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Abstract

While �nance has been shown to in�uence the distribution of income, little research

has been devoted to the potential impact of �nancial sector policies on inequality. This

study analyzes the relationship between �nancial repression and inequality across countries

and across China�s provinces. Using several alternative estimation procedures including

�xed e¤ect, dynamic panel and instrumental variable regressions, we �nd that �nancial

repression is positively associated with inequality across countries. Moreover, we �nd that

this relationship is stronger in less developed economies and that interest rate controls,

capital account controls, poor banking supervision and a concentrated banking sector are

the most important �nancial policies in�uencing inequality. Furthermore, �nancial repression

is associated with a higher fraction of the population living in poverty. Focusing on China,

�nancial repression again acts as a driver for inequality and its e¤ect is stronger in less

developed provinces. These results have important policy implications, not the least so for

China, where rising inequality poses a signi�cant problem for the government.

JEL Classi�cation: D31; G00; O11; O16

Keywords: Income distribution; Poverty; Financial repression; Capital markets; China
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1 Introduction

The levels of inequality and poverty vary signi�cantly across countries and regions.

The Human Development Report in 2011 also shows that overall inequality has worsened.

Furthermore, the distribution of both income and poverty vary signi�cantly over time. While

some countries undergo considerable declines, others experience increases in inequality (e.g.

Beck et al., 2007). These patterns indicate that the understanding of what drives inequality

is as important as ever.

There is a growing literature on �nance and inequality that primarily focuses on the link

between �nancial development and inequality. As Demirguc-Kunt and Levine (2009) point

out, a less developed �nancial system may in�uence how important individual skills versus

parental wealth, social status and political connections are for an individual�s economic

opportunities. A poorly developed �nancial system may therefore increase the persistence

of the gap between rich and poor. In addition, �nancial development or the general quality

of a �nancial system may a¤ect capital allocation, which in turn has an e¤ect not only on

economic growth in general, but also on the demand for labor across sectors, thus in�uencing

income levels for di¤erent parts of society. A number of studies have linked �nance to

inequality with analyses based on arguments like these.

However, while the link between �nance and inequality is now commonly acknowledged,

much less research has gone into trying to identify potential relationships between �nancial

policies and inequality. Demirguc-Kunt and Levine (2009) note that there is �startlingly

little research on how formal �nancial sector policies �such as bank regulations or securities

markets laws �a¤ect inequality�. Using a comprehensive cross-country panel data set, this

study attempts to shed light on the potential link between �nancial policy and inequality. In

particular, we focus on how repressive �nancial policies a¤ect the level of inequality. Given

the rapidly increasing level of inequality and the social tensions it may bring about in China,

we also devote a separate section to the analysis of �nancial repression and inequality in a

Chinese context. Our empirical analysis supports the hypothesis that repressive �nancial
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policies increase inequality. In addition to initial �xed e¤ect regressions, we also take po-

tential endogeneity issues into consideration by performing robustness checks with dynamic

panel and instrumental variable regressions. We also �nd that the relationship between �-

nancial repression and inequality is signi�cant for low- and middle-income countries, but

not for high-income countries. In China, the pattern is similar, with more adverse e¤ects of

�nancial repression on inequality in the less developed western and central parts of the coun-

try compared to the more developed coastal areas in the east. Finally, we identify several

individual policies including interest rate controls, capital account controls, weak banking

supervision, and concentration in the banking sector that are especially important for in-

equality. We believe that these results are of particular importance to policymakers in low-

and middle-income countries that are experiencing high and increasing levels of inequality.

The rest of this study is structured as follows. In the next section, we frame the topic

of �nancial repression and inequality with two strands of literature, one that links �nance in

general to inequality and one that focuses on �nancial repression. Section 3 introduces the

data and then discusses the empirical methodology. Section 4 presents the results from the

baseline regression model as well as robustness checks and the e¤ects of individual policies

across countries. Section 5 then focuses on the case of China. Finally, Section 6 concludes

the study.

