baseline specification. The sign of
the reported income differs again from the prediciecome, and some variables non-
significant with 2SLS are significant using OLS. Aegjards the 2SLS, the magnitudes of the

coefficients are not really comparable with thas&ection 6 due to the different nature of the
dependent variables. Dichotomizing a continuousabée leads to a loss of information:
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instead of observing the determinants of a margihahge in the income level, all magnitude
of variations, the slightest and the largest oaes,assimilated to “being mobile.” Therefore,
some effects are stronger or/and greater in magmitompared to the results in Section 6,
suggesting that the explanations behind marginatwan of incomes are not captured by our
variables (for instance, natural disasters, lossdeath of a member of the household).
Nevertheless, the significance and signs of ounmea&planatory variables, namely education
(secondary and tertiary), initial and change in sketus of employment, the proportion of
dependent children and active members, the posseskassets, are similar to what we found

earlier.

Table 3.19 Logit estimates on the probability of ugrard mobility - Baseline specification

Instrumental Non-instrumental
Lower MC Upper MC Lower MC Upper MC
Reported initial income - - -0.000252*** -9.25e-05***
- - (6.00e-05) (3.29e-05)
Predicted initial income 0.000732** 0.000304** - -
(0.000357) (0.000149) - -
Proportion children 7-10 -1.093 -0.167 -1.386** D6
(0.737) (0.954) (0.644) (0.949)
Proportion children 10-14 -1.684*** -1.456** -2.220 -1.944**
(0.565) (0.703) (0.557) (0.876)
Proportion retired 1.430* 0.102 1.112 0.136
members (0.760) (0.809) (0.814) (0.705)
Tertiary 1.074* 1.918*** 2.142%* 2.402%**
(0.593) (0.676) (0.526) (0.629)
Secondary 0.727* 1.707*** 1.384*** 1.854***
(0.366) (0.589) (0.317) (0.543)
Primary 0.453 1.107* 0.850*** 0.920
(0.292) (0.530) (0.267) (0.570)
Proportion active 0.306 1.229%** 0.180 1.112*
members (0.429) (0.392) (0.467) (0.478)
Unemployed 0.480 -1.970** 0.447 -1.991**
(0.772) (0.811) (0.819) (0.851)
Retired -0.976* -0.638 -0.889 -0.582
(0.539) (0.645) (0.603) (0.443)
Predicted residuals -0.00102*** -0.000409*** - -
(0.000376) (0.000150) - -
Constant -6.717* -8.313*** 1.085 -2.051
(3.276) (2.581) (1.281) (1.599)
Observations 927 625 927 625

The standard errors in parentheses are bootstr&pppd0.01, ** p<0.05, * p<0.1
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8.3 Alternative model for relative mobility

We advocate the use of multinomial logistic for #stimation of relative mobility in section
5.3, but due to the nature of our variables andcctimeerns regarding the IlA test, we propose
an alternative model. Furthermore, the latter mesian additional robustness check on the
relationship between predicted and reported ininabme and inter-class mobility that we
discussed in section 8.1.

By construction, our dependent variables (the otdstestination) are ordered, which would
justify the use of Ordinal Logistic Models (OLM).oMever, contrary to the multinomial
logistic, they do not provide separate estimateseach alternative. We can identify the
drivers of class ascension, but cannot observeitferentiated effects related to any specific
class of destination simultaneously like in ourfeneed model. However, we can run separate
estimations for each of the four transitions ddmsdiin section 5.2 by using different
subsamples. The formal specification of the ordiogistic model (Williams, 2016) is as

follows:
[Equation 3.12]

exp(a; + X;f) o
1+ [exp(aj + Xi,[i’)] )=

PY;>j) = 1,..M
WhereX; is the vector of explanatory variablgsthe vector of coefficients to be estimated,

andeg; the error term, anil the number of outcomes (categories).

P(y <jlX) .
Qeji>; = POy > X forj=1,.. M

The ordinary logistic model basically compute tligl€(_ ;- ; that an outcome is less than or

equal toj versus greater thgn

WhenM=4 in Equation 3.12, we focalize on the odds of baemgne-class higher in the final
year for the households initially lower and uppeaddaife-class. We use this model mostly to
assess the robustness of the effect of initialnmeaepending on the definition discussed in
section 8.1. Nevertheless, it also provides mongh&fic insights on the drivers of inter-class
mobility. WhenM=2 in Equation 3.12vith 1= “not mobile” and 2= “class of destinationyé

can detect the effects of each variable on thesitian in and out of a precise class. It is
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similar to estimating several binary regression et®@dThis method is used to verify the

consistency of the findings in section 7.

Table 3.20 Ordered logit estimates (M=4, odds ratiof being in one-class higher) -

Baseline specification

Control function Without instrumentation
All Lower Upper Upper
sample Poor MC MC All sample Poor Lower MC MC
Reported - - - - 1.000%*  1.000%*  1.000%**  1.000%*
initial income - - - (1.72e-05) (7.5e-05) (4.6e-05) (3.5e-05)
Predicted 1.000%%* 1.001%* 1.002%* 1.001*** - - - -
initial income (1 7¢.05) (0.00022) (0.00031) (0.00024) - - - -
Household
size 1.002  1.082  1.205*  1.057 0.953 0.962  1.120% 1.019
(0.0304) (0.0689) (0.0928) (0.0883) (0.0278) (0&)54 (0.0513) (0.0732)
Proportion  0.458* 0.179** 0.253*  1.603 | 0.248** 0.153* 0.1B**  0.596
children 7-10  0.169) (0.129) (0.176) (2.190)  (0.0781)  (0.136) .0080)  (0.613)
Proportion ~ 0.294** 0.205%* 0.132%* 0578 | 0.153** 0.185%* 0.0747** 0.273*
children 10-14 0 116) (0.118) (0.0698) (0.462)  (0.0510)  (0.119) 0.0461)  (0.199)
f’eft?r%%”io” 1.941*  0.0699  3.474* 2.286 1.342 0.352 2.410 2.313
members (0.633) (0.125) (2.242) (1.519 (0.470)  (0.467) 5@B)  (1.417)
Gender 1.523*  0.948  1.960*  1.143 1.442* 1.274 868  1.415
(0.305)  (0.400)  (0.628)  (0.391 (0.299)  (0.386) 6(®B)  (0.521)
Tertiary 1.153  10.01%* 2.081* 3.354** | 8.616** 20.04%*  7.189%*  §.894*+
(0.391) (6.912) (0.882)  (1.439 (1.834)  (14.40) 6BE)  (2.262)
Secondary  2.476%* 0.844  2.344* 4.350%*| A4522%*  2.127%  4.998%* 5§ 327%%
(0.460)  (0.366)  (0.889)  (1.609 (0.814)  (0.870) 44E)  (1.868)
Primary 1.631%* 0.971  1.929% 2.742%*| 2253%* 1585  3.050%** 1.970%*
(0.212)  (0.289)  (0.570)  (1.039 (0.350)  (0.448) 8(®B)  (0.471)
Zégegmon 2.563** 2.831* 1673  3.808**| 1.984**  2.406* 1.464  3.158%*
members (0.461)  (1.208)  (0.684)  (1.949 (0.450)  (0.986) 48B)  (1.292)
Unemployed 0.428*+ 0.290*  1.735  0.612 | 0.448** 0.312%*  1.771 0.540
(0.129)  (0.145)  (1.303)  (0.480 (0.135)  (0.154) 38D)  (0.472)
Employed 0.735  0.461* 0.800  0.848 0.779  0.462**  0.803 0.923
(0.164)  (0.214)  (0.323)  (0.422 (0.182)  (0.168) 3@A)  (0.434)
Predicted 1.000%* 0.999%* 0.999**  0.999** - - - -
residuals (1.5e-05) (0.00021) (0.00032) (0.00025) - - - -
Observations 2,676 914 927 625 2,678 916 927 625

The standard errors in parentheses are bootstrappigrk0.01, ** p<0.05, * p<0.1

The results on the baseline model in Table 3.2Girrorthe strong positive association of

initial income (predicted and reported) with inté&ss mobility. Moreover, we get

confirmation that the significance and magnitudetloé coefficients of the explanatory
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variables vary conditioning on the class of oridtor instance, the odds of joining a higher
clas$?’ are 10 times higher for poor households with aeyteducated heads, whereas it is
only 2 times higher for lower middle-class housebkdlcolumn 2). We also get a confirmation
that although the factors behind marginal changesxéome may not be captured by the
variables at our disposal in the dataset, thusa@xiplg the few significant variables in section
6, some households and household heads’ charsicteridevel of education, gender,

composition, employment status, asset endowmerndsiramome sources) matter for bigger

income leaps that lead to position (or class) ckang

Table 3.21 Summary of results — Descriptive analysiand absolute mobility

Descriptive analysis
Lower middle-class | Upper middle-class

Absolute mobility

Positive Fields-Ok at each socioeconomic breakdowegative Fields-Ok (only few exception): more
income loss than gain

More upward: female, unemployed, families with | More upward: tertiary education, managers, scient|f
single parents and technical activities

Downward: illiterate and literate; unemployed

Relative mobility

More inter-class mobility More downward mobility
More income gains (less than the initially poor) efage income growth close to zero
More upward mobility for unemployed More downwardlnility than immobility in the

private sector

Most stable/upward: public administrations Mosbiaupward: public administrations

Multivariate analysis - Absolute mobility

Absolute mobility

Reduce income loss: Proportion of retired members
educated

Increase income gain: Female head, education, Increase income gain: Education, having more asset
receiving more private transfers, good health statu| (car, phone), work as an employer, having a coptrac
public administration, getting registered (change) | getting registered

Reduce income gain: Initial proportion of dependentReduce income gain: Proportion of retired membe
children, access to private transfers, worsenirgtihe | the initial proportion of dependent children, reayul
and job loss, being registered (base year) job

w

127 The same odds apply for the following combinatid:rich versus poor, lower and upper middle-class
combined; 2) upper middle-class and rich combinedws poor and lower middle-class combined; 3) fcamel
upper middle-class and rich combined versus poor.
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Table 3.22 Summary of results — Multivariate analyss - Relative (inter-class) mobility

Origin

Destination
Poor Lower MC Upper MC Rich
Positive: Initial income, | Positive: Initial household
gender, asset possessionsize, gender, unlimited
(phone, car), receiving | contract, more private
more private transfers, |transfers
unlimited contract
Poor
Negative: UnemploymentNegative: Initial share of
employed head, regular | dependent members,
job, less social change in household size,
allowances, physical regular job
limitation
Positive: Bad Positive: Initial income, Positive:
health status, initial household size, Proportion of
private transfers proportion of active active members,
base year, more members, good health possession of a car
social assistance status, receiving more
(change) private transfers, possessipn
Lower of a car, non-agriculture
MC sector, female head
Negative: Negative: Changes in Negative:
Education, household size, receiving | Unemployment
possessing a car, less private transfers
more private (change)
transfers (change)
Positive: Age squared, Positive:
more credit (change), Education, initial
registered (base year), income, more
switch to industry and credit (change)
private services
Negative: Initial | Negative: Initial income, Negative:
apcper income, proportior) education, the proportior Proportion of

of active members

of active members,
proportion of retired
members, age, possessi
of a phone

retired members,
social allowances
in the base year,
less allowance and
private transfer
(change), switch tg
agriculture,
unemployment
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Conclusion

The objective of this chapter was to draw a pictfreacome mobility in Turkey during 2010-
2013, with an emphasis on inter-class mobility. @pproach was incremental, and the main
findings are summarized in Table 3.20 and 3.21e&dvesults on absolute mobility confirm
that the joint effects of economic and social tfameations at the level of the country
benefited many households: progress in the heagiterm reducing their vulnerability to
health shocks, a system of pension that propeled dider population out of poverty,
urbanization granting better-paid jobs than in @agdture and, measures related to the
formalization of employment that improved their Wioig conditions. We did not find much
evidence on the job market characteristics of thesbhold heads, but the results indicate that,
if employment is necessary, switching to non-agdgtical jobs helps climbing up the ladder.
Furthermore, formalization (the fact of gettingantract and registration with social security)
has contributed positively to income gains of tlemaerned lower and upper middle-class

households.

Throughout the study, recurring puzzling tendencgesated to initial income, education,
household composition, and transfers emerged. Wballad Klasen (2005) find quite similar
patterns and associate them with the concept ofrppvraps. At the very least, our results
provide evidence on such mechanisms of social degtaon and cumulative (dis)advantages
that prevent some households from climbing up #uzlér, while their characteristics raise

concern on their ability to maintain their sociakiion in the long-run.

First, if we cannot draw any definitive conclusion the effect of initial income on absolute
mobility, we find robust evidence that initial inoe is positively associated with inter-class
mobility. Combined with the robust positive efferftthe possession of physical assets (car,
phone) and the education level of the householdlsvea upward transition, this evidence
illustrates the importance of cumulative advantageocial stratification in Turkey. Indeed,
those with higher education are more likely to obtabetter job associated with better wages
capable of securing and upgrading their positiohbere seems to be a pattern of
intergenerational mobility through which childremerh well-educated parents tend to follow
their step. The drawback is that people at theobotf the distribution have more difficulty
to catch up, and those without the former profiée tardly maintain their position at the

middle-class level. Our findings indicate that tliseven more complicated for households
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that rely more heavily on social allowances and/igig transfers. What is more, negative
fluctuations of these external sources of inconrejeapardize their position. By contrast, for
upper middle-class households, private transfemmsé& complement credit as income
sources to sustain their living standards and lp their social ascension. Our results thus
suggest that private transfers play two differem¢s: an “assistance” role for poor and lower

middle-class households, and a “leverage” roleifiper middle-class households.

On the contrary, two groups stand out with regartheir capacity to remain in the middle-
class position. On the one hand, households widgmele head are more likely to join the
middle-class. This is a rather unusual featureafdargely Muslim country and regarding
studies on economic mobility in general, and waudgest the existence of mechanisms that
promote such households. However, a close-up revieal those women tend to live in free-
rent or to be the owner of their accommodation. tke other hand, some households with
older heads are more likely to move upward, attlaasl the upper middle-class level. The
common feature of those groups is their statusasfesship. Considering the expensive costs
of living in urban Turkey, being exempted from fiv@ncial burden of rent plays a major role
in securing their position. Nevertheless, looking tleeir stability through the angle of
cumulative advantage and considering the importafitee proportion of active members in
a household for the transition into the upper needass and the rich groups, the ability of
both types of households to maintain their positrothe long-run, without external support,
is questionable. Indeed, most female heads aréveaand have at most secondary education,
while part of the households with retired membershgad) depends on pension and informal
wages. Without mechanisms that promote the educafiavomen and their access to better
jobs as well as improvements in the system of penshose households may find it difficult
to adapt to the continuing changes in the econatnicture of Turkey with the risk of being
left behind. Our findings call for further invesdition using a larger and more detailed dataset
that would allow us to disentangle the various cffewe identified with our exploratory

approach and to address the methodological liroiati
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Main findings and contributions

The objective of this thesis is to examine distiitmal changes and economic transformation
in middle-income countries. Overall, our empiriegdproach aims to shed light on several
aspects that have been the object of limited doatetien so far, as well as to complement
the existing literature and provide new insightattitan be useful in the design of
development policies. First, we focus on the p&sisgrowth slowdown generally called
“middle-income trap”, by assessing the differemtigtpatterns of productive and distributive
changes inside and outside the trap empiricallgo8e, we quantify the indirect impacts of
the global middle-class on growth through variousarmels, including household
consumption, investment, demand for public expemed, and productive transformation.
Finally, we evaluate the role of demographic ancupation features, assets endowments and
exposure to idiosyncratic shocks in absolute amc-class mobility of the middle-class in
Turkey. In the first chapter, the main challengesw@ navigate through various strands of
growth and inequality literature to formulate pldes explanations and characterize the
concept of middle-income trap. For the second draphuch effort was put into data
assembling and in choosing empirical frameworkst thHlowed us to observe the
simultaneous effects and control for the endoggraditthe middle-class variables. Overall,
the main challenge was to take a stance on theelwdiconcepts and measurement for our
three main research objects: the middle-income tcasn the middle-income trap and the
middle-class. The same issue is raised with redpeitte concepts and empirical analysis of
economic mobility in the third chapter. The resaltsl contributions of this dissertation are of

both academic and private interest in several fevel

Chapter 1's originality lies in the consistencyvieén the literature review and the empirical

methodology used to characterize middle-income tgppodes and their determinants,

181



General Conclusion

notably inequality and redistribution. We use aediapproach to identify episodes of MIT in
a five-year period panel of 132 countries covert@50-2010. Our method consists in
identifying episodes of MIT, defined as spells efpstent growth slowdown, and relies on
conditions of intensity and duration of growth stiwwn that are now standard in the
literature. Based on this identification, we tesip@rically various explaining factors linked to
productive and distributional changes by compatimg impact of various determinants on
medium-run GDP growth inside and outside the MITaareduced panel of 78 countries over
1970-2010. We find that the demographic drag ad waelthe patterns of growth and
diversification, and skill misallocation help explavhy some middle countries underwent or
are undergoing persistent growth slowdowns. We fatsbevidence that countries in the MIT
are stuck between two growth regimes where the tdckpportunities acts as a drag on
productivity increase and innovation, and earningquality still provides incentives to
accumulate human capital. Our findings point to ulative effects relating skill
misallocation to distributional issues, and to lingh relevance of policies supporting the shift
from the extensive to the intensive growth pattamg the move from extensive to intensive
margins in middle-income countries. There is als® heed to evaluate the efficiency of the
existing redistributive policies and to adjust thaotordingly. This process can be based on
incentives delivered by unbiased market competitf/semoglu, Aghion, and Zilibotti, 2006)
or by efficient incentives delivered by industrigblicies (Aghion et al., 2015). Kharas,
Zeufack, and Majeed (2010) also link policy failsir productive transformation. In the
same vein, Jankowska et al. (2012) define a séPojductive Development Policiethat
should be used by middle-income countries to tnggrictural transformation, with this set
comprising public investment in the quality of edtien, infrastructure provision, innovation
support and improved access to finance. The pslisigporting productive transformation
and the growth regime shift concern, therefore,rious dimensions of regulation and

intervention.

The macroeconomic effects of the global middleslas economic growth are examined in
Chapter 2. We first assess the relationship betweenexpansion of the middle-class,
consumption, investment, and public expenditurear ©mpirical frameworks take into

consideration simultaneous effects and reverseatigussues. We find that a large middle-
class is associated with a greater preferenceaangs, higher demand for public transfers
and subsidies and public investment. In terms ofsakty, this effect seems to be driven

explicitly by the size of the lower middle-classupper middle-income countries. Our results
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indicate that a more prominent and influential neddass may indeed be able to influence
the commitment to and content of public policies,saggested in the literature (Acemoglu
and Robinson, 2006; Loayza et al., 2012). Unexpibgteve do not find robust evidence that
the middle-class does incite private investmentné@ge and Duflo, 2008), but this may
mean that the positive effect is either mitigateg redistribution-driven distortions or

channeled through institutional changes (Alesind Rerotti, 1996). To investigate further the
extent to which the middle-class “mass consumptiani human capital are beneficial to
growth, we further investigate the relationship westn middle-class and productive
transformation. Our findings are in line with thedDesdoigts and Jaramillo, 2017; Murphy
et al., 1989a) since a larger middle-class seenelfpto the shift from an agriculture-led to
an industry-led economy and supports the developfethe manufacturing sector through
both demand for goods and the provision of rel&tivakilled labor. The middle-class,

especially the one in upper middle-income countrigiéils also the role of global consumer
through demand for imported products. In particutae upper middle-class also plays an
important role in the modernization of productidmough their knowledge and know-how

gained from education.

