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INCOME inequality is at historic highs. 
The richest 10 percent took home half 
of U.S. income in 2012, a division of 
spoils not seen in that country since the 

1920s. In countries that belong to the Organ-
isation for Economic Co-operation and De-
velopment, inequality increased more in the 
3 years up to 2010 than in the preceding 12. 
The recent increases come on top of grow-
ing inequality for more than two decades in 
many advanced economies. 

What explains this rise? A number of factors 
are at play (Milanovic, 2011). Technological 
change in recent decades has conferred an 
advantage on those adept at working with com-
puters and information technology. Global 

supply chains have moved low-skill tasks out 
of advanced economies. Thus the demand for 
highly skilled workers in advanced economies 
has increased, raising their incomes relative to 
those less skilled. 

Our recent research uncovered two other 
contributors to increased inequality. The first 
is the opening up of capital markets to foreign 
entry and competition, referred to as capital 
account liberalization. The second source is 
policy actions by governments to lower their 
budget deficits. Such actions are referred to as 
fiscal consolidation in economists’ jargon and, 
by their critics, as “austerity” policies. 

These results do not imply that coun-
tries should not undertake capital account 
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liberalization or fiscal consolidation. After all, such policy 
actions are not taken on a whim, but reflect an assessment 
that they will benefit the economy. What the research sug-
gests is that these benefits should be weighed against their 
distributional impact. In many cases governments may 

have the flexibility to design the policy actions in a way that 
mitigates the distributional impact. IMF Managing Director 
Christine Lagarde (2012) urges a “fiscal policy that focuses 
not only on efficiency, but also on equity, particularly on 
fairness in sharing the burden of adjustment, and on pro-
tecting the weak and vulnerable.”

open to inequity
The past three decades have been associated with a steady de-
cline in the number of restrictions that countries impose on 
cross-border financial transactions, as reported in the IMF’s 
Annual Report on Exchange Arrangements and Exchange Re-
strictions. An index of capital account openness constructed 
from these reports shows a solid increase—that is, restrictions 
on cross-border transactions have been steadily lifted. At the 
same time, there has been an increase in income inequality 
in advanced economies—as measured by the Gini coefficient, 
which takes the value zero if all income is equally shared with-
in a country and 100 (or 1) if one person has all the income 
(see Chart 1). 

To uncover whether there is a link between the two devel-
opments, we studied episodes of large changes in the index of 

capital account openness, which are likely to represent delib-
erate policy actions by governments to liberalize their finan-
cial sectors. Using this criterion, there were 58 episodes of 
large-scale capital account reform in 17 advanced economies. 

What happens to inequality in the aftermath of these epi-
sodes? The evidence is that, on average, capital account liber-
alization is followed by a significant and persistent increase 
in inequality. The Gini coefficient increases by about 1½ per-
cent a year after liberalization and by 2 percent after five 
years (see Chart 2). 

The robustness of this result is documented extensively in 
our research (Furceri, Jaumotte, and Loungani, forthcom-
ing). In particular, the impact of capital account liberalization 
on inequality holds even after the inclusion of myriad other 
determinants of inequality, such as output, openness to trade, 
changes in the size of government, changes in industrial 
structure, demographic changes, and regulation of product, 
labor, and credit markets. 

There are many channels through which opening up the 
capital account can lead to higher inequality. For example, 
such liberalization allows financially constrained companies 
to borrow capital from abroad. If capital is more comple-
mentary to skilled workers, liberalization increases the rela-
tive demand for such workers, leading to higher inequality 
in incomes. Indeed, there is evidence that the impact of 
liberalization on wage inequality is greater in industries 
that are more dependent on external finance and where the 
complementarity between capital and skilled labor is higher 
(Larrain, 2013). 

Who gets hurt?
Fiscal consolidation—a combination of spending cuts and tax 
hikes to reduce the budget deficit—is a common feature of 
government actions. So history offers a good guide to study-
ing the impact of these policies on inequality. Over the past 
30 years, there were 173 episodes of fiscal  consolidation in 
our sample of 17 advanced economies. On average across 
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Chart 1

Does openness hurt?
Capital account liberalization and inequality in advanced 
economies have increased at a similar pace over the past 
two decades.
(capital openness index)                                                       (Gini coef�cent)

Sources: Chinn-Ito (2008) for capital account openness; Solt (2010) for Gini coef�cent.
Note: Average across 17 economies: Australia, Austria, Belgium, Canada, Denmark, 

Finland, France, Germany, Ireland, Italy, Japan, Netherlands, Portugal, Spain, Sweden, 
United Kingdom, and United States. 
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Chart 2

Easy money not for all  
Capital account liberalization is followed by increases in 
inequality.
(impact on Gini coef�cient in years following capital account liberalization, 
percent change)

Source: Authors’ calculations.
Note: The chart shows point estimates and 1 standard deviation error bands. See the 

text of this article and Furceri, Jaumotte, and Loungani (forthcoming) for details.
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these episodes, policy actions reduced the budget deficit by 
about 1 percent of GDP. 