2 Literature Review and Theoretical Discussion

The importance of �nance is not new to the literature on inequality. Finance is often

incorporated in theoretical models in the form of exogenous �nancial market imperfections

that lead to income inequality. For example, Mookherjee and Ray (2002) note that credit

markets must be assumed missing or imperfect in dynastic models, otherwise �nances nec-

essary for o¤spring to further their education may be borrowed, leading to equalization of

wages (net of costs) across professions. Becker and Tomes (1986) employ the often used
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argument that human capital functions as poor collateral to lenders due to the risk of moral

hazard to incorporate imperfect access to capital in their model on transmission of earnings,

assets and consumption (and thus inequality) across generations. Galor and Zeira (1993)

show that, in the presence of credit market imperfections, countries with di¤erent wealth

distributions that invest in human capital can follow very di¤erent growth paths. Banerjee

and Newman (1993) model economic development by focusing on occupation decisions. They

demonstrate that poor agents choose to work for a wage over self-employment due to capital

market imperfections. In their dynastic model, Mookherjee and Ray (2003) demonstrate how

imperfect capital markets result in persistent inequality. Finally, Matsuyama (2004) incor-

porates credit market imperfections in an overlapping-generations model to analyze �nancial

market globalization and the inequality of nations.

As noted earlier, capital market imperfections can have particularly severe consequences

for the underprivileged as such imperfections limit their economic opportunities. A relaxation

of credit constraints can thus reduce inequality and allow for a more e¢ cient credit allocation.

However, it has also been argued that �nancial development may actually increase the level

of inequality, as improved �nancial services may favor those who are already using them the

most (Greenwood and Jovanovic, 1990). Clarke et al. (2006) show that �nancial development

does reduce inequality and therefore reject the argument that �nancial development favors

the rich. Similarly, Beck et al. (2007) provide evidence that �nancial development increases

income for the poorest more than for wealthier income groups, thereby reducing overall

inequality. They also �nd that �nancial development brings with it a signi�cant drop in the

fraction of the population that lives on less than $1 day, thus emphasizing the importance

of �nancial development for the poorest.

While the studies above are important for the understanding of the relationship between

�nance and inequality, they do not focus on �nancial policy. Demirguc-Kunt and Levine

(2009) argue that economists tend to underestimate the potentially important impact of

�nancial sector policies on inequality. This paper is, to the best of our knowledge, the �rst

5



study that focuses on how repressive �nancial policies may a¤ect inequality. McKinnon

(1973) was arguably the �rst to use the term �nancial repression. He de�ned it as �nancial

policies set by the government for the purpose of regulating interest rates, setting reserve

requirements on bank deposits, and allocating resources in the economy. Such repressive

policies are commonly believed to be hindering �nancial deepening, lowering the e¢ ciency in

the �nancial system and, as a result, holding back economic growth (McKinnon, 1973; Shaw,

1973). Roubini and Sala-i-Martin (1992) develop a theoretical model that incorporates the

negative e¤ect of �nancial repression on growth and then show empirically that this indeed

seems to be the case for a large panel of countries. In a related paper, King and Levine

(1993) present a model in which �nancial sector distortions have a negative impact on the

rate of innovation, which in turn leads to lower overall economic growth.

We argue that repressive �nancial policies have the potential to greatly increase the

level of inequality. Linking the literature on �nancial development and inequality with

that on �nancial repression, previous research shows that �nancial repression may hinder

�nancial development. For example, King and Levine (1993) �nd that �nancial repression

can have a negative e¤ect on �nancial development. In a related paper, Ang and McKibbin

(2007) show that repressive �nancial policies have a signi�cant negative e¤ect on �nancial

deepening. When implementing repressive and distortive �nancial policies, the government

is in e¤ect allocating �nancial resources to certain sectors in the economy. In line with

this reasoning, Johansson and Wang (2011) develop a model in which �nancial repression

distorts the economic structure in favor of the industry sector. In a related study, Johansson

and Wang (2012) �nd that severe repressive �nancial policies lead to external imbalances,

most likely a result of a distorted economic structure due to the emphasis on allocation

of capital into the domestic manufacturing sector. The allocation of capital into selected

economic activities may in turn reduce the e¢ ciency in the �nancial sector and limit economic

opportunity. Based on the previous discussions on lower e¢ ciency and limited economic

opportunity due to credit constraints for the poor, repressive �nancial policies can thus be
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expected to increase the level of inequality.