Chapter 3helps us tackle the limitations of macro-level emcpl analyses in order to
highlight the household-level drivers of middlesddormation and mobility between middle-
class and other income groups. Our findings shglt lon the extent and socioeconomic
determinants of income mobility within and acrog® tmiddle-class over 2010-2013 in
Turkey. Throughout the study, a recurring obseowvatis that initial income, assets
endowment, education, household composition, asmadsters both determine and constrain
social mobility. This finding aligns with evidendeom Woolard and Klasen (2005), who
assimilate them to poverty traps. In our study, dtiiculty to climb up the ladder for some
households seems to be related to intergeneratmakility which is strongly conditioned by
parental background. We also find that private dfawrs play two different roles: an
“assistance” role for poor and lower middle-clagsideholds, with the risk of increasing
dependency and insecurity (Brand-weiner and Fraltea2015), and a “leverage” role for
upper middle-class households, in particular thhofogmal loans from the financial system.
Contrary to most studies on economic mobility, amdparticular Schotte, Zizzamia, and
Leibbrandt (2018), households with a female headl ssme with a retired head are more
likely to join the middle-class in Turkey. Beingetlowner of their accommodation seems to

help securing their position by easing their finahdurden, at least in the short-run.
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However, the ability of both types of householdsmaintain their position in the long-run,
without external support, is questionable. Inderdst female heads are inactive and have at
most secondary education, while parts of the haaldstwith retired members or head depend
on pension and informal wages. As contended by édeand Atamanov (2014), Turkey still
needs to continue and implement reforms that cbeltkfit more to vulnerable households.
This would include measures that support the educatf women and their access to better
jobs, improve the health and pension systems, dlization of employment, or at least
measures that improve the working conditions (Wa&dadk, 2014).

Overall our findings in this thesis stress the im@ace of taking into consideration the
interconnection between distributional changes, dpetive structure, and economic
transformation in the design of public policies foiddle-income countries. As explained by
McMillan, Rodrik, and Sepulveda (2017), sustainatdgelopment requires a combination of
steady structural transformation and strong fundaaie Alvaredo et al. (2018) argue that,
under a “business as usual’ scenario in which @lintries follow the same pattern as the
current advanced economies, the current promineddlen40% of the global distribution
would be squeezed, superseded by a huge rise quahty at the top 1%. While some
countries succeeded in sustaining fast-paced gréatsome time, the recurrent slowdown
episodes occurring in many middle-income countaes reminders that public policies and
the taxation, coupled with fiscal, and social syseneed some adjustment to tackle global

inequality and promote inclusive and sustainabtewgn.

Our results suggest that diversification-drivenvgio in some middle-income countries is
related to enduring inequality, which puts pressomeredistribution. However, not only is
redistribution not sufficient to reduce inequalégd increase opportunities, thus generating
more frustration among the left-out population, llso creates distortions that undermine
investment and thereby economic growth. Nonethelgesind that an affluent middle-class
could influence the supply and quality of publicoge and services and play a major role in
the development of the manufacturing sector. Itmsedhat measures promoting and
consolidating the middle-class can benefit to imdaiszation because middle-class agents
contribute to the development of the modern seaersonsumers and as skilled labor force.
Such measures could also address the inequalitgtnibdtion conundrum, since the middle-
class is likely to ask for productivity-enhancingbfic investment. Turkey serves as an

example of a country where economic transformagimbanization, employment reforms,
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improvement in health and education) has drivemgées in the distribution of income during
the past decades. Our findings, however, suppogt recroeconomic evidence that
strengthening the fundamentals, by improving heatucation, and social systems, labor
market conditions, and political institutions, renga priority to improve the well-being of
the majority and circumvent the mechanisms of catinne disadvantages that interfere with
social mobility. Taking Nigeria as an example, Wiyg2009:79-80) states that failure of
the educational system to produce more skilled gaées casts doubt on whether the middle
class can sustain itsélind further argues thabiuch of the fragility of the Nigerian middle-
class comes from a lack of infrastructure and tositons that support their stabilityBirdsall

et al. (2001) explain that the lack of public res®s allocated to services aimed at the
middle-class in the 1990s has contributed to tkdeterioration in several middle-income

countries.

Furthermore, both cross-country and country-leuvahlyses point out the importance of
financial development. As stated by UNDP (2016)esas to finance is a constraint to
economic opportunities. Furthermorestdndard theory typically predicts that financial
development should decrease inequality, at leastefthink of financial development as
increasing the availability for previously credibmstrained individuals to access capital

(Roine, Vlachos, and Waldenstrom, 2009:976). Inn@hidifferent measures, including
propaganda campaignsyere implemented in the 1990s to increase perdomaak, thereby

stimulating household consumption (Elfick, 2011pdafinancial development helps to
alleviate the financial constraints on productimegestment in land or equipment (Benabou,
1996). Beck, Demirgui¢-Kunt, and Levine (2007) pdevevidence that financial development
plays a major role in improving the well-being bktpoor, alleviating poverty and reducing

overall inequality.
Extensions and avenues of research

The findings of this thesis could benefit from saemprovements and extensions. Our
results in Chapter 1 call for additional empiriGlalyses to identify more precisely the
underlying mechanisms emphasized by our resultsach specific context. A more fine-

grained analysis of the sectoral productivity gapsl input use across trapped and non-
trapped countries would be useful. The next stefCfapter 1 would consist in using the data
from the Global Consumption Database (Lahoti et28116) to compute different measures of

inequality and verify the consistency of our reswonsidering other indicators of inequality.
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This, however, implies that we depart from the fearark of Ostry, Berg, and Tsangarides
(2014) since it requires long-run data on both graad net inequality. Additionally, to

circumvent the arbitrariness of our identificatstnategy, we could test various definitions of
the MIT. However, in the absence of any consensube definition and measurement of the
concept, the choice of the methods to confront nesniaicky (Robertson and Ye, 2013). Our
next research project following this thesis wilhsest in a detailed empirical investigation of
the patterns of structural transformation followiRglipe, Kumar, and Galope (2014). We
plan an in-depth analysis of the sectoral speattm and change in the level of
sophistication of middle-income countries based Lactard (2017). Moreover, due to

conceptual and theoretical limitations with regaodthe MIT and the middle-class, we
purposely restricted the scope of our investigationinequality and redistribution. The

analysis in Chapter 3 helped us get a better utadwlisig of the role of the middle-class in
economic transformation, and the findings on inéiguand redistribution in Chapter 1 could

definitely be linked to the middle-class. Ozturl0{B), using a logit model on a panel of 76
countries from 1996 to 2012, found a positive datren between the middle-class income
sharé®® and the probability for a country to move up frome middle-income to the high-

income category when controlling for standard deieants of growth. A possible extension
to Chapter 1 would thus be the integration of tize sf the middle-class in a simultaneous

framework with redistribution and structural chartgeusing the 3SLS estimator.

An immediate addition to Chapter 2 would consigteplicating the estimations using middle-
class indicators computed from the Global ConsumnptDatabase, which distinguishes
between income and consumption data as well asdixig the time-span. It would also be
interesting to take advantage of detailed datantarnational trade from the UNCTAD or UN

COMTRADE to complement the analysis. By combinihgrh with the Product Complexity

Index (PCI) from the Atlas of Economic Complexitye would be able to calculate the level
of sophistication of the basket of imports by nmimg the methodology of Hausmann,
Hwang, and Rodrik (2007) on exports, and then dékecimpact of a larger middle-class on
the demand for more sophisticated imported goodmtifer dimension worth exploring if

data were to be made available consists in a glabalysis of the middle-class measured

using a multidimensional approach such as the doptad by Burchi, Malerba, Rippin, and

128 The middle-class is measured as the share ohtire of the 8, 6", 7" and & deciles in the total disposable
income.
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Montenegro (2019)-* It could also be interesting to borrow the framewof gravitational
analysis to evaluate the extent to which the sik¢he market, driven by the size and
purchasing power of the middle-class of trade gastnaffects the volume of bilateral trade as

suggested in the model of Desdoigts and Jaran2009).

With regard to the analysis of economic mobilityG@hapter 3, the short time-span of our
dataset restricted us to the observation of shurtdiynamics of mobility. The immediate next
step would be an extension of our investigatiothalong-run by mobilizing synthetic panel
data techniques such as those used by Dang anduvarif013) and Ferreira et al. (2013).
This would also allow for an analysis of the intmgrational mobility and equality of
opportunity our findings for Turkey point to. Due timited data, some issues were left
unexplored. Among them is the consideration of lfurban divide and regional disparities.
For instance, Azevedo, Yang, Inan, and Montes (R@b#npute mobility in and out of
“chronic poverty” and found regional heterogeneityoss regions in Turkey between 2006
and 2013, and the World Bank (2014) discusses msiderable detail the differences in
dynamism between the Anatolian Tigers and the atbgions that certainly have an impact
on social stratification dynamics. In addition, thew middle-class is often presented as a
byproduct of urbanization in Turkey, and tertiadueation is not accessible to the majority.
That raises concerns about the position and opptigs for rural households. It would also
be interesting to investigate the place of religionsocial stratification, in particular the
dualism between the conservative and secular middis (Belbg et al., 2019). Furthermore,
the limited number of observations on the job mbkkeiables may be the reason why we
found limited results on the role of occupationwtiuld be interesting to investigate further
the effects and determinants of occupational clsoacehe joint relationship between income

and occupational mobility such as done by Alto8ith, and Vidangos (2009).

129 Burchi et al. (2019) use the International IncoBistribution Database (12D2), a standardized daaba
encompassing demographic, socioeconomic, income camdumption variables across a large number of
countries drawing on various nationally represévgahousehold surveys. Due to confidentiality issutne
dataset is not available to the public but onlthi World Bank Staff.
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Appendix to Chapter 0

Appendix 0.1Measuring the middle-class: three economic appeE=ch

In the literature, three main approaches for sgttimee middle-class income-range can be
identified*° First, the relative approach defines the middésslas the people that are in the
middle of the income distribution. Birdsall et €001) and Pressman (2006) for instance,
retain individuals with incomes between 75% and%2% median income. Easterly (2001)
considers individuals belonging to the three middme quintiles of the distribution.
Secondly, the mixed approach combines a relativestiold with an absolute one. For
instance, some authors combine an absolute lowarebe USD10 (Birdsall, 2010) and
10,000 yuan - in the case of China (Bonnefond et28l15)- with a relative upper-bound -
the 98" percentile in both cases excluding the 5% wealthpeople. Birdsall (2010) note that
this relative upper-bound should ideally be cowspegcific. Both approaches are mostly

adapted to micro-level studies and become trickyfoss-sectional or comparative studies.

In the absolute approach, the income boundariescanemon to all countries and are
expressed in terms of purchasing power parity, vhikows international comparisons. The
poverty line (country-specific or international) adten used as a reference. Some studies
adopt USD 2 as a lower boundary (ADB, 2010; Rawa]l2010; Banerjee and Duflo, 2008),
considering that middle-class begins where povenys. Some studies considering that the
middle-classes are not just people that barelypestérom poverty adopt higher thresholds
like USD 4 (for example, Clément and Rougier, 20T5)e recent reevaluation of the poverty

lines motivated by the observation thie' use of average assessments of basic needs-in lo

130 The references and cut-offs mentioned in the parigraph are non-exhaustive.
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income countries is gradually becoming less reléwamany countries of the wofldworld
Bank, 2018a: 68), and in the context of a growilapgl economy, however, challenges these
classifications. Keeping the USD 1.90 as the exéx@aoverty threshold for all countries, the
World Bank (2018a) proposes three additional séfsowerty lines: USD 3.10 for non-low
income countries in general, USD 3.20 for the lomé&ldle-income countries, and USD 5.5
for upper-middle income countries. The World Banktes that these thresholds,
corresponding to the median values of poverty lineffect the assessment of basic needs in

the two groups of middle-income countries.

The inclination towards a higher threshold alsanstdrom a more and more consensual
argument among scholars that the middle-class &racterized by economic security
compared to a more vulnerable group at risk ofrfglback into poverty. Lower thresholds
would bundle in the same group people that arevstiiherable and do not feature many of the
middle-class characteristics like their aspirateomd political inclination ( Birdsall, 2012).
Kochhar (2015) notes that the threshold of USD 46 heen gaining acceptance among
economists over the last decade (Birdsall, 2007uisBIl, Lustig, and Meyer, 2014; Kharas,
2010; Kharas and Gertz, 2010; Lopez-calva, Rigoand Torche, 2012; World Bank, 2007
among others) because of the underlying idea thmatlével of income provides enough
economic security to reduce the risk of falling lb&ato poverty significantly. Studies that
rely on the estimation of threshold based on valbidity to poverty, following such
approaches as Lopez-Calva and Ortiz-Juarez (2@k4lpang and Lanjouw (2017), tend to
find values close to that threshold. The World B§2B18b) proposes an even higher lower-
bound of USD 15 (in PPP 2011), in their five-grad@ssification that includes a category of

“economically secure” people (USD 5.5-15); and tbleyose not to set an upper-bound.

The issue regarding the upper-bound is even lesseocsual. The ADB (2010) and Clément
and Rougier (2015) takes an upper-bound of USDRx@isall (2012) and (Ferreira et al.,

2013), USD 50 and Kharas (2010) USD 100. Milan@nd Yitzhaki (2002a) and Bussolo et
al. (2008) consider all the households whose peitacancome is situated between the
average per capita incomes of Brazil and Mexicbaiween USD 10 and USD 20 a day in
PPP 2005. Dang and Lanjouw (2017), Loayza, Rigaind Llorente (2012) and the World

Bank (2018c) prefer talking about an upper groummased of the middle-class and the rich.
A way to tackle this issue is to go beyond a donsof income distribution into three groups.

In the case of the USA, for instance, Birdsall @01inds a high level of middle-class
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inequality, making her assume that there may beaat two sub-categories of middle-class in
the country. In the same vein, Ravallion (2010)ldadentify two-subcategories of middle-
class households, one ranging from USD 2 to USDBdamother from USD 9 to USD 13. In
the case of Africa, the AFDB (2011) makes the ddion between three categories of
middle-class and introduce the concept ftdating class (PPP USD 1.90-4 per day) which
echoes with the idea ofstrugglers (PPP USD 4-10 per day) in Latin America used by
Birdsall (2012) to refer to the people that arelargger poor, but do not belong to the global
middle-class yet. The World Bank (2018c) proposedaasification that define the middle
class as people with PPP USD 15.00 and higher iaquen day, and breaks the bottom of the
distribution in four: the extreme poor (less thanPPUSD 1.90 per day), the moderate poor
(PPP USD 1.90-3.10 per day), the economically valie (PPP USD 3.10-5.50 per day),
and the economically secure (PPP USD 5.50-15.08a9r Kochhar (2015) choose to break
the middle-income range in two: the middle-incorR®P USD 10-20) and the upper middle-
income (PPP USD 20-50).
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Appendix 0.2Middle-income countries in the sample for the total
distribution of income

We use the World Bank classification in 2012 toniifg the middle-income countries. The
GNI per capita thresholds (in current USD) are tbowing: low income (below USD
1,035); low-middle income (USD 1,036—4,085); uppeddle-income (USD 4,086-12,615)
and high income (over USD 12,615). According t@ ttiassification, 30 (37) countries are in
the low (high) income category, while 96 (49 loveerd 47 upper) are in the middle-income
category in 2012. Out of them, we keep 79 countligs to the availability of dafd® They
represent 4.4 billion people (1998) and 4.9 billmeople (2012) or 97% of middle-income
countries population in both years. Our data cowere than 90% of the population in all
regions except Europe and Central Asia, with alM@8% coverage in South Asia and East

Asia and Pacific.

Latin America

East Asia and Middle East and South Sub-Saharan

Europe and

Pacific Central Asia and. L= North Africa Asia Africa
Caribbean
China Rural Albania Argentina Algeria Bhutan  Angola
China Urban Armenia Bolivia iy uti :QSrIZI Botswana
. India
Fiji Belarus Brazil Egypt, Arab Rep. Urban Cabo Verde
Indonesia Rural Bosnia and Colombia Iran, Islamic Rep. Maldives Cameroon
Herzegovina
Indonesia Urban Bulgaria Costa Rica Iraq Pakistan Congo, Rep.
Lao PDR Georgia Domlnlgan Jordan Sri Lanka Cote d'lvoire
Republic
Malaysia Hungary Ecuador Maoc Ghana
Micronesia, Fed.. Kazakhstan El Salvador Tunisia Lesotho
Mongolia Kosovo Guatemala Weahk and Gaza Mauritania
Papua New Macedonia, FYR Honduras Yemen, Rep. Mauritius
Guinea
Philippines Moldova Jamaica Namibia
Solomon Islands Montenegro Mexico Nigeria
Thailand Romania Nicaragua S?O Tome and
Principe
Tonga Serbia Panama Senegal
Vietham Turkey Paraguay Seychelles
Ukraine Peru South Africa
Venezuela, RB Swaziland
Zambia

131 The countries that are excluded are: AzerbaijatizB, Guyana, Kiribati, Lebanon, Samoa, Sudaningoe,
Syrian Republic, Turkmenistan, Uzbekistan and Vamua
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Appendix 0.3Methodology for constructing the distributions of
income

1. Constructing the distributions of income

We need comparable distributional data coveringhnasy countries and periods as possible.
Our main source for distributional data is PovcaJNehich provides the largest coverage
among developing countries. Distributional primadata are drawn from nationally
representative household surveys, which are coaduay national statistical offices or by
private agencies under the supervision of govermraemternational agencies and obtained
from government statistical offices and World BaBkoup operational departments. The
latest version of PovcalNet uses the PPPs frora@hé ICP"*?

With very few exceptions, household surveys fofedldnt years are based on either income or
consumption data. Practices vary from one couetgydn to another as most surveys are
expenditure-based in Africa and Asia while inconasddl in Eastern Europe and Latin
America. Expenditure-based surveys tend to havegheh mean and lower inequality
generating biases in the estimation of inequaltgst studies (for instance, Anand and Segal,
2015; Lakner and Milanovic, 2016a; Milanovic andtzfiaki, 2002a) combine data on
expenditures and income when it comes to constrgiglobal distribution. The use of only
one of those concepts being too constraining, threber of countries in the samples would
have been substantially lower when only one conceptised. Despite the remarkable
improvement in the availability of data on disttiion, they are still under coverage for some
developing countries and Middle-East and North & countries in particular.
Consequently, to cover most developing countrieg @hoose to combine data on

consumption and expenditure.

Example of grouped data

Percentile 0.10| 030| 050 060 090 1.00
Cumulative income | 4 55 | 10 | 013 | 0.30| 070 1.00
shares

Source: Abdelkrim and Duclos (2013)

132 The database, maintained by the PovcalNet teathenWorld Bank’s Development Research Group, is
updated several times a year as new survey datarteeavailable, and a major reassessment of proggessst
poverty is made about every three years until 2608 2010 onwards such major updates were madeadgin
until 2013. As of 2019, PovcalNet has income or stonption distributional data from more than 1500
household surveys spanning 1979-2017 and 164 edesom
Seehttp://iresearch.worldbank.org/PovcalNet/home.agpxnore information on the data, methodology.
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PovcalNet data are “grouped” or “aggregated.” Aggte information is obtained from
cumulative income shares (or Lorenz curve ordinaaésome percentiles, as we see in the
table above for instance. Some studies keep thggrbdata format or use a non-parametric
approach to estimate the global distribution ofome (see Milanovic and Yitzhaki, 2002;
Milanovic, 2002; Sala-i-Martin, 2002; 2006). To gius more freedom in the computation of
indicators, we choose to construct synthetic diatrons based on the grouped data. This
procedure called “ungrouping” consists igeherating disaggregated data from aggregated
distributive informatiofi (Abdelkrim and Duclos, 2013: 79). We use the “ogp” module

of the DASP package developed by Araar and Du@087%). In the first stage, the “ungroup”
module generates vectors of incomes and perceftiasthe grouped data, and then, in the
second stage, those generated distributions atestadjto fit the aggregated data using the
Shorrocks and Wan (2008) procedure. The next sectietail the step-by-step methodology
we implemented to construct each country’s distrdmuneeded for the indicators of Chapter

2 and the total distribution of all middle-incomauatries (Figure 0.3).