There is clear evidence that the decline in budget deficits 
was followed by increases in inequality. The Gini coefficient 
increased by 0.2 percentage point two years following the fis-
cal consolidation and by nearly 1 percentage point after eight 
years (Chart 3). 

One explanation for these results could be that while fis-
cal consolidations coincide with inequality, it is actually a 
third factor that is responsible for movements in both. For 
example, a recession or a slowdown could raise inequality 
and at the same time lead to an increase in the debt-to-
GDP ratio, thus raising the odds of a fiscal consolidation. 
However, the impact of fiscal consolidation on inequal-
ity holds even after controlling for the impacts of reces-
sions and slowdowns. Other tests of the robustness of these 
results are reported in two recent IMF papers (Ball and oth-
ers, 2013; Woo and others, 2013). 

Fiscal consolidation can raise inequality through many 
channels. For instance, cuts in social benefits and in public 
sector wages and employment often associated with fiscal 
consolidation may disproportionately affect lower-income 
groups. The impact of fiscal consolidation on long-term 
unemployment is another possible channel, since long-term 
unemployment is likely to be associated with significant 
earnings losses (Morsy, 2011). 

policy lessons
Both capital account liberalization and fiscal consolidation 
confer benefits. The former allows domestic companies ac-
cess to pools of foreign capital, and often—through foreign 
direct investment in particular—to the technology that 
comes with it. It also allows domestic savers to invest in as-
sets outside their home country. If properly managed, this 
expansion of opportunities can be beneficial. Likewise, fis-
cal consolidation is generally undertaken with the aim of 
reducing government debt to safer levels. Lower debt in turn 

can help the economy by bringing down interest rates—and 
over time, with a lighter burden of interest payments on the 
debt, the government can also cut taxes. 

However, at a time when rising inequality is a source of 
concern to many governments, weighing these benefits 
against the distributional effects is also important. Awareness 
of these effects might lead some governments to choose to 
design policy actions in a way that redresses the distributional 
impacts. For instance, greater resort to progressive taxes and 
the protection of social benefits for vulnerable groups can 
help counter some of the effect of fiscal consolidation on 
inequality. By promoting education and training for low- and 
middle-income workers, governments can also counter some 
of the forces behind the long-term rise in inequality.   ■
Davide Furceri is an Economist and Prakash Loungani is an 
Advisor, both in the IMF’s Research Department. 
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Chart 3

Tough cuts 
Fiscal consolidations over the past 30 years have been followed 
by increases in inequality.
(impact on the Gini coef�cient in the years following a �scal consolidation, 
percent change)

Source: Authors’ calculations.
Note: The chart shows point estimates and 1 standard deviation error bands. See the text of 

this article and Ball and others (2013) for details.

0             1             2             3             4             5             6             7             8
Years

0

0.2

0.4

0.6

0.8

1.0

1.2

Dismal science?

Listen to our podcast interviews with top economic 
experts and decide: www.imf.org/podcasts

IMF

http://www.imf.org/external/pubs/cat/longres.aspx?sk=40699
http://www.chinadaily.com.cn/opinion/2012-12/28/content_16063440_2.htm
http://www1.gsb.columbia.edu/mygsb/faculty/research/pubfiles/5761/Larrain_inequality.pdf
http://www1.gsb.columbia.edu/mygsb/faculty/research/pubfiles/5761/Larrain_inequality.pdf
http://www.imf.org/external/pubs/ft/fandd/2011/09/
http://www.imf.org/external/pubs/ft/fandd/2011/09/
http://thedata.harvard.edu/dvn/dv/fsolt/faces/study/StudyPage.xhtml?studyId=36908&versionNumber=3
http://www.imf.org/external/pubs/cat/longres.aspx?sk=40942.0
http://www.imf.org/external/pubs/cat/longres.aspx?sk=40942.0