To conclude, we hypothesize that there is a positive relationship between �nancial re-

pression and inequality and that the poor are more adversely a¤ected by repressive �nancial

policies.

3 Data and Econometric Framework

3.1 Cross-Country Data

In this paper, our main focus is on the potential impact that �nancial repression has on

income inequality. We de�ne �nancial repression as policies that impede �nancial liberaliza-

tion and thus hinder �nancial development. Typical repressive �nancial policies include reg-

ulated interest rates, credit rationing, entry barriers into the banking sector, capital controls,

and so on. For inequality, we follow the literature and concentrate on income distribution

as a proxy for the inequality of opportunity (Demirgüç-Kunt and Levine, 2009).

The measure we use for �nancial repression is from Abiad et al. (2008) and consists

of an index based on seven di¤erent repressive �nancial policies: credit controls; interest

rate controls; barriers to entry in the �nancial sector; state ownership in the banking sector;

supervision of the banking sector; capital account restrictions; and repression of security

markets. Abiad et al. (2008) score each country along each of these seven dimensions. The

score is graded from 0 to 3, with 0 corresponding to the highest degree of repression and

3 indicating full liberalization. Before including the di¤erent measures in our analysis, we

normalize each variable into the interval of 0 to 1 by dividing each of them by 3 and then

subtracting the score from 1. Thus, the higher the score, the higher the degree of �nancial

repression in terms of the �nancial policy in question.

To assess the impact of �nancial repression on income inequality across countries, we

examine (i) the impact on poverty, (ii) the impact on the Gini coe¢ cient, and (iii) the

impact of each individual repressive policy. Poverty refers to the poverty headcount ratio
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provided by the World Bank in the World Development Indicator database. The poverty

line was recalibrated from $1 to $1.25 a day in 2008. For completeness, we also look at

the alternative poverty line of $2 day provided by the same source. Population below $1.25

($2) a day is de�ned as the percentage of the population living on less than $1.25 ($2) a

day at 2005 international prices. The poverty headcount ratio shows that countries marked

by abundant poverty are mainly concentrated to Africa and a few Asian countries. Typical

examples of extreme cases are Mozambique with a poverty level $1.25 ($2) of 74.7% (90%)

in 2003 while the poverty level in Nepal was 55.1% (77.6%) in 2004. Most countries have

experienced signi�cant declines in poverty. For example, China has come a long way to

reduce overall poverty since the beginning of its economic reforms in 1978, with its poverty

headcount ratio dropping dramatically from 84% (97.8%) for the poverty level $1.25 (97.8%

for the poverty level $2) in 1985 down to 15.9% (36.3%) in 2005.

Following the literature on inequality, we use the Gini coe¢ cient as a proxy for income

inequality. The Gini coe¢ cient is derived from the Lorenz curve, which measures the income

distribution among di¤erent income groups. In this paper, we use Gini coe¢ cients from the

Standardized World Income Inequality Database (SWIID)1.

We collect data for 66 countries for the period 1981 to 2005. Table 1 reports the summary

statistics. The de�nition of the variables and their respective data sources are listed in an

appendix. As mentioned earlier, the level of poverty varies signi�cantly across time and

countries, ranging from 0 to 84% in the sample when using the $1 headcount ratio and from

0 to 98% when using the $2 headcount ratio. The proxy for income distribution, the SWIID

Gini coe¢ cient, ranges from a low 0.20 to a extremely high level of 0.69. The �nancial

repression index varies from 0 to 1 with a mean of 0.44. Similarly, the control variables

openness, FDI, schooling, government size and growth in GDP exhibit great variation across

the sample.