2. Generating synthetic distribution of income by ciniais

Before the “ungrouping,” we first have to assigrfuactional form to the disaggregated
distribution among the log-normal, the Generaligeeadratic Lorenz Curve, the Beta Lorenz
Curve, and the Singh-Maddala distribution. We cleotb& log-normal that has been used in
many papers (see, for instance, Chotikapanich,nalkela, and Prasada Rao, 1997; Lakner
and Milanovic, 2016; Milanovic and Yitzhaki, 200Mdeed, Shorrocks and Wan (2008) find
that among the aforementioned functional forms, aftdr adjustment, the lognormal fit
produces more accurate results compared to thenhS$iagldala fit. As noted by Bresson
(2009) and Boccanfuso et al. (2013), it would lettdr to choose the most appropriate
functional form for each country-distribution. Ineir paper, they use goodness-of-fit tests to
determine the functional form to be assigned tdadistribution of income. Unfortunately,
the “Ungroup” module cannot serve to estimate dnaing error, which prevents us from
running such tests. Nonetheless, we check the gexkrdistribution using the other
functional forms, and just like Shorrocks and Wa@08:21) note, when we use the Beta and
General Quadratic Lorenz functions, many of thettstic samples contain negative

observations.

Shorrocks and Wan (2008) recommend choosing laegepkes because the lognormal

function performs better with large samples (2,00@bove). We thus set the disaggregated
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sample size at 5,000. In the first stage, the “angt module generates vectors of incomes
and percentiles from the grouped data, and thenthén second stage, those generated
distributions are adjusted to fit the aggregateth dssing the Shorrocks and Wan (2008)
procedure. This procedure correctle’ initial vector of income to ensure that eachame
income group has its original mean income and tadm the inter-class distributiohs
(Araar and Duclos, 2007: 81). Consequently, we ggaes,000 synthetic individuals for each
country’s grouped income distribution available vimtn 1995 and 2014. After that, we
compute aggregate measures such as the size @uwaimcome groups and inequality

indicators we need in Chapter 2.

3. Other adjustments for the construction of the tdtsfribution of income

(Figure 0.3)*and the regional distribution of income (Appendi®)0

An important concern with regard to the construttod a “global” distribution relates to the
use of household data alone to adjust the distobudata. Some studies scale up the income
distribution using national account data as a préty household disposable income or
expenditure (Berry, Bourguignon, and Morrison, 20B6urguignon and Morrisson, 2002;
Chen, Datt, and Ravallion, 1994; Ravallion, Dattd asan de Walle, 1991). At first, it was
justified by the lack of data on household survagd survey biases. It is assumed that the
information is more reliable since household surdaya are often underestimated because
interviewees tend to declare less or more of thequrate income when they are surveyed.
However, the use of national data is widely crzigd, especially the GDP, because it does not
take into account home consumption, particularlydé@veloping countries, and it includes
undistributed profits or an increase in stocks tmnhot affect welfare directly. Moreover, the
relationship between household survey income andP GDnot constant across countries
(Milanovic, 2002). A strand of literature tendsu®e solely household survey data to get more
accurate results. The first studies of the sortRaeallion and Chen (1997) that focuses on
world poverty, and Milanovic (2002) that focuseswarld inequality. Following them, we

choose to use household expenditure to adjustaiar d

We choose 1998 and 2012 as reference years beohtise great coverage of data. For the
sake of representativeness, we start by complétiegnissing data of the PovcalNet dataset
using WIID 3.4. The WIID 3.4 database provides aggted income data from various

sources for 182 countries, but, as mentioned in WMIDER (2017), precaution must be

133 For a review on the construction of global disitibn, see Anand and Segal (2008; 2015).
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taken if one wants to use several sources sincerttierlying concepts used to construct them
may be tremendously different. We choose data lgattre same income definition and
statistical unit as PovcalNet for the referencer yghen available, or for the surrounding
years otherwise. This is the case for the followdogntries: Angola(2000), Armenia(1998),
Bulgaria(1998), Djibouti(1996), India(2012), Ind2&12), Maldives(2010), Micronesia,
Federated States of(2000), Namibia(2010), Soutic#&f2012), and Venezuela (1997, 2000,
2012)!** Since Povcal provides separate information fomlrand urban areas for China,
India, and Indonesia, the estimations of rural arizhn distribution are treated separately. It
should also be noted that Povcal provides only murbdata for Argentina. Due to data
availability, we also choose to keep only dataudyan Uruguay. For other countries such as
Ecuador, Honduras, Micronesia, Angola and Colontitigd have some urban or rural data at
distinct year, we use only the national data (whealable, otherwise the country is removed
from the sample). We keep the countries with sumdaa for two non-overlapping periods:
1993 — 2004 and 2005 — 2016. For the remainingingata, our strategy is as follows. For
years between two surveys, the distribution da@daagasumed to evolve in relation to the GDP
per capita. We thus use linear interpolation tameste the data for our reference years. The
last valid value before the missing value and irst falid value after the missing value is
used for the interpolation. For years prior to fexgively after) the first (respectively the last)
survey, the income deciles are assumed to remaistaat, while GDP growth rates are
applied to the first (respectively last) data onaméncome. Exceptionally, the first survey
available for the following countries are withireteecond period: Republic of Congo (2005),
Iraq (2005), Mauritius (2006), Montenegro (20059|dgnon Islands (2005).

The “global” distribution or more appropriately aur case the income distribution of middle-
income countries (Figure 0.3) is obtained by takiihg distributions of each 79 countries

together and weighting them by the population size.

134 We use data from the International Comparison farmg(ICP) to convert survey mean income when
necessary.

196



General Appendix

Appendix 0.4income distribution by region in 1998 and 2012

East Asia and the Pacific Europe and Central Asia Latin America and Caribbean

N

Middle East and North Africa South Asia Sub-Saharan Africa

1.93.255 10 20 50 100 193255 10 20 50 100 1.93.255 10 20 50 100

Daily household per capita income (log)

Distribution in 1998 - Dijstribution in 2012
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Appendix to Chapter 1

Appendix 1.1GDP growth drivers, capital and population growfhixed Effect estimations of the
contemporaneous and lagged models on the exteadgules

Dependent : 1) (2) 3) (4) (5) (6) (7) (8)
five-year av. GDP growth Contemp. Lagged Contemp. Lagged Contemp. Lagged te@gm Lagged
Lagged GDP p. cap. -5.7e-06*** -0.0019 -5.8e-06***-0.008***  -5.4e-06*** 0.0007 -5.9e-06*** -4.9e-06***
(7.0e-07) (0.0024) (6.6e-07) (0.002) (6.8e-07) @e)o (6.9e-07) (4.2e-07)
Population growth -0.001 0.004** -0.0012 0.007** 0024 0.004** - -
(0.0031) (0.002) (0.0031) (0.003) (0.0024) (0.002) - -
Skill ratio 0.004** 7.4e-05* 0.0036** 1.1e-04** OaB7** 8.0e-05**  0.0035** 0.004**
(0.0017) (4.1e-05) (0.0015) (4.8e-05) (0.0017) 9€&305) (0.0017) (0.002)
Trade openess 1.7e-04**  -53e-06*** 2.0e-04*** 28-06*** 1.7e-04*** -51e-06** 1.7e-04***  7.1le-05*
(5.9e-05) (4.5e-07) (5.6e-05) (3.7e-07) (5.5e-05) (4.0e-07) (5.6e-05) (3.9e-05)
Investment rate 0.0014*** -0.0014*** 0.0008**  -0.@@***  0.0014*** -0.0014** 0.0014*** -0.0015***
(0.0003) (0.0003) (0.0004) (0.0004) (0.0003) (0300 (0.0003) (0.0003)
MIT dummy -0.023*** -0.022%** -0.055*** 0.004 -0.06 -0.006 -0.012 0.011
(0.007) (0.007) (0.016) (0.013) (0.009) (0.010) 0l®) (0.014)
MIT*Investment rate - - 0.0012** -0.0007 - - - -
- - (0.0006) (0.0006) - - - -
MIT*Population gr. - - - - -0.0095** -0.0071* - -
- - - - (0.004) (0.004) - -

Dependency rate - - - - - - 3.34e-04 6.31e-05

- - - (2.30e-04) (2.02e-04)
MIT*Dependency - - - - - - -1.70e-04  -4.55e-04**

- - - - (2.37e-04)  (2.06e-04)
Constant 0.026%** 0.005%*  0.042%*  0.093%* 0.018*  0.088** 0.005 0.086%**

(0.008) (0.007) (0.011) (0.010) (0.009) (0.008) 0l®) (0.015)
Appendix 1.1 continues next page
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Appendix 1.1 (continued)

Observations 411 405 411 405 411 405 411 405
Number of groups 65 65 65 65 65 65 65 65
Adj. R-squared 0.34 0.37 0.35 0.26 0.35 0.38 0.34 .380
Country FE YES YES YES YES YES YES YES YES
Time FE YES YES YES YES YES YES YES YES
Marg. impact (at mearfs) X1= Investment X= Population gr. X= Dependency
MIT: X, - - +.39 -.33 -.40 -.13 NS -.34
non-MIT: X; - - +.17 -.37 NS +.16 NS NS

Robust standard errors in parentheses; Restricehsnthat the comparison group is limited to MI@s in the MIT; Extended means that the
restricted comparison group is extended to HRE¢he marginal impact of the variable X interacteithwthe MIT dummy in the corresponding
column measures the variation of the GDP growth fiat terms of standard deviation) for a one steshdaviation increase of X (at the mean value
of all other regressors); in bold are reportedrttagginal impacts that are statistically different the MIT and non-MIT samples ; *** p<0.01, **
p<0.05, * p<0.10, NS p>0.10
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Appendix 1.2GDP growth drivers: human capital, contemporaneous

and lagged models, restricted sample

Dependent : 1) (2) 3) (4) (5) (6)
five-year av. GDP
growth Contemp. Lagged Contemp. Lagged Contemp. Lagged
Population growth -0.008** 0.001 -0.008** 0.000 008** 0.001
(0.004) (0.004) (0.004) (0.004) (0.004) (0.004)
Trade openness 3.0e-04*** -0.001** 3.2e-04*** -9.84** 3.0e-04***  -0.001**
(9.45e-05) (4.3e-04) (9.31e-05) (4.3e-04)  (9.36p-0 (4.3e-04)
Lagged GDP per capita -1.2e-05*** 5.2e-05 -1.3e-05*** 5.3e-05 -1.3e-05*** 4.1e-05
(1.88e-06) (8.4e-05) (1.88e-06) (8.3e-05)  (1.88p-0 (8.4e-05)
Investment rate 0.002***  -8.2e-06***  0.002*** -8.486***  0.002*** -7.9e-06***
(0.000) (1.9e-06) (0.000) (1.9e-06) (0.000) (108¢-
MIT dummy -0.022%** -0.024** -0.019** -0.019** -0.@3**  -0.022**
(0.006) (0.010) (0.008) (0.008) (0.006) (0.008)
Skill ratio 0.014 -0.004 - - - -
(0.020) (0.015)
MIT*Skill ratio -0.012 0.015 - - - -
(0.022) (0.017)
Secondary schooling - - 1.0e-04 1.1e-04 - -
(4.1e-04) (4.6e-04)
MIT*Secondary school. - - -3.2e-04 -1.5e-04 - -
(4.1e-04) (4.6e-04)
Tertiary schooling - - - - 3.1e-04 4.2e-04
(0.001) (8.1e-04)
MIT*Tertiary school. - - - - -0.001 0.001
(0.001) (0.001)
Constant 0.033** 0.079%* 0.037*** 0.077*** 0.037* 0.077***
(0.014) (0.012) (0.013) (0.012) (0.012) (0.011)
Observations 261 255 261 255 261 255
No of groups 49 49 49 49 49 49
Adj. R-squared 0.444 0.361 0.444 0.358 0.443 0.362
Country FE YES YES YES YES YES YES
Time FE YES YES YES YES YES YES

Notes: Robust standard errors in parentheses; €05, ** p<.05, * p<.10
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Appendix 1.3GDP growth drivers, human capital, contemporaneous

and lagged models, extended sample

Dependent : (1) (2) 3) (4) (5) (6)
five-year av. GDP
growth  Contemp. Lagged Contemp. Lagged Contemp. Lagged
Popul. growth -0.001 -0.002 -0.001 -0.002 -0.002 .00Q
(0.003) (0.002) (0.003) (0.002) (0.003) (0.002)
Trade openness 1.7e-04**  -0.0015***  1.7e-04*>* @D14*** 1.8e-04*** -0.0015***
(5.94e-05) (2.9e-04) (5.89e-05) (2.9e-04) (5.98g-05 (3.0e-04)
L. GDP per capita  -5.7e-06*** 7.4e-05*  -5.9e-06*** 7.0e-05 -6.4e-06*** 7.5e-05*
(7.01e-07) (4.0e-05) (7.43e-07) (4.3e-05) (9.79e-07 (4.2e-05)
Investment rate 0.001***  -52e-06**  0.001**  -5286**  0.001*** -5.3e-06***
(0.000) (4.4e-07) (0.000) (5.0e-07) (0.000) (4.68-0
MIT dummy -0.023*** -0.024*** -0.015 -0.021*** -0.@ 1+ -0.023***
(0.007) (0.008) (0.010) (0.007) (0.006) (0.007)
Skill ratio 0.004** 0.003* - - - -
(0.002) (0.001)
MIT*Skill ratio -0.001 0.009 - - - -
(0.008) (0.007)
Secondary - - -1.8e-04 -3.6e-05 - -
(2.0e-04) (2.0e-04)
MIT*Secondary - - -3.4e-04 -4.2e-05 - -
(3.3e-04) (3.5e-04)
Tertiary - - - - 0.0014* 8.9e-04*
(7.7e-04) (4.8e-04)
MIT*Tertiary - - - - -0.002 0.001
(0.001) (0.001)
Constant 0.026*** 0.095*** 0.030*** 0.095*** 0.028* 0.094***
(0.008) (0.007) (0.008) (0.007) (0.008) (0.007)
Observations 411 405 411 405 411 405
No of groups 65 65 65 65 65 65
Adj. R-squared 0.338 0.373 0.340 0.370 0.346 0.378
Country FE YES YES YES YES YES YES
Time FE YES YES YES YES YES YES

Note: Robust standard errors in parentheses; *0p<** p<.05, * p<.10.
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Appendix 1.4GDP  growth and productive diversification:
contemporaneous and lagged models, extended sample

1) 2 (3) 4) ) (6)
Dependent :
flve—yezrrfwl?ﬁ Contemp. Lagged Contemp. Lagged Contemp. Lagged
Lagged GDP per
capita -5.89e-06*** -5.38e-06*** -5.65e-06*** -5.30e-06*** -5.73e-06*** -5.23e-06***
(6.98e-07) (4.96e-07) (6.78e-07) (4.58e-07) (7.Q8e- (4.76e-07)
Investment rate 0.0015***  -0.00146***  0.0015***  -00146***  0.0015***  -0.00142***
(0.0003) (0.0003) (0.0003) (0.0003) (0.0003) (0300
Skill ratio 0.0038** 0.0032** 0.0038** 0.0033** 0.089** 0.0036**
(0.0017) (0.0016) (0.0017) (0.0015) (0.0017) (0®01
Trade openness 0.0001*** 0.0001 0.0001** 0.0001 00* 0.0001
(0.0001) (0.0000) (0.0001) (0.0000) (0.0001) (0mO0
Population growth -0.0026 -0.0023 -0.0024 -0.0024 0.0024 -0.0027
(0.0029) (0.0021) (0.0030) (0.0022) (0.0029) (0102
Concentration 0.0090** 0.0055 - - - -
(0.0038) (0.0035) - - - -
MIT dummy -0.0064 0.0232 -0.0156 0.0087 -0.0207*  0.0412
(0.0188) (0.0188) (0.0174) (0.0183) (0.0083) (0m)07
MIT*Concentratio
n -0.0048 -0.0125* - - - -
(0.0043) (0.0050) - - - -
Extensive margins - - 0.0172** 0.0084 - -
- - (0.0086) (0.0059) - -
MIT* Extensive - - -0.0152 -0.0183*** - -
margins - - (0.0094) (0.0060) - -
Intensive margins - - - - 0.0063 0.0034
- - - - (0.0044) (0.0035)
MIT* Intensive - - - - -0.0020 -0.0101
margins - - - - (0.0048) (0.0064)
Constant 0.0045 0.0815*** 0.0132 0.0887*** 0.0215** 0.0925***
(0.0104) (0.0093) (0.0104) (0.0087) (0.0083) (07006
Observations 404 399 402 395 402 395
Number of
idcountry 64 64 64 64 64 64
Adjusted R-
squared 0.3546 0.4026 0.3514 0.3936 0.3532 0.3949
Country FE YES YES YES YES YES YES
Time FE YES YES YES YES YES YES

Note: Robust standard errors in parentheses; *0p<* p<.05, * p<.10, NS.
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Appendix 1.5Scatter plot market inequality versus GDP per eafoit
the whole sample
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Appendix 1.6Redistribution and market inequality: Extended sl&mp
contemporaneous and lagged models

(1) 2 (3) (4) (5) (6) (7) (8)
Contemp. Lagged Contemp. Lagged Contemp. Lagged Contemp.agged
MIT - - - - 6.417 6.503* -2.046 -2.060
- - - - (3.924) (3.888) (2.012) (1.943)
Market 0.544**  (0.569**  0.180**  0.189**  0.603*** 0.628***  0.147**  (.154%**
inequality (0.0461) (0.0455) (0.0457) (0.0441) (0.0504) (0m51 (0.0397) (0.0376)
Market - - - - -0.117 -0.115 0.0776 0.0803
ineq*MIT - - - - (0.0789) (0.0775)  (0.0605)  (0.0634)
Lagged 0.000132*
GDP per * 0.000157* 0.000183* 0.000232 0.000125* 0.000%81 0.000157  0.000178
capita (5.83e-05) (8.94e-05) (8.81e-05) (0.00015) (6.1Bp-0 (9.16e-05) (9.69e-05) (0.000120)
Constant -18.64%+*  .18.97*k* -2.555 -1.962 -21.69%* 22 61+ -1.417 -0.497
(2.228) (2.453) (2.584) (2.944) (2.556) (2.847)  46B) (2.765)
Controls No Yes No Yes No Yes No Yes
Observation 455 439 379 366 455 439 379 366
Number of
countries 64 64 64 64 64 64 64 64
Adj. R-
squared 0.590 0.606 0.154 0.157 0.598 0.614 0.177 .1820
Country FE Yes Yes Yes Yes Yes Yes Yes Yes
Time FE Yes Yes Yes Yes Yes Yes Yes Yes

(1) Robust standard errors in parentheses; Extemaeds that the comparison group includes MICs niiteérMIT and
HICs; (2) Significant at *** p<0.01, ** p<0.05, * P10, NS p>0.10
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Appendix 1.7GDP growth, net inequality, and redistribution: &xtled sample, contemporaneous and
lagged model