1SWIID standardizes United Nations University�s World Income Inequality Database (WIID) and income
data from other sources. Data from the Luxembourg Income Study is used as standard. The standardization
of the Gini coe¢ cient better allows for broad cross-country research on income and inequality.
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[TABLE 1 HERE]

3.2 Chinese Data

The Chinese experience during the reform period o¤ers a particularly interesting case

study for the e¤ect that repressive �nancial policies may have on inequality. During the last

30 years, China has managed to achieve a continuous strong gross domestic product (GDP)

growth, averaging 10% per year. However, despite substantial and wide-ranging economic

reforms, the Chinese economy still possesses typical characteristics of �nancial repression,

including heavily regulated interest rates, state-in�uenced credit allocation, frequently ad-

justed reserve requirements and a tightly controlled capital account. At the same time,

income inequality is becoming an increasingly important issue for the Chinese government

with economic opportunities for large parts of the population still being limited while certain

parts of Chinese society are experiencing a fast and signi�cant improvement in the quality

of life.

Unfortunately, Gini coe¢ cients are not reported at the provincial level by the Chinese

authorities. We therefore need to �nd a suitable proxy for regional income inequality. Yang

(1999) argues that increases in urban-rural income di¤erentials have been the main driving

force behind the rising overall inequality in China. Figure 1 presents the urban and rural

household income per capita from 1978 to 2008 in China. It is evident that the income

gap between the rural and urban population is increasing fast, with a surge from RMB 201

in 1978 to RMB 11,020 in 2008. We believe that the urban-rural income di¤erentials can

function as a proxy for income inequality in China. To see if it indeed is a suitable proxy,

we take a closer look at the relationship between urban-rural income di¤erentials and the

Gini coe¢ cient at the national level. Figure 2 shows that the two move closely to each

other, indicating that the urban-rural income di¤erential can be used as a proxy for overall

inequality.

[FIGURE 1 HERE]
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[FIGURE 2 HERE]

Next, we need a proxy for �nancial repression at the provincial level. Typical repressive

�nancial policies are primarily carried out at the national level and therefore more or less have

the same e¤ect ame among di¤erent provinces in China. We therefore follow related studies

and use the real interest rate as a proxy for �nancial repression to capture the variation

across provinces (for studies that use the real interest rate as a proxy for �nancial repression,

see Agarwala, 1983; Gelb, 1988; Easterly, 1992; Roubini and Sala-i-Martin, 1992). These

studies have based their analysis on the fact that economies that are �nancially repressed

are typically characterized by arti�cially low real interest rates. Governments in �nancially

repressed economies tend to set deposit and lending rates below the level of the in�ation

rate, which reduces the �nancing cost for supported industries, especially if the government

is directly involved in allocating capital in the economy. We therefore use the provincial real

interest rate as a proxy for regional �nancial repression in China.

Summary statistics for the provincial data is presented in Table 1. Again, the level of

income inequality, here proxied by the urban-rural income ratio, vary signi�cantly from a low

1.045 to a very high 4.759 and with a mean of 2.487. Similarly, the di¤erent control variables

di¤er noticeably across provinces and time. Finally, the measure for �nancial repression, the

real interest rate, also varies quite noticeably in the sample, ranging from a very low -18.4%

to a high 6.8% and with a mean of -1.3%.

3.3 Econometric Framework

Our main focus is on the relationship between repressive �nancial policies and inequal-

ity. To analyze this relationship, we use several alternative model speci�cations. In the

benchmark model, we run a �xed e¤ect regression with inequality as the dependent variable

and �nancial repression as the main independent variable:

INEQUALITYit = �0 + �1FREPit+ �2Xit + �i + �t + �it: (1)
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Here, INEQUALITYit is the measurement of the inequality of income distribution of

country i at year t proxied by either the poverty headcount ratio or the Gini coe¢ cient.