GDP per capita

Without export concentration

Witpa@t concentration

GDP per capita

Without exportaentration

With export concentration

(1) (2 3) 4 (5) (6) ] (8) 9) (10) (11) (12)
Contemp. Lagged Contemp. Lagged Contemp. Lagged nte@p. Lagged Contemp. Lagged Contemp. Lagged
MIT - - - - - - -0.00444 -0.0553** -0.0102 -0.0646 -0.0101 -0.0671%*
- - - - - - (0.0113) (0.0195) (0.00662) (0.0208) .0@617) (0.0208)
Net inequality ~ 0.000225 0.000885 0.000504 0.000791 0.000495 0.000812 0.000478 -0.000108 0.000677* 0P 0.000684* -0.000472
(0.000436)  (0.000265)  (0.000364) (0.000247) (0.6993 (0.000249) (0.000395) (0.000463) (0.000376)  0Q0453) (0.000380) (0.000457)
Redistribution ~ 0.000326 3.27e-05 0.000525 -0.000397 0.000470 -0.000411 -5.52e-05 -0.000504 0.000316 .006®60*** 0.000230 -0.000991*
(0.000248)  (0.000277)  (0.000315) (0.000272) (0.8092 (0.000289) (0.000329) (0.000309) (0.000333)  0Q0360) (0.000291) (0.000374)
MIT*Net - - - - - - -0.000654  0.000748*  -0.000498**  0.000917**  -0.000531**  0.0966**
inequality - - - - - - (0.000247)  (0.000443) (0.000177) (0.000432) (0.000172) (0.6204
MIT*Redistri - - - - - - 0.000995 0.000746 0.000530 0.000938 00665 0.00106
bution - - - - - - (0.000599) (0.000717) (0.000588) (0.656) (0.000551) (0.000651)
Lagged GDP  -5e-06**  -5e-06**  -6e-06** -5e-06*** -6e-06***  -5e-06*** -5e-06*** -5e-06*** -6e-06%** -5e-06%** -6e-06%+ -5e-06%**
per capita (4.32e-07)  (4.43e-07)  (6.92e-07) (5.46e-07) (68Be-  (5.75e-07) (4.48e-07) (4.63e-07) (7.23e-07)  5@8:07) (7.30e-07) (5.45e-07)
Political - - -0.000297 -0.000381 -0.000359  -0.000409 - - 000269 -0.000545 -0.000337 -0.000589
regime - - (0.000354) (0.000430)  (0.000365)  (0.000433) - - (0.000363) (0.000453) (0.000373) (0.000453)
Export - - - - 0.00565 0.00181 - - - - 0.00677* 0.000427
concentration - - - - (0.00385)  (0.00280) - - - - (0.00374) (@83)
Constant 0.0734*  0.0447%* 0.0174 0.0815%* 0.00@ 0.0793#* 0.0774%+ 0.0991 % 0.0251 0.147%* @152 0.151%**
(0.0 168) (0.0116) (0.0178) (0.0135) (0.0183) (6m1 (0.0166) (0.0175) (0.0183) (0.0202) (0.0182) .0208)
Controls No No Yes Yes Yes Yes No No Yes Yes Yes s Ye
Observations 408 404 389 380 382 374 408 396 389 2 37 382 366
Nb countries 64 64 64 64 64 64 64 64 64 64 64 64
Adj R-squared 0.297 0.276 0.371 0.333 0.385 0.346 318 0.309 0.391 0.384 0.408 0.401
Country FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Time FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
'”eq“,\j:ﬁy - - - - - - NS 0.000748 0.000179 0.000917 0.000153 0.000966
Redist. MIT - - - - - - NS NS NS -0.000960 NS -(0901
'”eq',\r/‘lfT’" - - - - - - NS NS 0.000677 NS 0.000684 NS
Red'St',\?IOT”' - - - - - NS NS NS -0.000960 NS -0.000991
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Appendix 1.8GDP growth, market inequality, and total redisttibn: Restricted sample

GDP per capita Without export With export concentration GDP per capita Withoyt@x concentration With export concentration
concentration
1) (@) (3) 4 (5) (6) ) (8) 9) (10) (11) (12)
Contemp. Lagged Contemp. Lagged Contemp. Lagged onte@p. Lagged Contemp. Lagged Contemp. Lagged
MIT - - - - - - -0.00886 -0.0602%** -0.0118 -0.0681%** -0.0263 02,
- - - - - - (0.0595) (0.0200) (0.0295) (0.0200) 0@n9) (0.0203)
.Marketl_ -7.45e-05 0.000104 0.000387 -0.000103 0.000429 00007 0.000168 -0.000268 0.000547 -0.000437 0.09034 -0.000478
inequality (0.000482)  (0.000352)  (0.000435)  (0.000380)  (0.8894 (0.000394) (0.00104) (0.000418) (0.000681) q03D5) (0.000689) (0.000404)
Redistribution -0.000170 -0.00098*  -0.00069  -0.00122**  -0.000723 -0.00110* -0.00173* -0.00181** -0.00145** -0.00180 -0.00130* -0.00148*
(0.000583)  (0.000423) (0.000477) (0.000487) (0.000526) (0.000500) (0.000954) (0.000865) (0.000697) (0.8198  (0.000747) (0.000818)
i"r’]”eTq*u’\gﬁtr)‘fe‘ - - - - - - -0.000528  0.00101* -0.000390  0.00110** -5.80e-05  0.00119%*
- - - i - - (0.00115) (0.000430)  (0.000638)  (0.000425) (0.000655)  (0.000436)
t"i"o':*Red'St”b“ - - - - - - 0.00244 0.000713 0.00116 -3.00e-05 0.000925 -9B9e-
- . - - - - (0.00132) (0.00132) (0.000793) (0.00136) (0.000845) (0.00137)
Lagged GDP -1e-05%*  -1e-05%*  -1@-05%*  -1e-05%*  -1e-05%*  -9e-06**  -1.1e-05%*  -1.2e-05**  -1.3e-05*** -1e-0%** -1.3e-05%*  -9.2e-06***
per capita (1.87e-06)  (2.03e-06)  (2.33e-06)  (2.40e-06)  (23de- (2.36e-06) (1.80e-06) (2.03e-06) (2.06e-06)  31g:06) (2.05e-06) (2.22e-06)
Political regime - - 0.000367 0.000255 0.000431 0.000222 - - 0.000390 -0.000161 0.000419 -0.000215
- - (0.000481)  (0.000546)  (0.000469)  (0.000550) - - (0.000471) (0.000549) (0.000465) (0.000543)
Export - - - - -0.00485 -0.00250 - - - - -0.00472 -0.00362
concentration ) ) R ) R R ) )
(0.00388) (0.00337) (0.00417) (0.00383)
Constant 0.0967**  0.0954*+* 0.0267 0.115%** 0.0394 0.124% 0.108** 0.128%* 0.0410 0.145%** 0.0644* 0.160%**
(0.0253) (0.0226) (0.0266) (0.0255) (0.0272) (026  (0.0527) (0.0248) (0.0360) (0.0232) (0.0372) 02a7)
Controls No No Yes Yes Yes Yes No No Yes Yes Yes s Ye
Observations 257 247 246 231 241 226 257 234 246 0 22 241 215
Nb countries 50 50 48 48 47 47 50 49 48 47 47 46
Adj R-squared 0.339 0.325 0.476 0.368 0.489 0.383 0.365 0.363 960.4 0.393 0.508 0.417
Country FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Time FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Inequality MIT - - - - - - NS 0.00101 NS 0.00110 NS 0.00119
Redist. MIT - - - - - - -0.00173 -0.00181 -0.00145  -0.00160 -0.00130 -0.00148
Ineq. non-MIT - - - - - - NS NS NS NS NS NS
Redist. non-MIT - - - - - - -0.00173 -0.00181 -01a6 -0.00160 -0.00130 -0.00148
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Appendix 1.9GDP growth, market inequality, and total redisttibn: Extended sample

GDP per capita

Without export With export concentration GDP per capita Withouyt@x With export concentration
concentration concentration
(1) (2 (3) (4) (5) (6) (7) (8) 9) (10) (11) (12)
Contemp. Lagged Contemp. Lagged Contemp. Lagged onte@p. Lagged Contemp. Lagged Contemp. Lagged
MIT - - - - - - 0.00936 -0.00649 -0.00146 -0.0547*** .0B99*** -0.0618***
- - - - - - (0.0409) (0.0261) (0.0241) (0.0193) 0@e3) (0.0193)
mg;ﬁ’:"ty 0.000103 0.000463 0.000447 0.000775 0.000632 04T006 0.000480 0.000621 0.000683 0.000122 -0.000195 .006Q46
(0.000402)  (0.000356)  (0.000361)  (0.000290) (0.83)2  (0.000252) (0.000545) (0.000442) (0.000428) 0Q0295) (0.000280) (0.000281)
Redistribution 0.000235 7.20e-05 3.41e-05 -0.000678 -0.000965** -0.000970** -0.000447 -0.000225 -0.000370 -0.000375 -0.000674 0.000675
(0.000481) (0.000478) (0.000461) (0.000455) (0.6604 (0.000458) (0.000591) (0.000592) (0.000550) 0@0389) (0.000435) (0.000442)
i"r’]”eTq*u’\gﬁtr)‘fe‘ - - - - - - -0.000828 -0.000465  -0.000607 0.000856*  0.000884**  0.000915*
- - - - - - (0.000769) (0.000552) (0.000525) (0.000456) (0.000430) (0.000424)
{‘i"o':*REd'St”b“ - - - - - - 0.00166* 0.000847 0.00101  -0.000144  182-05 1.44e-05
- - - - - - (0.000925) (0.000757) (0.000706) (0.001 (0.00109) (0.00107)
ngggd_tGDP -5e-06*** -6e-06*** -6e-06*** -5e-06*** -4.9e-06*** -4.9e-06*** -5.2e-06*** -5.9e-06*** -6e-06*** -5e06*** -5.2e-06*** -5e-06***
per capita (4.29e-07)  (6.97e-07)  (6.90e-07)  (4.74e-07) (58Bp-  (6.16e-07) (4.52e-07) (7.27e-07) (7.26e-07) 77@-07) (6.11e-07) (6.01e-07)
Political regime - -0.000291  -0.000353 - -0.000301 -0.000337 - 02aq -0.000299 - -0.000573 -0.000623
- (0.000354)  (0.000365) - (0.000465) (0.000464) - 0.000360) (0.000369) - (0.000484)  (0.000481)
Export . - - 0.00560 - - 0.00155 - - 0.00689* - - 0.000578
concentration - ; (0.00385) ; - (0.00289) - - (0.00375) - - (@80)
Constant 0.0778*** 0.0188 0.0108 0.0520*** 0.0870*** 0.0866* 0.0747*** 0.0245 0.0121 0.0885*** 0.137*** 0.14%*
(0.0160) (0.0179) (0.0182) (0.0116) (0.0151) (0914 (0.0239) (0.0222) (0.0210) (0.0129) (0.0171) 0164)
Controls No No Yes Yes Yes Yes No No Yes Yes Yes s Ye
Observations 408 389 382 384 362 356 408 389 382 8 37 356 350
Nb countries 64 64 64 64 64 64 64 64 64 64 64 64
Adj R-squared 0.296 0.370 0.385 0.273 0.324 0.338 0.315 0.388 050.4 0.296 0.362 0.380
Country FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Time FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Inequality MIT - - - - - - NS NS NS 0.000856 0.0@28 0.000915
Redist. MIT - - - - - - 0.00166 NS NS NS NS NS
Ineq. non-MIT - - - - - - NS NS NS NS NS NS
Redist. non-MIT - - - - - - NS NS NS NS NS NS
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Appendix 1.10 Countries in the sample

Europe and North Latin America Middle East Sub-Saharan | East Asia South Asia
America and and North Africa
Caribbean Africa
Austria Australia Argentina Algeria Botswana China Bangladesh
Belgium Canada Bolivia Egypt Cote d'lvoire Hong Kon India
Bulgaria New Zealand Brazil Iran Ghana Indonesia  pale
Denmark United States Chile Israel Kenya Japan sieaki
Finland Colombia Jordan Madagascar Korea South Lé&brka
France Costa Rica Morocco Malawi Malaysia
Germany Dominican RepTunisia Mauritius Philippines
Greece Ecuador Turkey Nigeria Singapore
Hungary El Salvador Rwanda Taiwan
Ireland Guatemala Sierra Leone Thailand
Italy Honduras South Africa
Netherlands Jamaica Tanzania
Norway Mexico Uganda
Poland Panama Zambia
Portugal Peru
Romania Uruguay
Spain Venezuela
Sweden
Switzerland
United
Kingdom
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Appendix 1.11 Income category over 1950- 2010: Countries and
duration (in years)

Country Income category Country Income category

Algeria Madagascar 59 0 0 0
Argentina 0 26 33 0 Malawi 59 0 0 0
Australia 0 0 17 42 Malaysia 17 28 14 0
Austria 0 12 10 37 Mauritius 0 39 11 9
Bangladesh 59 0 0 0 Mexico 0 51 8 0
Bolivia 15 44 0 0 Morocco 25 34 0 0
Botswana 31 28 0 0 Nepal 59 0 0 0
Brazil 6 53 0 0 Netherlands 3 14 42
Bulgaria 1 52 6 0 New Zealand 0 17 472
Canada 0 0 16 43 Nigeria 59 0 0 0
Chile 0 40 12 7 Norway 0 9 12 38
China 40 17 2 0 Pakistan 52 7 0 0
Colombia 0 59 0 0 Panama 3 56 0 0
Costa Rica 0 54 5 0 Peru 0 59 0
Ivory Coast 56 3 0 0 Philippines 25 34 0
Denmark 0 1 14 44  Poland 0 48 11 0
Dominican Rep 21 38 0 0 Portugal 0 26 15 18
Ecuador 8 51 0 0 Romania 10 49 0 0
Egypt 28 31 0 0 Rwanda 59 0 0 0
El Salvador 12 a7 0 0 Sierra Leone 59 0 0 @
Finland 0 12 10 37  Singapore 0 26 9 24
France 0 8 10 41  Slovenia 0 18 13 28
Germany 0 8 12 39  South Africa 0 59 0 0
Ghana 59 0 0 Spain 0 21 16 22
Greece 0 20 26 13 Sri Lanka 31 28 0 0
Guatemala 1 58 0 Sweden 0 2 14 43
Honduras 48 11 0 0 Switzerland 0 4 5¢
Hong Kong 0 24 6 29 Taiwan 15 19 6 19
Hungary 0 50 9 Tanzania 59 0 0 0
India 51 8 0 0 Thailand 24 27 8 0
Indonesia 34 25 0 0 Tunisia 20 39 0 0
Iran 7 52 0 0 Turkey 2 51 6 0
Ireland 0 23 15 21 USA 0 0 8 51
Israel 0 17 12 30 Uganda 59 0 0 0
Italy 0 14 10 35 United Kingdom 0 1 19 39
Jamaica 3 56 0 0 Uruguay 0 42 16 1
Japan 0 16 6 37  Venezuela 0 1 57

Jordan 4 55 0 0 Zambia 59 0 0 0
Kenya 59 0 0 0

Korea South 17 19 7 16
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Appendix 1.12 Descriptive statistics

Variable Mean Standgrd Minimum Maximum
deviation
GDP per capita growth rate 0.02 0.03 -0.14 0.17
GDP per capita 7604.84 6906.53 517.66 30915.89
Population growth 1.62 1.13 -4.64 6.31
Dependency ratio 56.56 23.87 17.58 106.36
Ig;g';:g’tiiﬂ;’ca“o” (Rate of 4.99 4.95 0.06 26.36
ggﬁg’\’/‘;%ﬁ‘;“cm'on (rate of 16.40 12.04 0.03 51.15
Skill ratio 0.42 0.74 0.01 9.45
Trade openness ratio 62.51 47.03 8.04 418.91
Investment rate 21.64 5.86 3.96 43.94
Political regime 3.46 6.91 -10.00 10.00
Export concentration 2.93 1.16 1.07 6.14
Extensive margin 0.42 0.43 -0.04 2.70
Intensive margins 2.52 0.95 1.04 5.50
Market inequality 45.57 8.66 19.44 71.69
Net inequality 38.55 10.26 16.96 66.40
Redistribution 7.10 6.92 -10.82 27.59
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Appendix to Chapter 2

Appendix 2.1Countries in the sample by income-level — Section 1

High income ‘ Low and lower middle-income Upper middle-income
Australia Albania Mali Algeria Jordan
Austria Armenia Moldova Botswana Kazakhstan
Belgium Bangladesh Mongolia Brazil Korea. Rep.
Canada Bolivia Morocco Bulgaria Malaysia
Denmark Burundi Namibia Chile Mauritius
Finland Cameroon Nicaragua Costa Rica Mexico
France Central African Republic Pakistan Croatia laRrd
Germany Congo. Dem. Rep. Peru Cyprus Portugal
Ireland Congo. Rep. Philippines Czech Republic Ruea
Luxembourg Cote d'lvoire Senegal Dominican RepublicSlovak Republic
Netherlands El Salvador Sierra Leone Egypt. Arap.Re Slovenia
Norway Ghana Sri Lanka Estonia South Africa
Sweden Guatemala Tajikistan Greece Spain
Switzerland India Togo Hungary Thailand
United Kingdom  Indonesia Ukraine Iran. Islamic Rep. Tunisia
United States Jamaica Vietnam Israel Turkey
Liberia Italy Uruguay
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Appendix 2.2SUR estimations of the impact of the middle-classconsumption, investment and public
expenditures: alternative specifications

Government effectiveness Polity score and populatio Without institution Without population and instion
(1) ) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12)
ALL UMIC LLMIC ALL UMIC LLMIC ALL UMIC LLMIC ALL UM IC LLMIC
Middle-class .9 240%+* .0.116* -0.448* -0.241%** -0.118** -0.49* -0.241**  -0.117** -0.474*  -0.241*** -0.117** -0463*
(0.0444)  (0.0462) (0.261) (0.0443) (0.0462) (0.260) (0.0443)  (0.0462)  (0.260)  (0.0443)  (0.0462) (0)260
Rich -0.298*** -0.133 -3.041 -0.297*** -0.132 -3.041 ZDG*** -0.133 -3.042 -0.298*** -0.133 -3.043
(0.0607)  (0.0924) (2.616) (0.0607) (0.0924) (2.616) (0.0607)  (0.0924)  (2.616)  (0.0607)  (0.0924) (2)616
Consumption Private credit  g.0264 0.0549** -0.0219 0.0243 0.0552** 0.0327 ®D2 0.0553** 0.0109 0.0260 0.0554** -0.00332
(0.0255) (0.0230) (0.130) (0.0254) (0.0230) (0.129) (0.0254) (0.0230) (0.129) (0.0254) (0.0230) (0)129
Inflation 0.0103 0.0773 0.00799 -0.00476 0.0698 -0.0187 Q004 0.0742 -0.0111 0.00318 0.0768 -0.0127
(0.0550)  (0.0936)  (0.0808) (0.0534) (0.0939) (0178 (0.0540)  (0.0928)  (0.0794) (0.0542)  (0.0927) 0797)
R-squared 0.390 0.392 0.196 0.389 0.392 0.193 0.390 0.392 0.195 0.390 0.392 0.195
Middle-class  0.0235 0.0528 0.0457*  0.0276* 0.0237 0.0479  0.0407* 0.0373*  0.0585  0.0407** 0.0372* 0.0594
(0.0175)  (0.0776)  (0.0272) (0.0151) (0.0241)  (0M)79 (0.0146)  (0.0222)  (0.0816)  (0.0146)  (0.0222)  08a6)
Rich -0.0317 0.357 -0.0406 -0.0176 -0.0447 0.773 -0.0126-0.0430 0.888 -0.0126 -0.0430 0.888

(0.0225)  (0.761)  (0.0465)  (0.0198)  (0.0457)  (0.755) (0.0199)  (0.0463)  (0.772)  (0.0199)  (0.0463) 0)772
Growthrate — g12+v+ 0.823**  0.643**  0.843**  0.664**  0.867***  0.866** 0.634** 0.914** 0.867**  0.636*** 0.9 13+

(0.122) (0.197) (0.193) (0.118) (0.189) (0.198)  1Pm) (0.190) (0.203) (0.120) (0.190) (0.203)
Exchange rate 0000192 0.000283  6.35e-05 0.000344*9.000188 0.000474* 0.000169  8.56e-05 0.000173 0.000159  8.17e-05 0701
Invesment (0.000122) (0.000204) (0.000353) (0.000125) (0.000337)(0.000230) (0.000122)(0.000338) (0.000212) (0.000123) (0.000339)  (0.000212)

Private credit 900912  -0.0232  -0.00733  -0.00608  -0.0139  0.005170.00237 -0.00839  -0.00640 -0.00254  -0.00820  -GQ@07
(0.00875)  (0.0429)  (0.0122)  (0.00825)  (0.0109) 48@) (0.00836) (0.0114)  (0.0441) (0.00837)  (0.0114) (0.0441)

Sf?g’g?\r/‘gg;ts 1.148¢  3.690**  -0.477 - - - - - - - -
(0.632)  (1.355)  (0.950) . : . . : : . )
Polity2