FREPit represents the level of �nancial repression of country i in year t. Xit is a vector

of control variables that a¤ect income distribution, including: openness, measured as the

ratio of export and import to GDP; FDI, calculated as the ratio of FDI in�ows to GDP;

governmentsize, measured as the ratio of government expenditure to GDP; schooling, mea-

sured as the enrollment rate and real GDP growth. We include two �xed e¤ects: �i is the

country-speci�c e¤ect, �t is the year e¤ect. Finally, �it is an unobserved error term that

varies across time and countries.

We use the same general framework when we analyze the case of China. We thus

add trade openness, FDI in�ows, government size, schooling, and GDP growth as control

variables when estimating the model. However, to do our best to control for potentially

omitted variables, we also take certain unique features in the Chinese economy into account.

Cai et al. (2010) note that two apparent characteristics of the Chinese economy are a

prominent state ownership and a growing rate of urbanization. The large number of low-

income rural workers moving into the cities looking for higher wages has resulted in a high

rate of urbanization. Cai et al. (2010) argue that this can drive inequality as it increases

the low-income population. However, it is also possible that urbanization has an opposite

long-term e¤ect. Based on Kuznets�(1955) work on economic development, the rural-urban

component of inequality is similar to the relationship between overall inequality and income

growth (Calì, 2008): the urban sector �rst expands due to a fast growth in labor productivity

and a related increase in the rural-urban income gap. This is then followed by a catch-up

of rural labor productivity as a result of migration and spillover e¤ects from the urban to

the rural sector. To acknowledge these features of the Chinese economy and their potential

in�uence on inequality, we introduce the share of state-owned enterprises (SOEs) in GDP

and the ratio of urban population to the total population as explanatory variables in the

regression model.
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There is a risk that the relationship between repressive �nancial policies and income

distribution might be driven by reverse causation. For instance, an improvement in income

distribution and a lower income inequality might lead to political pressures to create a more

e¢ cient �nancial system that allows for reasonable competition and funding of projects

based on market criteria, not political intervention and allocation. Moreover, a reduction

in poverty might stimulate the demand for easy access to �nancial funding. Both of these

examples indicate that a reduction in income inequality might require the alleviation of

repressive �nancial policies to facilitate a more e¢ cient allocation of �nancial assets in the

economy. To deal with this potential problem, we �rst employ a generalized method of

moments (GMM) panel estimator for dynamic models developed by Arellano and Bond

(1991) and Arellano and Bover (1995). We estimate the model by using both the di¤erence

and level terms, using the lagged values in levels of all explanatory variables as instruments.

In addition, lagged di¤erences of the di¤erent independent variables are used as instruments

for the level variables. This approach allows us to use so-called internal instruments, which

are based on previous realizations of the independent variables.

Finally, in an e¤ort to fully confront the potential issue of endogeneity, we also

perform an instrumental variable (IV) analysis. Which variable to use as an instrument

for repressive �nancial policies is not self evident. We choose institutional quality because

we believe that high levels of repressive �nancial policies are closely related to low institu-

tional quality. For the cross-country data set, we use the International Country Risk Guide

(ICRG) constructed by Political Risk Services (PRS), which is widely used in the literature

on institutions. More speci�cally, we use the ICRG index for rule of law as a proxy for

institutional quality. For China, we need an instrument at the provincial level. Similar to

the PRS index, the marketization index developed by National Economic Research Institute

(NERI) include a sub index for the legal framework for each province. We thus use this

index as an instrument when we run the regressions on China�s provinces. One limitation

of this index is that the period it covers is shorter than that of the ICRG index. For the
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estimations focusing on China, we are therefore only able to analyze the period from 1997 to

2005. In order to take �xed e¤ects into account, we use a �xed e¤ect two stage least square

(2SLS) estimator (within) when we perform the IV analysis.

4 Empirical Analysis - Cross-Country Data Set

4.1 Financial Repression and Poverty

As noted earlier, research on �nancial development and inequality shows that improve-

ments in �nancial intermediation, markets and contracts result in better economic opportu-

nities, reduced inequality and a more equal income distribution. By implementing repressive

and distorted �nancial policies, the government can allocate �nancial resources directly to

certain preferred sectors or groups, which in turn will reduce the e¢ ciency of the �nancial

sector, limit economic opportunities and therefore raise inequality and worsen the income

distribution. As noted in Section 2, we hypothesize that the poor face inferior access to

�nancial support for their businesses in �nancially repressed economies, something that in

turn will increase the poverty headcount ratio among the population.