- - - 0.239*** 0.173 0.366***
- - (0.0750) (0.112) (0.136) - - - - -
R-squared 0.387 0.497 0.341 0.381 0.360 0.470 0.371 0.344 0.447 0.371 0.343 0.447

Appendix 2.2 continued in next page
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Appendix 2.2 (continued)

Middle-class

0.160%*  0.144**  0.331%*  0.141%*  0.127%* 0.369**  0.172%* 0.185%* 0.382%* 0.182%*  0.195%* 0.3 87+
(0.0488)  (0.0285)  (0.0521)  (0.0225)  (0.0421)  (0M55 (0.0217)  (0.0419) (0.0566)  (0.0216)  (0.0393)  0%U6)
Rich -0.121 -0.0566  -0.000881  -0.0439 -0.104 0.468 4802 -0.107 0.496 -0.0199 -0.107 0.595
(0.0806)  (0.0383)  (0.565) (0.0319)  (0.0749)  (0.597) (0.0326)  (0.0802)  (0.609)  (0.0329)  (0.0802) (0)620
Growthrate  _0.714*  -0.602%* -0.499** -0.562**  -0.537*  -0.312*  -0.510* -0.686**  -0.268  -0.476**  -0.655* 0.22
(0.339) (0.205)  (0.160) (0.195) (0.321)  (0.168) 2(1)  (0.340)  (0.171)  (0.203) (0.337) (0.172)
Government 4 g9 1629  5.202%% .
effectiveness
(1.583) (1.033)  (1.154) - -
E;prgrf ditures Naturalrent  _g419%+  .0.111*  0.157**  -0.0880 -0.163 0.0185  AB5** -0.463**  0.00275 -0.169** -0.476**  0.00%2
(0.108)  (0.0645)  (0.0536)  (0.0605)  (0.107)  (0.0509)(0.0611)  (0.107)  (0.0519)  (0.0619)  (0.104) (0.0530
Trade -0.0360  0.0113 0.0173 0.0185 -0.0158  0.0272*  0.0115-0.0303  0.0209  0.0297** -0.0221 0.0281*
openness (0.0254)  (0.0120)  (0.0130)  (0.0116)  (0.0226) (014 (0.0121) (0.0248)  (0.0144) (0.0104)  (0.0212)  01@1)
gr?)p”'a“o” -0.408  -1.069%*  -0.680**  -0.854* -0.289 -0.674* 1.071%*  -0.415  -0.739** ;
(0.645) (0.372)  (0.322) (0.362) (0.586)  (0.351) 3@@)  (0.646)  (0.357) ;
Polity2 . ) 0.492%+  0.845%*  0.208%
; ; (0.121) (0.201)  (0.0962)
R-squared 0.689 0.672 0.737 0.687 0.723 0.689 0.667 0.683 770.6 0.661 0.684 0.665
Observations 547 109 90 247 109 90 247 109 90 247 109 90
Countries 83 34 33 83 34 33 83 34 33 83 34 33
Time FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Region FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes es'Y Yes
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Appendix 2.3Two-step GMM estimation of the effect of middlesdaon public expenditures: transfers and

subsidies; education and health expenditures

Transfers and subsidies

Education and health expenditures

) 2 3 4 ©) (6) (7 ) ) (10) (11) 12)
Sample ALL UMIC LLMIC ALL UMIC LLMIC ALL UMIC LLMIC ALL UMIC LLMIC
Middle-class 0.205* 0.312***  0.365** 0.0414**  0.0521 0.100
(0.109) (0.0904) (0.140) (0.0153) (0.0404) (0.0986)
Rich 0.0861 -0.259  -2.689** 0.0740**  0.105 -0.376
(0.0597) (0.158) (1.088) (0.0112)  (0.0708) (0.966)
Poor 0.0783 0.132 0.0684 0.00395 -0.0515 0.0297
(0.130) (0.115) (0.0786) (0.0376) (0.0354) (0.0404)
Lower MC 0.115 0.360*** 0.659*** 0.0253 0.0265 0.0445
(0.0880) (0.127) (0.135) (0.0483) (0.0331) (0.155)
Upper MC 0.118 0.268* -0.991* 0.0767  -0.0123 0.226
- - (0.191) (0.143) (0.514) - - - (0.0491) (0.0416) (0.536)
Growth rate 1.031 -0.0947  -0.0690 0.184 -0.417 46.1 0.263* 0.384 -0.0762  0.0593 -0.194 -0.339
(0.833) (0.637) (2.151) (0.591) (0.665) (0.470) 147) (0.353) (0.312) (0.425) (0.339) (0.299)
Polity2 -0.0241 0.0126 0.0930 0.0008620.0115 0.0914 -0.0305 0.0642 0.000242 -0.0561 7420 -0.00370
(0.156) (0.349) (0.175) (0.122) (0.253) (0.1207) 08a.3) (0.137) (0.0688) (0.0595)(0.0862) (0.0674)
Natural rent 0.0706 -0.0368 -0.0282 0.0535 -0.0123 -0.0136 -0.0106  -0.00527 -0.0125 -0.0159 -0.00219 .01@
(0.0771) (0.0280) (0.0597)(0.0382) (0.0249) (0.0469) (0.00817) (0.0135) (B3 (0.0173) (0.0127) (0.0264)
Trade openness 4.504 -0.469 0.711 3.153 0.774 0.733 -0.687 -0.108 0.630 0.599 -0.418 0.142
(5.946) (2.895) (2.678) (2.249) (2.692) (1.684) 61) (0.445) (1.881) (0.972) (0.390) (1.099)
Population (In) 0.660 -0.0131  0.701**  1.347 0.0205 0.287 -0.0283 0.208 0.257 0.117 -0.0538 0.0210
(0.735) (0.607) (0.255) (0.833) (0.506) (0.279) 17) (0.364) (0.341) (0.231) (0.193) (0.117)
Observations 236 106 81 236 106 81 204 85 78 204 85 78
Countries 77 32 29 77 32 29 81 32 33 81 32 33
Country FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Time FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
AR(2) 0.985 0.865 0.780 0.463 0.820 0.743 N/A N/A /AN N/A N/A N/A
Hansen (p-value) 0.527 0.733 0.255 0.278 0.441 80.59 0.435 0.0824 0.706 0.0502 0.142 0.559
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Appendix 2.4Countries in the sample by income-level — Section 2

High income

Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Ireland

Israel

Italy

Japan
Netherlands
Norway
Spain
Sweden
Switzerland
United Kingdom
United States

Low and lower-middle income Upper-middle income

Armenia
Bangladesh
Benin
Bolivia
Burundi
Cameroon

Cent. African Rep.

Cote d'Ivoire
El Salvador
Ghana
Guatemala
India
Indonesia
Jamaica
Kenya
Liberia
Malawi
Mali
Mauritania

Morocco
Mozambique
Nepal
Niger
Pakistan
Philippines
Rwanda
Senegal
Sierra Leone
Sri Lanka
Sudan
Syria
Tajikistan
Togo
Uganda
Zambia
Zimbabwe

Albania
Algeria
Argentina
Brazil
Bulgaria
Chile
Croatia
Dominican Rep.
Ecuador

Egypt. Arab Rep.

Estonia

Gabon
Greece

Hungary

Iran. Islamic Rep.

Jordan

Kazakhstan
Latvia

Lithuania

Malaysia
Mauritius
Mexico
Mongolia
Panama
Peru
Poland
Pattug
Romania
Russia
Slovenia
South Africa
Thailand
Tunisia
Turkey
Ukraine
Uruguay

1

215



General Appendix

Appendix 2.5Two-step GMM estimation of the effect of the middlass on the productive structure for the
samples of UMIC and LLMIC — With control for eduiat

UMIC LLMIC
(1) ) 3) @) (5) (6) ) (®) 9) (10) (11) (L2
Modern Modern Modern Modern
Manufacture  Service Service Manufacture Service  Service | Manufacture Service  Service Manufacture Service  Service
Middle-class 0.315 -0.0340 0.306 -0.0124 0.0482 -0.263
(0.426) (0.412) (0.248) (0.282) (0.326) (0.296)
Rich -0.206 -0.0336 0.0855 -0.0950 1.543 3.307
(0.383) (0.578) (0.430) - - - (1.081) (1.941) (2.044) - -
Poor - - - 0.0676 0.0202 0.0789 - - - -0.0777 -0.133 0.0130
(0.129) (0.137) (0.0684 (0.137) (0.356) (0.0841)
Lower MC 0.279 0.246 0.0888 -0.0318 -1.714 0.606
(0.391) (0.368) (0.164) (0.862) (1.868) (0.754)
Upper MC 0.209 0.223 0.318* 0.0686 5.459 0.342
- - - (0.316) (0.231) (0.153) - - - (1.561) (3.936) (1.598)
Education -0.513 -2.207 -0.869 -0.835 -2.629 -1.718 0.798 0.697 0.548 1.397 1.891 -1.708*
(1.731) (2.588) (1.584) (1.721) (2.078) (1.816) 843) (0.938) (0.569) (1.053) (3.127) (0.885)
Population (In) 3.785 -6.494 1.995 1.611 0.258 .87 2.000 -1.153 0.266 1.335 -2.804 3.199
(4.641) (4.974) (2.613) (4.509) (5.779) (3.140) 4E6B) (1.526) (3.345) (1.494) (3.687) (2.122)
Natural rent -0.204 -0.370 -0.219 -0.138 -0.443 18G. -0.289 -0.212 -0.0839 -0.258 -0.682 -0.0785
(0.303) (0.317) (0.189) (0.301) (0.297) (0.163) 188) (0.130) (0.160) (0.159) (0.731) (0.173)
Phone coverage -0.111 0.0876 -0.0931 -0.0832 0.0614.0154 0.0429 0.0583 0.0297 0.0328 -0.0903 0.0108
(0.185) (0.138) (0.0981) (0.179) (0.168) (0.0287) 0.0648) (0.0425) (0.0613) (0.0628) (0.101) (0.0901)
Trade openness 0.0361 -0.00167 -0.0461 0.0449 D.04®.00959 0.129 -0.155*** -0.0427 0.106 -0.194 0.0200
(0.0788) (0.0603) (0.0573) (0.0752) (0.151) (0.045%3 (0.0955) (0.0410) (0.0421) (0.0932) (0.178) (693
Observations 128 128 128 128 128 128 106 106 106 6 10 106 106
Countries 36 36 36 36 36 36 36 36 36 36 36 36
Fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes esY Yes Yes
AR(2) 0.584 0.364 0.0530 0.428 0.995 0.116 0.811 699. 0.325 0.766 0.739 0.787
Hansen (p-value) 0.811 0.940 0.720 0.993 0.332 50.256 0.462 0.973 0.788 0.498 0.831 0.165
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Appendix 2.6Two-step GMM estimation of the effect of the middlass on productive transformation:
ratio of sector value added — Without control fdueation —Entire sample

(1) (2) 3) (4) (5) (6) (7) (8) 9) (10) (11) oL2
manu_agr manu_agr serv_manu serv_manu other manwther_ manu ind _agr ind_agr serv_ind serv_ind other ind othet |
Middle-class 0.0591* -6.663 -2.475 8.782** -2.998* -1.589
(0.0315) (5.499) (3.343) (3.756) (1.778) (1.226)
Rich 0.0821* 3.420* 2.833** 18.27*** 1.426* 1.306**
(0.0357) (1.948) (1.178) (3.459) - (0.807) - (0.518)
Poor 0.0131 2.562 1.714 2.785 - 0.998 0.969
(0.0216) (2.017) (1.567) (4.261) (0.918) (0.683)
Lower MC -0.0225 -7.484 -5.150 -4.824 -2.542* -1.811*
(0.0425) (5.134) (3.331) (7.001) (1.351) (0.963)
Upper MC 0.122** 1.568 1.926 21.81*** 1.286 1.770
- (0.0471) (3.492) (3.006) (7.999) ; (1.396) (1.149)
Population 0.205 0.438 -81.87 37.57 -4.220 52.19 218.1 88.44 6.713 45.40* 28.74 36.71
(In) (1.462)  (0.756)  (263.8) (82.12) (145.0) (76.68) €25 (126.8) (80.52) (25.15) (67.93)  (22.69)
Natural rent -0.0125 -0.0573 1.515 1.775 1.016 40.5 7.517 -2.268 -5.953*** -4.705%** -3.568* -2.7%7
(0.0446)  (0.0571)  (4.695) (3.977) (2.318) (3.495) 7.680) (7.684) (1.725) (1.311) (1.570)  (1.275)
Phone -0.00721 -0.00170 2.884 1.105 0.948 0.534 0.0568 339P. 0.921 -0.196 0.403 -0.286
coverage (0.0162) (0.0125) (2.675) (1.443) (1.641) (0.979) 1.606) (1.393) (0.827) (0.470) (0.578) (0.335)
Trade -0.00193  0.0221 0.00166 -0.172 0.272 0.175 2121 578. 1.118 0.821* 0.699 0.514
openness  (0.0147) (0.0298)  (3.406) (1.767) (1.986) (1.259) 3.2560) (3.593) (1.005) (0.488) (0.740)  (0.383)
Constant 0.259 -1.360 598.8 297.2 211.1 82.71 &817. -244.3 71.38 85.96 20.44 16.91
(5.240)  (4.166)  (1,078) (391.3) (596.3) (316.1)  O4B) (588.8) (301.5) (109.7) (253.3)  (98.93)
Observations 291 291 291 291 291 291 291 291 291 291 291 291
Countries 91 91 91 91 91 91 91 91 91 91 91 91
Sample ALL ALL ALL ALL ALL ALL ALL ALL ALL ALL ALL ALL
Fixed effects  Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
AR(2) 0.456 0.881 0.215 0.373 0.223 0.545 0.925 0®.4 0.329 0.187 0.396 0.226
\'j;}zz‘;” P 0305 0.306 0.464 0.302 0.321 0.451 0.559 0.340 0.9  0.0999 0.973  0.205

217



General Appendix

Appendix 2.7Two-step GMM estimation of the effect of the middlass

on productive transformation:

ratio of sector value added — With control for eatian — Entire sample

1) (2) 3) (4) (5) (6) ) (8) ) (10) (11) (L2
manu_agr manu_agr serv_marserv_manuother manuother manu ind_agr ind_agr serv_ind serv_ind  other ind  othet i
Middle-class 0.0685** -9.811 -5.672 6.809** -3.211 -1.758
(0.0275) (6.231) (3.488) (3.412) (2.082) (1.086)
Rich 0.0677* 3.943* 3.286%** 18.04*** 1.215* 1.145%*
(0.0390) - (2.016) (1.189) (3.590) - (0.647) (0.384)
Poor - 0.0167 -2.957 -1.695 1.635 -0.353 -0.513
(0.0209) (3.496) (1.971) (4.038) (1.276) (0.828)
Lower MC -0.0393 -5.415 -3.460 -8.542 -4.000%* -2.753**
(0.0451) (5.436) (3.575) (6.724) (1.823) (1.146)
Upper MC 0.121%** -6.429 -3.289 17.05** -1.815 -1.256
- (0.0444) (5.491) (3.622) (7.445) (2.288) (1.518)
Education 0.0791 0.118 14.14 39.31 6.338 22.31 816.6 45.26 7.223 15.04 3.917 12.87
(0.281) (0.269) (25.98) (32.26) (15.07) (19.87) 285 (50.93) (8.814) (11.61) (4.737) (7.989)
Population 0.414 0.478 51.79 -59.11 46.72 -11.02 275.7 1125 4.863 8.897 25.44 3.144
(In) (2.298) (0.840) (92.67) (89.88) (57.33) (50.22) 122 (115.1) (34.96) (30.66) (20.03) (19.12)
Natural rent -0.0242 -0.0346 0.319 1.280 -0.155 20.1 8.336 -0.903 -5.781**  .5.335** -3.301**  -3.099***
(0.0710) (0.0618) (3.796) (3.197) (2.342) (1.957) 7.706) (8.943) (1.220) (1.113) (0.902) (0.798)
Phone -0.0103  -0.000461 4.087 1.060 2.288* 0.704 0.891 439. 0.838 0.295 0.415 0.143
coverage (0.00954)  (0.0109) (2.460) (1.668) (1.343) (1.054) (1.306) (2.191) (0.745) (0.550) (0.406) (0.357)
Trade -0.00209 0.0253 1.544 -1.083 1.164 -0.431 2.553 3B.1 1.068 0.748 0.703 0.420
openness (0.0252) (0.0309) (1.887) (1.561) (1.178) (0.857) 3.448) (3.831) (0.844) (0.592) (0.488) (0.415)
Observations 291 291 291 291 291 291 291 291 291 129 291 291
Country 91 91 91 91 91 91 91 91 91 91 91 91
Sample ALL ALL ALL ALL ALL ALL ALL ALL ALL ALL ALL ALL
Time FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
AR(2) 0.661 0.559 0.130 0.900 0.0983 0.616 0.905 16®. 0.397 0.426 0.366 0.552
\'j;ﬂz)e” (p- 0.444 0.395 0.737 0.0734 0.534 0.0181 0.718 0194 8850  0.105 0.938 0.0585
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Appendix 2.8Two-step GMM estimation of the effect of the middlass on productive transformation
(ratio of sector value added) on the sample of LCMIWithout control for education

1) (2) 3) (4) (5) (6) ) (8) 9) (10) (11) oLz
manu_agr serv_manwother manu ind agr serv_ind other ind manu agr serv_maiher manu ind_agr serv_ind  other_ind
Middle-class 0.0344* -6.427 -2.776  9.105* -5.455 -2.555
(0.0201) (15.19) (9.284)  (4.025) (4.533) (2.251)
Rich -0.0893 36.98 19.71 -25.09 -1.015 3.391
(0.0960) (93.16) (56.07) (28.65) (43.86) (21.73) - - - - -
Poor - - - - - -0.00245 -1.887 -1.167 -0.148 -1.829** -0.911
- - - - - (0.00854)  (3.941) (2.304) (1.076) (0.851) (1.022)
Lower MC - - - - - - 0.0594 -28.09 -18.60 7.838  -15.23* -13.09**
- - - - - (0.0747) (29.55) (22.89) (8.521) (8.281) (6.199)
Upper MC - - - - - - -0.0496 47.31 41.20 2.583 18.63 23.04*
- - - - - (0.123) (55.99) (47.92) (17.43) (17.79) (11.51)
Population (In) 0.158 -147.9 -81.87 -14.20 -114.8 53.98 0.159 -80.95 -24.46 25.92 -66.66* -26.16
(0.154) (344.5) (240.5) (34.60) (111.7) (65.31) 1{@) (88.93) (72.63) (35.69) (32.90) (26.69)
Natural rent -0.0266*** 6.440 2.940 -3.440%  -4.403 -2.332** -0.0247** 5.491 4.005 -1.975 -3.243* H90
(0.00718) (5.824) (2.895) (1.628) (1.820) (0.894) 0.0104) (4.408) (3.915) (2.185) (1.739) (1.689)
Phone coverage 0.00491 -1.377 -0.889 0.506 0.390 0298. 0.00365 -0.0763 -0.730 0.763* 0.607 0.0131
(0.00380) (1.967) (1.162) (0.396) (0.673) (0.676) 0.00456)  (2.116) (1.449) (0.444) (0.653) (0.610)
Trade openness 0.00538 -3.256 -1.403 0.410 -1.187 0.640 0.00457 -3.383* -1.269 0.514 -1.059** -0.479*
(0.00494) (2.348) (1.409) (0.364) (0.826) (0.549) 0.00526)  (1.786) (1.212) (0.520) (0.445) (0.282)
Constant -0.397 1,169 622.6 95.12 706.3* 365.7*  28D. 1,024** 494.3 -58.91 582.2***  305.8**
(0.871) (1,219) (844.9) (136.7) (354.1) (192.1) 61®@) (440.4) (357.7) (144.9) (145.7) (119.6)
Observations 106 106 106 106 106 106 106 106 106 6 10 106 106
Countries 36 36 36 36 36 36 36 36 36 36 36 36
Fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes esyY Yes Yes
AR(2) 0.380 0.491 0.797 0.0512 0.229 0.217 0.378  46®. 0.493 0.125 0.566 0.543
Hansen (p-value) 0.848 0.701 0.600 0.520 0.889 10.78 0.643 0.526 0.470 0.646 0.672 0.828
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Appendix 2.9Two-step GMM estimation of the effect of the middlass on export concentration and
quality for the samples of UMIC and LLMIC

UMIC LLMIC
(1) (3) ) (4) (5) (6) () ) (8) (10) (12) (12)
IMF UNCTAD Quality IMF UNCTAD Quality IMF UNCTAD Quality IMF UNCTAD Quality
Middle-class -0.00508 0.00334 0.000999 - - - 0.00398 0.00752 0.00262 - - -
(0.0198) (0.00550) (0.00229) - (0.0253) (0.00629)  (0.00600) - -
Rich 0.00366 -0.00170 0.00496 - 0.0571 -0.0488 0.00773 - -
(0.0383) (0.00876) (0.00471) - - - (0.190) (0.0369) (0.0196) - - -
Poor - - - -0.00382 0.000169 0.00142 - - - 0.00695 0.00247  0.00764**
(0.0130) (0.00272)  (0.00157 - - (0.0233) (0.00310)  (0.00323)
Lower MC -0.0157 0.000531 -0.000342 - - 0.00328 0.00839 -0.00845
(0.0233) (0.00460)  (0.00280 - - (0.114) (0.0211) (0.0178)
Upper MC -0.00577 0.00224 0.00167* - - 0.00222 -0.0132 0.0442
- - - (0.0147) (0.00189) (0.000886) - - - (0.197) (0.0411) (0.0496)
Education -0.0660 -0.00727 0.00139 0.00930 -0.00175-0.00697 -0.121 -0.0282 0.0102 -0.115 -0.0449* 0365
(0.220) (0.0219) (0.0280) (0.195) (0.0182) (0.0231) (0.0722) (0.0200) (0.0168) (0.101) (0.0233) (0®)35
Population -0.112 -0.0333 -0.00307 -0.0894 -0.0296 -0.00904 .0916 -0.0760 0.0431* -0.0470 -0.0407 0.0907**
(In) (0.144) (0.0264) (0.0196) (0.188) (0.0199) (0.0299) (0.223) (0.0553)  (0.0240) (0.395) (0.0644) (0.0374
Polity2 -0.0376 -0.0123*** 0.00578 -0.0527 -0.0137* 0.00825** | -0.117*** -0.0197* 0.0129* -0.115** -M182 0.00987
(0.0534) (0.00379) (0.00430) (0.0400) (0.00573) 0@a04) | (0.0351)  (0.0105)  (0.00719) (0.0498) (0.0113 (0.00796)
FDI -0.0148 -0.00324 0.00897** -0.00130 -0.00109 00303 -0.00228 -0.00328 0.00109 -0.000568 -0.004990.000191
(0.0385) (0.00583) (0.00401) (0.0422) (0.00676) 0@B15) (0.00605) (0.00250) (0.00193) (0.00881) (QPIB) (0.00286)
Natural rent 0.0787*** 0.0150%*** -0.00524%** 0.0746* 0.0139**  -0.00445* 0.0176 -0.000299 0.00106 0@225** 0.00110 0.00335
(0.0210) (0.00168) (0.00181) (0.0146) (0.00318) 0@Q23) (0.0136) (0.00387)  (0.00513) (0.0102) (0483 (0.00794)
Phone 0.00140 -0.000878 -0.00118 0.00250 -0.000335 -4080¢ -0.00442 -0.00183 0.000206 -0.00401 -0.00122 .004b1
coverage (0.00806) (0.00187) (0.000877) (0.00875)  (0.00190)0.000815)| (0.00736) (0.00138)  (0.00108)  (0.00566)(0.00191)  (0.00197)
Trade -0.00392 -0.00110 0.000408 -0.00477 -0.000930 @.900 0.00222 -0.000403 -1.14e-05 0.00294 0.000399 .00€012
openness (0.00277) (0.000803) (0.000443) (0.00366)  (0.00107(0.000413)| (0.00419) (0.00125) (0.000515)  (0.00723 (0.00137)  (0.00129)
Observations 128 128 128 128 128 128 106 106 106 6 10 106 106
Fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes esY Yes Yes
AR(2) 0.956 0.938 0.619 0.686 0.819 0.657 0.900 00.4 0.114 0.902 0.357 0.751
Hansen 0.235 0.304 0.267 0.320 0.291 0.282 0.728  3300. 0.843 0.767 0.402 0.984
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Appendix 2.10 Two-step GMM estimation of the effect of the
middle-class on economic complexity for the sampe&MIC and

LLMIC
UMIC LLMIC
1) 2) () (4) (5) (6) (7) (8)
Middle-class 0.0106 0.0321** -0.00156 -0.0102
(0.0181) (0.0141) (0.0513) (0.0607)
Rich -0.00274 -0.0217 0.240 0.155
(0.0307) (0.0178) - (0.532) (0.338)
Poor - 0.00623 -0.00600 - - 0.00682
(0.0123) (0.00467) (0.0150)
Lower MC 0.0269 -0.00136 -0.0181
(0.0170) (0.0119) (0.131)
Upper MC 0.0210%** 0.00482 0.178
(0.00779) (0.00887) - (0.235)
Education 0.00878 0.146 0.0771 0.170
- - (0.126) (0.0966) - (0.0613) (0.113)
Population 0.196 0.284*** 0.346*** 0.269** 0.429** 0.389 0.4¥F  0.0958
(In) (0.165)  (0.0987) (0.0938) (0.113) (0.154) (0.247) 0.107) (0.330)
Polity2 0.0384 0.0435 0.0571* -0.00934 -0.0577 0101 -0.0151 -0.0349
(0.0873) (0.0423) (0.0311) (0.0240 (0.123)  (0.02960.0686) (0.0880)
FDI -0.00299 0.000523 -0.000218 0.0021p -0.373 0®02 0.0237 -0.135
(0.0265) (0.0180) (0.0151) (0.0119 (0.243)  (0.0897(0.203) (0.166)
Natural rent  -0.0166 -0.0369** -0.0340***  -0.0530*** | 0.0584 -0.00209 -0.0411 0.0358
(0.0532) (0.0138) (0.00913) (0.0123 (0.0612) (043 (0.0542) (0.0477)
Phone 0.00183 -0.00651 -0.00969***  -0.00074b 0.0101 O&m® 0.0151 -0.00164
coverage (0.00565) (0.00726) (0.00326) (0.00337 (0.00972) (0.0105) .0108) (0.0108)
Trade 0.00602 0.00436 0.00316 0.00388* 0.0323  -0.00956.0113 0.00367
openness  (0.00383) (0.00344) (0.00277) (0.00198 (0.0207) (0.0125) 0@E34) (0.0247)
Constant -1.605 -1.619 -1.608* -1.506 -4.149***-2 878  -4.092***  -2.405
(0.961) (1.028) (0.937) (0.905) (1.371) (1.738) 8{@) (2.570)
Observations 126 126 126 126 70 70 70 70
Countries 35 35 35 35 23 23 23 23
Time FE Yes Yes Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes Yes Yes
AR(2) 0.644 0.717 0.419 0.121 0.424 0.999 0.613 7D.6
\';';32;’” ®- 0336 0.707 0.818 0.676 0.707 0.985 0.586 0.999
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Appendix 2.11 Two-step GMM estimation of the effect of the
middle-class on imports volume and concentratiantlie sample of

LLMIC
Import volume Import concentration
@) (2 3 4
Middle-class -0.793 -0.00370
(0.822) (0.00371)
Rich 1.779 -0.00386
(5.000) - (0.0243)
Poor -0.0315 -0.00134
(0.433) (0.00143)
Lower MC -1.716 0.00128
(4.396) (0.0133)
Upper MC 0.700 -0.0190
- (8.576) - (0.0261)
Industry (% 1.104 1.799 0.00441 0.00786
GDP) (1.094) (2.230) (0.00512) (0.00670)
-5.125** -6.273 -0.000472 -0.00768
Population (In) (2.516) (4.335) (0.0145) (0.0206)
Exchange rate -0.00160 -0.00240 -2.67e-06 -3.52e-06
(0.00172) (0.00161) (8.49e-06) (8.99e-06)
Internal -0.00964 -0.0249 -0.000103 -0.000174
distance (0.0296) (0.0414) (0.000122) (0.000134)
Freedom to 2.677 2.761 -0.00375 -0.00315
trade (1.660) (2.188) (0.00986) (0.00863)
Constant 18.07 12.32 0.115 0.0973
(21.55) (23.62) (0.0993) (0.106)
Observations 97 97 97 97
Countries 35 35 35 35
Time FE Yes Yes Yes Yes
Country FE Yes Yes Yes Yes
Instrument 15 15 15 15
AR(2) 0.235 0.440 0.310 0.477
\';';32?” (p- 0.344 0.451 0.919 0.997
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Appendix 2.12 Descriptive statistics — Section 1

Standard
Variable Mean deviation Minimum Maximum
Size middle-class (USD 180) 37.64 27.37 0.02 89.04
Size rich (over USD 50) 9.25 14.87 0 66.71
Size poor (below USD 10) 22.94 21.55 0.01 93.64
Size lower middle-class (USD 420) 16.79 13.31 0.02 59.94
Size upper middle-class (USD-ZAD) 20.85 21.90 0 72.52
GDP per capita (In) 9.23 1.17 5.71 11.32
Consumption (% GDP) 64.67 15.96 29.54 190.06
Inflation 9.00 25.42 0 309.38
Expense (% GDP) 26.42 11.03 6.63 58.56
Transfers and subsidies (% GDP) 4249 18.12 1.98 80.73
Health expenditures (% GDP) 3.76 2.29 0.14 9.09
Education expenditures (% GDP) 4.48 1.52 1.05 9.72
Total investment (% GDP) 22.14 5.35 3.96 39.17
Private investment (% GDP) 15.62 5.57 0 28.86
Economic growth 2.49 2.83 -12.71 25.06
Credit to private sector (% GDP) 56.43  47.75 0.19 246.58
Polity score 6.11 4.97 -7.00 10
Government effectiveness 0.30 1.03 -1.80 2.24
Population (In) 2.58 1.51 -1.30 7.14
Exchange rate (In) 2.64 2.75 -1.65 9.92
Natural rent (% GDP) 5.25 8.60 0 51.86
Trade openness (% GDP) 82.86 42.68 17.32 344.70
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Appendix 2.13 Descriptive statistics — Section 2

Standard
Variable Mean deviation Minimum Maximum
Size middle-class (USD 180) 34.21 26.65 0.10 89.04
Size rich (above USD 50) 7.76 13.41 0 66.71
Size poor (below USD 10) 24.31 20.08 0.02 91.21
Size lower middle-class (USD 420) 16.09 13.02 0.10 51.51
Size upper middle-class (USD-AD) 18.11 20.76 0 72.52
Manufacture (% GDP) 15.70 5.96 1.13 39.76
Industry (% GDP) 28.73 8.14 2.64 61.04
Service (% GDP) 57.22 12.10 17.78 80.46
Modern Service (% GDP) 33.27 10.56 5.63 56.06
Population (In) 2.76 1.34 0.13 7.14
Exchange rate (In) 2.64 2.67 -1.65 9.65
Internal distance 280.04  274.33 17.01  1554.24
Freedom to trade 7.06 1.35 1.08 9.73
Average years of schooling 7.71 3.00 0.93 13.18
Natural rent (% GDP) 6.09 8.08 0 41.07
Phone coverage 51.84 47.09 0 173.46
Trade openness (% GDP) 73.76  34.88 17.32 229.64
Import concentration 0.12 0.10 0.05 0.89
Export concentration UNCTAD 0.27 0.19 0.05 0.82
Export concentration IMF 3.00 1.13 1.31 5.98
Export quality IMF 0.83 0.15 0.30 1.04
Economic complexity index 0.20 1.01 -1.83 2.56
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Appendix 2.14 Two-step GMM estimation of the effect of the middlass on productive transformation:
alternative specifications— With control for FDHpanization and institutions — Entire sample

With foreign direct investment

With Polity score

@ 2 ®3) “4) ©) (6) 4) (5) (6) (7 (8) ©)
Manufacture Service Modern servicBlanufacture Service  Modern service  Manufacture Service Modermise Manufacture  Service Modern service
Middle-class 0,177+  -0.0913  -0.00952 - - - 0.156 -0.230 0.0115 - - -
size (0.0888)  (0.224) (0.0992) - - - (0.110) (0.245) 1004) - - -
Rich -0.0885*  0.135**  0.209*** - - - -0.0721* 0.145* 0.210%* - - -
(0.0353)  (0.0610) (0.0471) - - - (0.0306) (0.0796) (0.0515) - - -
Poor - - - 0.0489  -0.0885 0.00366 - - - 0.0690 46D -0.0368
- - - (0.0763)  (0.130) (0.0953) - - - (0.0641) @5). (0.0888)
Lower MC - - - 0.242**  -0.115 -0.183* - - - 0.256*  0.0162 -0.157*
- - - (0.108) (0.176) (0.107) - - - (0.134) (0.361)  (0.0931)
Upper MC - - - 0.191*  -0.0241 0.143 - - - 0.218*  0.0841 0.0927
- - - (0.0751)  (0.206) (0.138) - - - (0.104) (0.255  (0.140)
Education 0.0571 1.493 0.707 -0.656  3.257**  1.032 -0.0823 1.917 0.819 -0.929 2.202 1.319
(0.483) (1.097) (0.711) (0.480) (0.837) (0.931) 440) (1.333) (0.716) (0.660) (1.675) (1.126)
Population 0.523 -0.493 0.806 1.478 2.267 2.265 0.777 2.077 6860. 2.172 1.418 1.516
(i) (2.046)  (4.378)  (L911) (1.873)  (4.265) (2.959) 197)  (5.430) (1.859) (1.747)  (4.309) (2.546)
Natural rent -0.185**  -0.39** -0.228* -0.148*  -0.B3 -0.422%* 0.179%  -0.492% -0.287* -0.133 -0.622*  -0.471%
(0.0709)  (0.152) (0.125) (0.0752)  (0.311) (0.180) 0.0762) (0.164) (0.147) (0.0855) (0.347) (0.181)
Phone -0.0692**  0.103 0.0392 -0.0567*  -0.0337 0.0142 5D 0.130 0.0235 -0.0581 -0.0436 0.0108
coverage (0.0322)  (0.0764) (0.0452) (0.0340)  (0.0627) (0.0270) (0.0348) (0887  (0.0539) (0.0374)  (0.0978) (0.0269)
Trade -0.000478  0.00635  0.0219 0.0127 0.0324 0.0358 0.00914 0.0840 0.0173  .019Q -0.00436 0.0158
openness (0.0311)  (0.0984)  (0.0441) (0.0415)  (0.0961)  (0.0547) (0.0503)  (0)146  (0.0483) (0.0450)  (0.0767) (0.0360)
FDI 0.0365 -0.273* -0.136 0.00271 0.106 -0.0865 - - - - - -
(0.0581)  (0.157) (0.0983) (0.0500)  (0.206) (0.0985) - - - - - -
Polity score - - - - - - -0.0338 0.0425 -0.199 0.111 0.157 -a08
- - - - - - (0.251) (0.795) (0.311) (0.320) (0.976)  (0.336)
Constant 15.17 42.69* 20.09* 12.00 35.44* 19.97* 4.23 27.27 21.71% 10.06 44.37%%* 23.16%*
(9.369) (22.83) (9.137) (9.438) (20.33) (10.96) F) (28.64) (9.399) (8.285) (15.24) (8.142)
Observations 291 291 291 291 291 291 291 291 291 291 291 291
Countries 91 91 91 91 91 91 91 91 91 91 91 91
Fixed effects Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
AR(2) 0.639 0.403 0.176 0.445 0.144 0.0888 0.582 93®. 0.135 0.413 0.233 0.110
\'j;gg‘)e” (p- 0.962 0.405 0.873 0.629 0.385 0.198 0.681 0.389 120.7 0.675 0.197 0.310

225



General Appendix

Appendix 2.15 Two-step GMM estimation of the effect of the
with ttoh for

middle-class on productive

urbanization — Entire sample

transformation:

1)

@

Manufacture Service

©)

Modern service ManufactureService

4

®)

(6)

Modern service

Middle-class size 0.0974 -0.165 -0.0257
(0.0812) (0.176) (0.126)
Rich -0.0802*** 0.0705 0.150**
(0.0290) (0.0883) (0.0593) - - -
Poor - - - 0.0468 -0.141 -0.0163
(0.0640) (0.157) (0.0686)
Lower MC 0.230* -0.119 -0.172**
(0.121) (0.187) (0.0822)
Upper MC 0.182** -0.174 0.0629
- - - (0.0840) (0.274) (0.102)
Education -0.0521 1.290 0.433 -0.590 2.433*** 0.543
(0.413) (1.078) (0.716) (0.589) (0.799) (0.896)
Population (In) 0.296 -0.973 0.525 1.649 -1.926 83.3
(1.959) (3.892) (2.103) (1.504) (5.873) (2.100)
Natural rent -0.206***  -0.620***  -0.341*** -0.146**  -0.697*** -0.545%**
(0.0764) (0.183) (0.126) (0.0669) (0.241) (0.143)
Phone coverage -0.0402 0.0779 0.00771 -0.0474 70.03 -0.00461
(0.0264) (0.0742) (0.0566) (0.0345) (0.0595) (0920
Trade openness 0.0144 0.0120 0.00298 0.0169 -0.0430 0.0269
(0.0408) (0.106) (0.0556) (0.0440) (0.0929) (0.0346
Urbanization 0.0448 0.176 0.172 -0.0223 0.292 0:205
(0.0710) (0.164) (0.115) (0.0570) (0.254) (0.111)
Constant 13.21 42.20** 19.83* 11.50 47.79** 19.25**
(8.331) (20.96) (10.85) (8.054) (19.56) (7.612)
Observations 291 291 291 291 291 291
Countries 91 91 91 91 91 91
Time FE Yes Yes Yes Yes Yes Yes
Country FE Yes Yes Yes Yes Yes Yes
AR(2) 0.514 0.320 0.133 0.427 0.0769 0.101
Hansen (p-value) 0.743 0.466 0.859 0.615 0.641 .37
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Appendix to Chapter 3

Appendix 3.1Determinants of absolute mobility within the lower

middle-class

Appendix 3.1.12SLS estimations on absolute mobility - Baselinalaio

Initial Changes
(1) (2) (3) (4) (5) (6)
Overall Upward Downward Overall Upward Downward
Household characteristics
Initial income 0.000121 8.37e-05 7.82e-06 0.0001470.000117* -6.66e-06
(7.40e-05)  (5.54e-05) (3.45e-05 (9.27e-05) (6.85e- (4.72e-05)
Household size 0.0271* 0.0197 -0.00809 | -0.124***  -0.0799*** 0.00496
(0.0152) (0.0138) (0.0100) (0.0304) (0.0270) (0432
Children below 7 -0.420*** -0.310** 0.147 0.204 0.231 -0.0199
(0.143) (0.126) (0.138) (0.369) (0.364) (0.205)
Children 10-14 -0.432*** -0.163 0.182 0.102 0.0650 -0.0913
(0.137) (0.132) (0.131) (0.223) (0.205) (0.129)
Proportion retired 0.0867 -0.0411  -0.336** 0.0456 -0.0433 0.0251
(0.185) (0.170) (0.139) (0.112) (0.0931) (0.108)
Proportion active -0.0463 0.0261 0.0760| 0.287*** 0.120 -0.0116
(0.110) (0.0700) (0.0583) (0.0855) (0.0805) (0.0616
Household heads characteristics
Primary 0.135** 0.0813 -0.0614 0.0252 -0.0166 -0.0258*
(0.0634) (0.0698) (0.0445) (0.0313) (0.0223) (0M15
Secondary 0.200** 0.127 -0.0907* - - -
(0.0920) (0.0791) (0.0549) - - -
Tertiary 0.241** 0.0882 -0.175%** - - -
(0.120) (0.0982) (0.0633) - - -
Unemployed - - - - - -
Employed -0.101 -0.0672 0.0494 -0.0775 -0.0469 0.0711*
(0.131) (0.0953) (0.0883) (0.0589) (0.0621) (0.0388
Retired -0.138 -0.0375 0.157 -0.0883* -0.0627 -0.00306
(0.142) (0.118) (0.0980) (0.0484) (0.0516) (0.0303)
Constant -0.764 -0.188 0.162 -1.053 -0.502 0.185
(0.636) (0.490) (0.348) (0.642) (0.524) (0.376)
Observations 926 613 313 895 585 310
R-squared 0.228 0.160 0.081 0.326 0.304 0.034
Weak identification 16.70 11.53 7.476 14.15 10.3 728.
Underidentification 5 54, 0.000 0.000 0.000 0.000 0.000
(p-value)
Overidentification 0.270 0.678 0.0557 0.101 0.644 0.0823
(p-value)
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Appendix 3.1.22SLS estimations on absolute mobility - Physicakés

Initial Changes
(1) (2) 3) (4) ©) (6)
Overall Upward Downward Overall Upward Downward
Initial income 0.000129* 8.36e-05 -2.81e-0p 0.00m12 8.55e-05 1.45e-05
(6.76e-05)  (7.92e-05)  (4.58e-08) (7.31e-05) (5.8%e- (9.60e-05)
Demography Yes Yes Yes Yes Yes Yes
Employment Status Yes Yes Yes Yes Yes Yes
Credit 0.0430 -0.0128 -0.0166 -0.0104 -0.0273 06305
(0.0356) (0.0344) (0.0283) (0.0385) (0.0442) (0039
No credit - - - 0.0758 0.0432 0.0133
- - - (0.0489) (0.0470) (0.111)
Private transfers -2.15e-05** 4.21e-07 1.36e-05** | 0.0896*** 0.0471 -0.0158
(9.23e-06) (9.60e-06)  (6.76e-06) (0.0341) (0.0375) (0.0470)
Not private transfers - - - -0.0676 0.0403 0.0434
- - - (0.0553) (0.0420) (0.0673)
Allowances -0.0787 -0.0164 0.0635 -0.0687 0.0340 170.
(0.0538) (0.0531) (0.0454) (0.0959) (0.0948) (0)135
No allowances - - - -0.0530 0.0193 0.0383
- - - (0.0649) (0.0762) (0.0381)
Phone 0.0706 0.00572 -0.0373 -0.0640 0.115 0.0258
(0.0561) (0.0587) (0.0338) (0.0785) (0.104) (0.0996
No phone - - - 0.164 0.0630 0.0197
- - - (0.154) (0.127) (0.0412)
Car 0.0556 0.0114 0.0103 0.0677* 0.0706 0.0215
(0.0379) (0.0488) (0.0318) (0.0396) (0.0447) (0m52
No car - - - 0.0861 0.0961 -0.000243
- - - (0.0777) (0.0633) (0.0818)
Constant -0.686 -0.174 0.169 -0.707 -0.300 0.0899
(0.578) (0.558) (0.375) (0.584) (0.456) (0.780)
Observations 926 613 313 926 613 313
R-squared 0.226 0.159 0.122 0.181 0.147 0.139
Weak identification 14.51 9.544 6.718 15.98 11.74 5.742
Underidentification 5o 0.000 0.000 0.000 0.000 0.000
(p-value)
Overidentification 0.569 0.638 0.107 0.385 0.654 0.0637
(p-value)
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Appendix 3.1.32SLS estimations on absolute mobility - Job mavketables

Initial level Changes
(@))] (2) (3 (7 (8) 9 4) %) (6)
Overall Upward Downward Overall Upward Downwarg Cale Upward Downward
Initial income 5.38e-05 0.000101 7.82¢-06  7.41e-050.000120 5.66e-07 5.41e-05 0.000103 1.98e-05
(6.5¢-05) (8.95¢-05)  (4.4e-05)  (6.5e-05)  (0.00011) (5.(e-05) (6.1¢-05) (6.8¢-05) (4.1¢-05)
Demography Yes Yes Yes Yes Yes Yes Yes Yes Yes
Employment status Yes Yes Yes Yes Yes Yes Yes Yes es Y
Regular 0.0954 0.198 0.0871 0.116 0.256 0.0326 - - -
(0.189) (0.187) (0.158) (0.224) (0.213) (0.172) ; ; ;
Employer 0.0665 0.0647 0.110 0.0611 0.0180 0.0489 - - -
(0.103) (0.111) (0.118)  (0.0981)  (0.101) (0.0965) - - -
Self-employed 0.0624 0.0902 0.140 0.0322 0.0252 0.0989 - - -
(0.0738) (0.123) (0.102)  (0.0909)  (0.109) (0.0769) - - -
Industry 0.0976 0.123 0.144* - - - - - -
(0.0795) (0.0966) (0.0779) - - - - - -
Private Service 0.0875 0.138 0.113* - - - - - -
(0.0693) (0.0848) (0.0626) - - - - - -
Scientific and technical 0.112 0.106 0.154 ) ) ) ) ) )
(0.103) (0.133) (0.124) - - - - - -
Public Service 0.197% 0.101 -0.0272 - - - - - -
(0.0907) (0.0952) (0.0773) - - - - - -
Social 0.0494 0.0394 0.148 - - - - ; ;
(0.0927) (0.0941) (0.0941) - - - - - -
Registered .0.0481 -0.0837 -0.0787 -0.0362 -0.0888* 0.0783 - - -
(0.0548) (0.0533) (0.0608)  (0.0613)  (0.0538) (0150 - - -
Unlimited contract 0.00991 -0.153 -0.0565  0.00132 -0.204 0.0210 - - -
(0.217) (0.217) (0.198) (0.250) (0.213) (0.223) - - ;

Appendix 3..1.3 continued in next page
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Appendix 3.1.3 (continued)

Limited contract -0.0873 0.0167 0.189 -0.0996 -1 0.231 - - -
(0.131) (0.176) (0.208) (0.160) (0.188) (0.179) - - -

Get contract - - ; ; ; ; -0.0644 0.103 0.00224

- - - - - - (0.125) (0.128) (0.143)
Lose contract - - ; ; ; ; 0.0352 0.111 0.103

- - - - - - (0.0861) (0.0745) (0.0745)
Get registered - - ; ; - ; 0.0878 0.117% 0.0197

- - - - - - (0.0713) (0.0570) (0.0607)
Not registered - - ; ; ; ; 0.0511 0.0187 0.0192

- - - - - - (0.101) (0.0954) (0.0750)
Become agriculture - - - - - - 0.0127 -0.0824 -0.0490

- - - - - - (0.133) (0.110) (0.149)
Become ind/serv - - - - - - -0.0167 -0.0543 -0.0614

- - - - - - (0.113) (0.107) (0.152)
Get skilled job - - - - - - 0.0278 0.0639  0.0998*

- - - - - - (0.0640) (0.0522) (0.0602)
Manager - - - -0.0215 0.0967 0.163* - - -

- - - (0.0845) (0.0888) (0.0877) - - -
Professional - - - -0.0315 -0.0914 0.0602 - - -

- - - (0.0632) (0.0875) (0.0622) - - -
Skilled - - - 0.00687 -0.0361 -0.0326 - - -

- - - (0.0465) (0.0544) (0.0352) - - -
Constant -0.627 -0.562 -0.131 -0.708 -0.524 0.0631]  -0.468 -0.457 -0.0925

(0.430) (0.578) (0.392) (0.440) (0.747) (0.374) 481) (0.552) (0.335)

Observations 593 383 210 593 383 210 593 383 210
R-squared 0.204 0.126 0.144 0.195 0.115 0.106 0.246  0.129 0.141
Weak identification 15.67 11.39 5.792 16.32 12.14 348 14.69 11.10 4.996
Underidentification (p-value) 0.000 0.000 0.000 oo 0.000 0.000 0.000 0.000 0.000
Overidentification (p-value) 0.433 0.589 0.0609 0.2 0.729 0.0850 0.382 0.562 0.0606
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Appendix 3.1.42SLS estimations on absolute mobility - Exposurilimsyncratic

shocks
1) 2) 3)
Overall Upward Downward
Initial income 0.000111* 9.68e-05* 1.37e-05
(6.70e-05) (5.75e-05) (4.54e-05)
Number ill members (2010) -0.00467 -0.0485* 0.00557
(0.0287) (0.0244) (0.0286)
Fewer ill members (change) 0.0831 0.105*** 0.0391
(0.0511) (0.0378) (0.0421)
Lose job (change) -0.0899 0.0113 0.107**
(0.0643) (0.0538) (0.0476)
Get job (change) 0.147** 0.0910 0.0727
(0.0700) (0.0722) (0.101)
Physical limitation (2010) -0.151 *** -0.205%*** 0.0166
(0.0558) (0.0428) (0.0412)
Health status (2010) 0.0555** 0.0625** 0.00654
(0.0217) (0.0278) (0.0250)
Worse health (change) -0.0727* -0.0641** -0.0115
(0.0384) (0.0325) (0.0314)
Less limitation (change) 0.232*** 0.211*** -0.0392
(0.0779) (0.0637) (0.0625)
Constant -1.201** -0.919** 0.0683
(0.578) (0.457) (0.394)
Demography Yes Yes Yes
Employent Status Yes Yes Yes
Observations 926 613 313
R-squared 0.158 0.150 0.121
Weak identification 16.61 10.04 9
Underidentification (p-value) 0.000 0.000 0.000
Overidentidfication (p-value) 0.149 0.621 0.0501
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Appendix 3.2Determinants of absolute mobility within the upper

middle-class

Appendix 3.2.12SLS estimations on absolute mobility - Baselinaleio

Initial Change
1) (2 ®3) (4) (5) (6)
Overall Upward Downward Overall Upward Downward
Households characteristics
Initial income 0.000118** 6.75e-05** -7.19e-05|0.000127** 6.16e-05* -8.96e-05
(-6.00e-05) (-3.23e-05) (-9.42e-0p}-5.57e-05) (-3.25e-05) (0.000174)
Household size 0.0123 0.0150 0.0226 -0.0362-0.112*** -0.0324
(0.0241) (0.0272) (0.0226) (0.0586) (0.0375) (0%)52
Children below 7 -0.322 -0.323 -0.0059p 0.662 -0.784* -0.158
(0.263) (0.272) (0.274) (0.509) (0.441) (0.667)
Children 10-14 -0.513** -0.232 0.0390 0.286  -0.640** -0.284
(0.199) (0.153) (0.251) (0.306) (0.282) (0.340)
Proportion retired -0.0978 -0.163 0.0203 0.290* 0.00512 -0.0128
(0.185) (0.158) (0.185) (0.160) (0.168) (0.205)
Proportion active -0.114 -0.120 0.221| 0.422** -0.114 -0.274
(0.190) (0.110) (0.268) (0.135) (0.145) (0.380)
Household heads characteristics
Gender -0.0239 -0.0884 -0.017¢ - - -
(0.0887) (0.106) (0.0999) - - -
Age 0.0132 -0.0113  -0.0207* 0.0205 -0.00832 -0.0200
(0.0151) (0.0126) (0.0114) (0.0154) (0.00940) (601
Age2 -0.000111 6.47e-05 0.000149 -0.000179  4.23e-050.000144
(0.000132) (0.000118) (-9.88e-0p)0.000138) (-8.64e-05) (0.000140)
Primary 0.275** 0.0387 -0.143 0.00156 -0.0565 0.00986
(0.121) (0.139) (0.128) (0.0530) (0.0377) (0.147)
Secondary 0.334*** -0.0399 -0.146 - - -
(0.109) (0.162) (0.118) - - -
Tertiary 0.311* -0.105 -0.0911 - - -
(0.130) (0.175) (0.141) - - -
Unemployed 0.00679 0.263 -0.316 0.177 0.308 -0.296
(0.273) (0.428) (0.322) (0.240) (0.393) (0.400)
Employed -0.0316 -0.170 -0.124 0.0901 -0.0803 9003
(0.1412) (0.156) (0.219) (0.0897) (0.1112) (0.141)
Retired -0.204 -0.174 0.0263 -0.0626 -0.0763 0.0286
(0.187) (0.183) (0.162) (0.0834) (0.0976) (0.115)
Constant -2.239** 0.0537 2.120 -2.512%* -0.223 2129
(0.965) (0.618) (-1.552) (0.912) (0.551) (-2.639)
Observations 625 311 314 608 299 309
R-squared 0.651 0.267 0.694 0.796 0.240 1.047
Weak identification 10.7 10.27 3.571 10.5 9.605 48.4
Underidentification (p-value) 0.000 0.000 0.000 oo 0.000 0.000
Overidentidfication (p-value) 0.535 0.885 0.511 w4 0.386 0.187
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Appendix 3.2.22SLS estimations on absolute mobility - Physicakés

Initial Changes
(1) (2) 3) (4) (5) (6)
Overall Upward Downward Overall Upward Downward
Initial income 0.000129* 6.72e-05* -9.13e-05 | 0.000104* 5.99e-05** -7.49e-05
(6.84e-05) (3.44e-05) (0.000104)| (5.34e-05) (2.83e-05) (7.08g-
Demography Yes Yes Yes Yes Yes Yes
Employment status Yes Yes Yes Yes Yes Yes
Credit 0.0477 -0.000554 0.00500 -0.0171 0.0303 103
(0.0478) (0.0588) (0.0444) (0.0579) (0.0768) (0182
No credit - - - 0.111 0.0743 -0.0327
- - - (0.0783) (0.0784) (0.0931)
Private transfers -1.57e-05 8.72e-06 1.19e-05 gm0l -0.00439 -0.00147
(1.08e-05) (1.01e-05) (1.05e-05) (0.105) (0.0636) (0.126)
No private transfers - - - - 0.0504 0.116
- - - (0.0854) (0.0535) (0.104)
Allowances -0.190 0.166 0.0882 -0.0774 0.303 0.192
(0.156) (0.174) (0.123) (0.351) (0.373) (0.241)
No allowances - - - -0.149 0.142 0.0386
- - - (0.173) (0.170) (0.134)
Phone 0.147 -0.113 -0.109 0.0582 0.265** -0.0843
(0.105) (0.172) (0.0887) (0.149) (0.115) (0.150)
No phone - - - -0.108 -0.106 -0.132
- - - (0.154) (0.235) (0.116)
Car -0.0664 -0.0825* 0.0765 0.0738 0.8 0.0164
(0.0957) (0.0483) (0.105) (0.0874) (0.0705) (0.115)
No car - - - -0.168 -0.0760 0.115
- - - (0.106) (0.0988) (0.127)
Constant -2.313* -0.00682 2.295 -1.997** 0.00364  .04¢**
(1.010) (0.468) (1.482) (0.892) (0.646) (1.037)
Observations 625 311 314 625 311 314
R-squared 0.741 0.238 1.020 0.443 0.153 0.676
i"(;’:r?t';ication 11.33 10.51 4.683 10.899 10.87 4.382
g_‘\‘j;ﬂ‘i‘;”“f'ca“o” 0.000 0.000 0.000 0.000 0.000 0.000
Overidentidfication 5 g97 0.881 0.916 0.546 0.974 0.554

(p-value)
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Appendix 3.2.32SLS estimations on absolute mobility - Job mavketables

Initial level Changes
1) (2) 3) (4) (5) (6) ) (8) 9)
Overall Upward Downward Overall Upward  Downward Overall Upward Downward
Initial income 0.000104** 7.52e-05***  -571e-05 0.000105** 6.70e-05** -5.50e-05| 0.000111** 6.29e-05 -7.34e-05
(4.06e-05) (2.63e-05) (6.01e-05) (4.56e-05) (208g- (7.44e-05) (5.20e-05) (4.16e-05) (9.24e-05)
Proportion retired members -0.218 -0.276** 0.0479 -0.239* -0.271* 0.0723 -0.308** -0.216* 0.119
(0.139) (0.112) (0.133) (0.142) (0.143) (0.140) 185) (0.114) (0.221)
Demography Yes Yes Yes Yes Yes Yes Yes Yes Yes
Employment status Yes Yes Yes Yes Yes Yes Yes Yes es'Y
Regular -0.0569 -0.332** -0.0747 0.0174 -0.300 -0.179 - - -
(0.211) (0.166) (0.240) (0.257) (0.189) (0.302) - - -
Employer 0.129 0.258** -0.0386 0.100 0.208 0.0246 - - -
(0.158) (0.111) (0.187) (0.168) (0.160) (0.136) - - -
Self-employed 0.0253 0.0503 -0.00350 0.00123 0.0256 0.0732 - - -
(0.109) (0.114) (0.143) (0.132) (0.128) (0.166) - - -
Industry 0.00576 -0.0743 0.0993 - - - - - -
(0.120) (0.113) (0.149) - - - - - -
Private Service -0.00421 -0.0459 0.101 - - - - - -
(0.117) (0.110) (0.120) - - - - - -
Scientific and technical 0.0499 -0.179 -0.0134 - - - - - -
(0.156) (0.133) (0.161) - - - - - -
Public Service 0.267* 0.0352 -0.110 - - - - - -
(0.147) (0.157) (0.165) - - - - - -
Social 0.0604 -0.0800 -0.0409 - - - - - -
(0.142) (0.126) (0.131) - - - - - -
Registered 0.0462 -0.0174 -0.0299 0.0663 -0.0295 .027® - - -
(0.0913) (0.101) (0.0658) (0.101) (0.104) (0.107) - - -
Unlimited contract 0.0952 0.243 -0.0738 0.0421 0.19 0.104 - - -
(0.221) (0.159) (0.272) (0.285) (0.194) (0.310) - - -

Appendix 3.2.3 continued in next page
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Appendix 3.2.3 ( continued)

Limited contract -0.0735 0.230* -0.182 -0.0897 0.134 -0.0955 - - -
(0.186) (0.119) (0.245) (0.231) (0.167) (0.306) - - -

Get contract - - - - - - 0.0493 0.264* 0.105

- - - - - - (0.198) (0.156) (0.243)
Lose contract - - - - - - -0.127 -0.0467 -0.0809

- - - - - - (0.166) (0.222) (0.127)
Get registered - - - - - - -0.00107 -0.0380 0.0744

- - - - - - (0.218) (0.133) (0.229)
Not registered - - - - - - 0.122 0.226 0.139

- - - - - - (0.149) (0.217) (0.128)
Become agriculture - - - - - - -0.100 -0.203 0.0878

- - - - - - (0.186) (0.213) (0.263)
Become ind/serv - - - - - - 0.0966 0.0600 -0.229

- - - - - - (0.178) (0.238) (0.237)
Get skilled job - - - - - - -0.0205 -0.0151 -0.0434

- - - - - - (0.0929) (0.1112) (0.110)
Manager - - - 0.00510 0.0264 0.089Y - - -

- - - (0.100) (0.0964) (0.123) - - -
Professional - - - 0.0583 -0.105 -0.0506 - - -

- - - (0.0869) (0.0919) (0.122) - - -
Skilled - - - 0.0404 -0.0277 -0.108 - - -

- - - (0.0651) (0.0838) (0.0819 - - -
Constant -2.144%* 0.0724 1.607* -2.204*x** 0.184 712 -2.173** -0.0534 1.895

(0.782) (0.664) (0.845) (0.807) (0.591) (1.050) 81T) (0.694) (1.484)

Observations 625 311 314 625 311 314 625 311 314
Rsquared 0.485 0.283 0.402 0.583 0.197 0.722 0.508 0.211 0.368
Weak identification 10.223 10.388 4,559 11.675 30.5 4.357 11.370 11.251 4.330
Underidentification (p-value) 0.000 0.000 0.0651 oom 0.000 0.0833 0.000 0.000 0.0842
Overidentidfication (p-value) 0.843 0.906 0.961 825 0.929 0.769 0.663 0.860 0.646
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Appendix 3.2.4SLS estimations on absolute mobility - Exposuriliasyncratic
shocks

(1) (2) (3)
Overall Upward Downward
Initial income 0.000125*** 5.23e-05* -8.93e-05
(-4.61e-05) (-2.76e-05) (-0.000393)
Number ill members (2010) -0.0267 -0.0270 -0.0462
(-0.0394) (-0.0388) (-0.306)
Fewer ill members (change) 0.0538 0.147* 0.0982
(-0.0863) (-0.0788) (-0.277)
More ill members 0.0212 0.00709 0.00870
(-0.0584) (-0.0675) (-0.230)
Unexpected expenditures 0.0170 -0.00524 0.0269
(-0.0704) (-0.0517) (-0.368)
Lose job (change) 0.00979 0.124 0.0736
(-0.118) (-0.0880) (-0.137)
Get job (change) 0.321 0.312* -0.117
(-0.196) (-0.162) (-0.145)
Physical limitation (2010) -0.0869 0.0829 0.113
(-0.0830) (-0.116) (-0.212)
More limitation 0.0526 -0.0827 -0.0960
(-0.0732) (-0.0805) (-0.183)
Less limitation (change) 0.113 -0.0790 -0.121
(-0.106) (-0.143) (-0.177)
Health status (2010) -0.0298 -0.0529 0.0108
(-0.0452) (-0.0440) (-0.192)
Worse health (change) 0.00918 0.0245 0.0481
(-0.0731) (-0.0747) (-0.397)
Better health 0.0491 -0.122** -0.0648
(-0.0724) (-0.0562) (-0.652)
Constant -2.159** 0.0482 1.917
(-0.890) (-0.784) (-6.052)
Demography Yes Yes Yes
Observations 625 311 314
R-squared 0.666 0.092 1.001
Weak identification 12.970 12.24 2.301
Underidentification (p-value) 0.000 0.000 0.000
Overidentidfication (p-value) 0.513 0.982 0.377
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Résumé en francais

Les travaux de recherche en économie du développieanéeu tendance a se concentrer sur
les pays a revenu faible et les problématiquesaimrpté plutét que sur les pays a revenu
intermédiaire. Bien que ces derniers soient assggrdgenes, ils présentent certaines
caractéristiques communes les distinguant des eysres et avancés. De maniere générale,
les pays a revenu intermédiaire ont de I'avancéesuplans humain, social et économique par
rapport aux pays pauvres, mais demeurent en rgéardapport aux pays avances en raison de
nombreuses lacunes structurelles. En effet, biem lgurégime d’accumulation qui les a
propulsés hors de la pauvreté ne parvienne plusit&rsr leur trajectoire de croissance, leur
capacité d'innovation reste encore limitée. Cefeg, production est diversifiée, mais les
secteurs sont inégalement compétitifs. Bien queslestitutions soient de meilleure qualité
gue celles des pays a revenu faible, ils n’ontgpe®re achevé leurs transitons institutionnelle
et démographique. Par ailleurs, les transformatiécsnomiques qui leur ont permis de
rejoindre la catégorie des pays a revenu internrédist entrainé un déclin considérable de
la pauvreté. Parallelement, elles ont catalysédigence d’'une catégorie de consommateurs
aux aspirations et aux comportements progressivemendialisés qui remettent en question
les politiques publiques existantes. Enfin, le B&e de leur population s'est amélioré, mais
les inégalités verticales et horizontales persistéa croissance inclusive reste un défi pour

ces pays.

Bien que certains pays a revenu intermédiaire gentejoindre les rangs des pays riches
grace a une croissance soutenue, nombre d’entrecgiixestés durablement dans la catégorie
des pays a revenu intermédiaire. En effet, de nembpays ayant connu une croissance
economique rapide dans les années 1990 ont vucteigsance ralentir au cours des deux
dernieres décennies. Certains pays sont égalemensés au risque de tomber dans une
phase durable de stagnation qui compliquerait teamsition vers la catégorie de revenu

élevé. Selon la Banque mondiale (2013), seuls $3L8& pays qui ont réussi a échapper a la
pauvreté dans les années 1960 sont devenus rich@908. Gill et Kharas (2007) ont

introduit le concept de kappe a revenu intermédiaisg TRI) pour qualifier ce phénomene.

La trappe a revenu intermédiaire (TRI) peut étrerite® comme un équilibre stable se
produisant au niveau de revenu intermédiaire etbimamt croissance faible, changement
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Résumé en francais

structurel lent et transitions politiques diffigleMalgré l'intérét croissant que suscite cette
guestion auprés des banques de développement atigicet internationales et de la sphére
académique, la définition, les mesures et les ohiti@ants de la trappe a revenu intermédiaire
sont encore au cceur des débats. Han et Wei (20 #ecemment souligné le manque de
fondements théoriques dans la sélection des détamtsi de la TRI et dans la maniére dont
leur combinaison donne lieu a différentes situaiale trappe. Certains travaux ont pu
identifier un ralentissement persistant de la eanse dans diverses régions en
développement (par exemple, Aiyar et al., 2013;drisbn et Ye, 2013) ; tandis que d'autres
ont émis des doutes sur l'existence réelle de |aerRmettant en exergue les nhombreux
problémes statistiques (Im et Rosenblatt, 2013¢tatt et Summers, 2014). D'autres études
soutiennent que les épisodes de ralentissemena @eoissance observés dans les pays a
revenu intermédiaire ne doivent pas nécessaireateninterprétés comme des trappes, mais
plutét comme le résultat de la convergence desntevsur le long terme (Alias, Hussein et
Mohamad, 2013) ou de la transition d'un niveauéecloppement économique faible a un
niveau supérieur (Bulman, Eden et Nguyen, 2017irigaez (2008) ou Bloom et al. (2006)
soulignent également l'absence d'une distinctiodorthue claire entre les modéles
d'équilibres multiples — que I'on peut qualifier m@deles de trappe a pauvreté — et le concept
d’état stationnaire tiré de la théorie de la crang®. Néanmoins, malgré cette absence de
consensus comme le soutient Agénor (2017: 773% eoncept de trappe a revenu
intermédiaire est utile pour comprendre |'expérieries pays et les défis politiques que le
ralentissement de la productivité et la transitieers le statut de revenu élevé représentent

pour eux. »

Diverses études ont répertorié une série de symgg@ommmuns a des pays piégés dans des
épisodes de stagnation de la croissance (Agéndai,; Zulman et al., 2017), dont la plupart
sont lies a des schémas productifs ou politiquegéehant la transition vers un modele de
croissance fondé sur l'innovation. Ces symptomekiént les rendements décroissants du
capital, I'épuisement de la main-d'ceuvre bon maethges gains de l'imitation, la qualité
insuffisante du capital humain, la distorsion degitations, le manque d'acces aux
infrastructures avancees et aux financements, coree mauvais appariement sur le marché
du travail. Jusqu’a présent, les dynamiques digikibs ont rarement été discutées dans le
contexte de la trappe a revenu intermédiaire, m&rakes sont liées aux problématiques de la

transformation productive. Pourtant, il existe Uiti&rature abondante sur la relation entre
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inégalité et croissance économique. Si les trawaug&rieurs traitaient principalement du lien
de causalité allant de la croissance aux inégadités suite de l'article influent de Kuznets
(1955), a partir des années 1990, la littératugstshtéressée aux mécanismes par lesquels les
changements dans la distribution des revenus affeté développement économique. En ce
qui concerne le canal de I'économie politique,deguments tournent autour des conflits de
redistribution - soulignant les distorsions quddaation génére au regard des incitations a
investir - et de l'instabilité politique née deftastration des électeurs majoritaires (Acemoglu
et Robinson, 2006; Alesina et Rodrik, 2006). 19dnabou, 1996; Perotti, 1992; Persson et
Tabellini, 1994, entre autres). D'un point de vaendmique, l'effet des inégalités peut étre
analysé a travers le canal des imperfections duch@arfinancier, contraignant les
investissements productifs (Banerjee et Newman3;1@@lor et Zeira, 1993; Piketty, 2000),
et le canal de la fécondité, lié aux transfertariciers ou de capital humain (Dahan et
Tsiddon, 1998; Kremer et Chen, 2002).

Plusieurs travaux théoriques ont également miscdlac sur l'interconnexion entre la
distribution des revenus et la croissance éconoanign accordant une place centrale aux
marchés domestiques et au role de la «classe meydMurphy, Shleifer et Vishny, 1989a ;
Falkinger et Zweimuller, 1997; Jamarillo, 1995).n@ue le résume Ehrhart (2009: 11)le«
degré initial d'inégalité des revenus, en établidsk structure de la demande attendue,
détermine la structure de l'offre effective futudEnsi, la répartition initiale du revenu
national peut également influer sur le taux de s€sance a long terme de |I'économie en
modifiant la taille et la composition de la demandirieure » Dans les pays aux premiers
stades de leur développement, la redistributiomperda constitution d’'une large « classe
moyenne» qui alimente la demande intérieure enuodnanufacturés. Cependant, «la
coexistence d'une petite classe supérieure peuémsiode processus d'innovation en initiant
ou en encourageant la production de nouveaux bienhsservices qui seront achetés

ultérieurement par une large classe de consommai@uevenu moyes (Ehrhart, 2009: 15).

Ces arguments sont d’autant plus pertinents daosriexte des pays a revenu intermédiaire
qui ont connu une expansion sans précédent duumde la distribution des revenus,
contrairement aux pays occidentaux au cours des dieunieres décennies. Ravallion (2010)

estime que la «classe moyentigxest passée de 1,4 milliard & 2,6 milliards d'iihis entre

135 a «classe moyenne» est définie ici comme la mdjmn vivant avec un revenu journalier par téte pose
en 2 et 13 dollars (en PPA de 2005).
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1990 et 2005 et représente 48,5% de la populatmmdiale en 2005 contre 32,7% en 1990.
Cette proportion atteint plus de 40% de la popoiatocale en Afrique du Nord, en Afrique
du Sud, mais aussi dans des pays d’Afrique subsainartels que le Gabon, le Botswana ou
le Kenya. Le méme critere absolu appliqué dangtexipaux pays d'’Ameérique latine en
2006 affecte entre 55,5% (Argentine) et 76,6% (RPeme la population dans la classe
moyenne (Castellani et al., 2014). Le mode de s&ridution des revenus des pays a revenu
intermédiaire s'est nettement déplacé vers laadavitre 1998 et 2012, avec une augmentation
du nombre de personnes percevant un revenu joerngdir téte compris entre 3,2 et 50
dollars (en PPA 2011).

Les enjeux liés a I'émergence de la «classe moyedaes les pays a revenu intermédiaire
sont multiples tant au niveau national que mondi@elphénoméne ainsi que les mécanismes a
l'origine de I'émergence de la «classe moyennes ldgnpays en développement ont été mis
en évidence dans plusieurs articles récents (Bametj Duflo, 2008; Birdsall, 2012; Birdsall,
Graham et Pettinato, 2001; Brandi et Buge, 2014)nCI2010; Chun, Hasan, Rahman et
Ulubasoglu, 2017; Kharas, 2010; Ravallion, 2009, entreem)trS'appuyant sur la littérature
consacrée au lien croissance-inégalités, certaingkes expliguent notamment comment des
changements dans la distribution des revenus, &nmoent I'expansion de la «classe
moyenne», peuvent stimuler la croissance écononpagude biais de la consommation de
masse et de divers mécanismes liés a l'accumuldgocapital humain et I'investissement
(Desdoigts et Jaramillo, 2014; Mani, 2001; Matsugar002). La «classe moyenne» est
supposee soutenir et rechercher la stabilité dfickeité des institutions politiques et
économiques (Wheary, 2009). Par conséquent, uasseimoyenne» aisée et homogéne peut
avoir plus de poids politique que les pauvres, [gemmettant d’'influencer le contenu et la
portée des politiques publiques (Birdsall, 2010Jestimuler les réformes institutionnelles en
exigeant une meilleure gouvernance (Loayza eR@l2; Banque mondiale, 2014). De méme,
étant plus nombreux que les riches, I'agrégationedes comportements individuels peut
générer des effets sur 'ensemble de I'économidteGhése s'insére alors dans la suite de
cette branche de la littérature. A cette fin, natiisons le terme «classe moyenne» pour
désigner un groupe de personnes a revenu moyensanii économiquement stables,
présentent peu de risque de redevenir pauvregueept subvenir a leurs besoins essentiels
tout en conservant une partie de leur revenu dibfpour d’autres types de consommation

ou pour I'épargne (Handley, 2014). Nous avons c¢H@pproche monétaire, en fixant des
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bornes absolues, pour mesurer la classe moyenrsgupucette approche convient le mieux

aux comparaisons internationales.

En résumé, la transformation économique, les chmagts productifs et les changements
distributifs, tels que I'expansion de la classe emoye, sont interconnectés. Pour que les pays
a revenu intermeédiaire puissent soutenir leur dgypement et relever le défi de la croissance
inclusive, il est nécessaire de mieux comprendsena&canismes. Des preuves empiriques qui
pourraient aider a orienter les politiques publ&gent d’autant plus nécessaires pour que les
impacts théoriques de la classe moyenne au niadwnational que global se matérialisent.
Cette thése contribue a la littérature encore mmgante en examinant dans quelle mesure
les changements productifs et distributifs pernméttBexpliquer la performance économique
des pays a revenu intermédiaire et en étudiantylmrdique de formation de la classe
moyenne. Notre thése s’articule autour de troisgigpales questions. Les deux premieres
guestions sont traitées dans un cadre macroécounentandis que le dernier chapitre adopte

une perspective microéconomique pour approfondiatede la Turquie.

Le chapitre 1 analyse comment les effets des festel@ production, de la structure
productive, des inégalités et de la redistribusan la croissance économique different pour
les pays qui sont dans la trappe a revenu inteairédiNous utilisons une approche mixte
pour identifier les épisodes de TRI pour un pamrelld@2 pays de 1960-2010. Notre méthode
consiste a identifier les épisodes de TRI, défeosnme des périodes de ralentissement
durables de la croissance, en se basant sur defitions d'intensité et de durée de
ralentissement de la croissance qui sont désordesiscriteres standards dans la littérature.
Sur la base de cette identification, nous testomgirlguement divers facteurs explicatifs liés
aux changements productifs et distributifs en comma'impact de divers déterminants sur la
croissance de moyen terme a l'intérieur et a fextéde la TRI sur un panel réduit de 78
pays de 1970 a 2010. Nous avons constaté quetkutetie la transition démographique, le
régime de croissance, le schéma de diversificaida mauvais appariement sur le marché du
travail permettent de comprendre, dans une certagmire, les ralentissements économiques
subis par certains pays a revenu intermédiaire.rBgdtats suggéerent également que les pays
dans la TRI sont pris entre deux régimes de cnocesaD’une part, le manque d’opportunités
freine la productivité et I'innovation, et d’autpart, les inégalités donnent des incitations a
investir dans I'accumulation de capital humain. dNines politiques favorisant le passage

d’'une croissance extensive a une croissance ineesile passage a la diversification sur les
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marges intensives semblent étre particulierementinpates dans les pays a revenu
intermédiaire. L'efficacité de leurs politiques daistriibution doit également étre évaluée
afin de les adapater aux besoins de la populatiggeemettre une croissance inclusive et
durable. Spécifiquement, un marché concurrentiee(@oglu, Aghion et Zilibotti, 2006) ainsi

gue des politiques industrielles adaptées (Aghibnale 2015) pourraient générer les

incitations nécessaires au bon déroulement de ceegsus. Kharas, Zeufack et Majeed
(2010) remettent également en cause l'effet nédatf défaillances des politiques publiques
sur la transformation productive. Dans le mémeigslankowska et al. (2012) définissent un
ensemble de politiques qui devraient permettrepays a revenu intermédiaire de catalyser la
transformation structurelle. Ces mesures comprdnlesninvestissements publics dans la
gualité de I'éducation, la fourniture d'infrastirets, le soutien a l'innovation et I'amélioration

de l'acces au financement.

Les effets macroéconomiques de la classe moyewobalglsont examinés dans le chapitre 2.
Plus précisément, nous analysons les canaux pprdissia classe moyenne émergente génere
des transformations économiques propices a lasanai® Nous évaluons d’abord le lien entre
'expansion de la classe moyenne, la consommates,investissements et les dépenses
publiques. Notre stratégie empirique prend en ceniat simultanéité des effets sur ces
agrégats ainsi que les problémes de causalitésavBious avons observé qu'une large classe
moyenne est associée a une préférence accrue 'pparghe, a une demande accrue en
transferts, en subventions et en investissemeriticpu En termes de causalité, cet effet
semble étre spécifiquement lié a la taille de Bs®® moyenne inférieure dans les pays a
revenu intermédiaire de la tranche supérieure. Msgltats semblent indiquer qu'une classe
moyenne plus influente pourrait effectivement miedife contenu des politiques publiques
comme le suggeére la littérature (Acemoglu et Rabmin2006; Loayza et al., 2012). Par
contre, nos résultats sur linvestissement privé soat pas robustes, mais cela peut
simplement signifier que I'effet positif est atténen raison de distorsions induites par la
redistribution, ou qu’il passe plutbét par le cadak changements institutionnels (Alesina et
Perotti, 1996). Par ailleurs, afin de mieux comprerdans quelle mesure la consommation de
masse portée par la classe moyenne et le capitahihupeuvent étre bénéfiques pour la
croissance, nous nous sommes intéresses a lamedatire expansion de la classe moyenne et
les changements productifs. Nos résultats sonbcores a la théorie (Desdoigts et Jaramillo,

2017; Murphy et al., 1989a), dans la mesure ou alasse moyenne plus large semble
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contribuer au passage d'une économie basée suculage a une économie basée sur
l'industrie. Nos résultats indiquent que la clagsgyenne soutient le développement du
secteur manufacturier domestique a travers la déenan biens de consommation et I'offre
de travail relativement qualifie, et elle constitégalement un débouché important sur le
marché mondial. En particulier, la classe moyenmgégeure, par ses compétences et son

savoir-faire, joue un réle important dans la modation de la production.

Enfin, le chapitre 3 se penche sur les déterminaotsioéconomiques de la mobilité
economique de la classe moyenne en 2010-2013 @ui€uNous avons pu observer que le
niveau initial de revenu du ménage, la dotatioraetifs, le niveau d’éducation du chef de
ménage, la composition du ménage et les trangfétesminent et limitent la mobilité sociale.
Trouvant des résultats similaires sur la mobiltériomique, Woolard et Klasen (2005) les
assimilent aux mécanismes de la trappe a la pa&uvibeins notre étude, la difficulté pour
certains ménages a gravir 'échelle sociale ser@bieliee a la mobilité intergénérationnelle,
fortement conditionnée par la reproduction socibleus avons également constaté que les
transferts privés jouent deux réles différents:ui role de « soutien » pour les ménages
pauvres et certains ménages de la classe moyefiénieume, avec un risque de dépendance et
d’instabilité (Brand-weiner et Francavilla, 2018}, (ii) un rble de «levier» pour les ménages
de la classe moyenne supérieure, en particulier plgts formels contractés auprés
d’organismes financiers. Contrairement a la plugag études sur la mobilité économique, et
en particulier a celle de Schotte, Zizzamia et heabdt (2018), nos résultats montrent que
certains ménages dirigés par une femme ou par e&tesrmes retraitées ont plus de chances
de rejoindre la classe moyenne. Le fait de posdédedogement, en allégeant leurs charges
financiéres, semble contribuer a sécuriser leuitipas du moins a court terme. Cependant, la
capacité de ces deux types de ménages a maingemipbsition a long terme, sans aide
extérieure, est discutable. En effet, la plupa# f@enmes cheffes de famille sont inactives et
ont au mieux complété des études secondairess, @@ certains des ménages dirigés par des
retraités dépendent de pensions et des revenuspldisninformels. Comme Azevedo et
Atamanov (2014) le soutiennent, la Turquie doitogacpoursuivre et mettre en ceuvre des
réformes susceptibles de profiter davantage auxagem vulnérables. Celles-ci devraient
inclure des mesures favorisant I'éducation des fesnet leur accés a de meilleurs emplois,
I'amélioration des systemes de santé et de retfaifermalisation de I'emploi ou au moins

'amélioration des conditions de travail (Banquenaiale, 2014).
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