Before our analysis of the relationship between �nancial repression and inequality, we

therefore start with an examination of the impact of repressive �nancial policies on poverty.

We run both ordinary least square and �xed e¤ect regressions with the poverty headcount

ratio as the dependent variable. The results are presented in Table 2, where the �rst three

columns present the impact of �nancial repression on the fraction of population living on

less than $1.25 a day. We �rst introduce the �nancial repression index into the pooled OLS

regression model as a single independent variable in column 1. Column 2 then adds the

control variables trade openness, FDI and government size. The estimation results show

that �nancial repression is positively associated with the headcount ratio at $1.25 per day.

Also, trade openness is signi�cantly negatively associated with the poverty headcount ratio,
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indicating that trade facilitates a reduction in poverty.2 FDI and government size are both

positively associated with the poverty ratio, but neither are signi�cant.

We then introduce schooling and GDP growth rate in Column 3. Here, we also con-

trol for country-speci�c e¤ects. The estimation results con�rm that an increase in �nancial

repression is signi�cantly associated with an increase in the poverty headcount ratio. Fur-

thermore, increases in openness and schooling are signi�cantly associated with a drop in the

poverty headcount ratio. The e¤ect of trade openness is once more negative and signi�cant,

while FDI in�ows, government size and GDP growth are insigni�cant.

The dependent variable in columns 4 to 6 is the fraction of the population living on less

than $2 a day. When using the same methodology as in the �rst three columns, our regression

results show that the relationship between �nancial repression and poverty is robust when

using the $2 a day poverty headcount ratio as an alternative measure of poverty. The

coe¢ cient for �nancial repression is again positive and signi�cant (albeit at the somewhat

lower signi�cance level of 5% in the most complete model speci�cation presented in column 6),

while trade openness is once more negatively associated with poverty. The other explanatory

variables are all insigni�cant. We can therefore conclude that repressive �nancial policies are

positively associated with poverty.

[TABLE 2 HERE]

4.2 Financial Repression and Income Distribution

We have argued that �nancial repression disproportionately a¤ects economic opportu-

nities. In a �nancially repressed economy, wealthy individuals have better access to �nancial

support while the poor face more limited economic opportunities due to constraints in the

2While a more detailed analysis of the relationship between trade and inequality is beyond the scope
of this paper, it su¢ ces to say that this relationship is still being debated in the literature. Early studies
link trade to lower inequality through the Hecksher-Ohlin model and the Stolper-Samuelson theorem. In
this framework, inequality should decrease with increased trade in developing countries and but increase in
developed countries. Later studies show that trade is actually associated with an increase in inequality in
some developing countries (e.g. Goldberg and Pavcnik, 2007). For a more detailed discussion on this topic,
see Harrison et al. (2010).
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�nancial system, something that results in higher income inequality. In this subsection, we

examine the impact of �nancial repression on income distribution. Table 3 represents the

main results. The dependent variable is the SWIID Gini coe¢ cient. We again estimate the

potential impact of �nancial repression in stages in which we add explanatory variables and

control for �xed e¤ects.

The estimation method used in Columns 1 to 3 is a �xed e¤ect panel regression, in which

we control for both country and year e¤ects. The estimation coe¢ cient of �nancial repression

is positively signi�cant at the 1% level, indicating that an increase in �nancial repression

is associated with an increase in the Gini coe¢ cient. More speci�cally, a one percentage

point increase in �nancial repression will lead to a 0.022 percentage point increase in the

Gini coe¢ cient. Focusing instead on government expenditures, the literature on government

spending and inequality does not give a de�nite answer to how government expenditures

may a¤ect inequality. For example, Fan and Zhang (2004) �nd that increased expenditures

on infrastructure are positively associated with the alleviation of inequality in China. This

indicates that higher levels of government consumption may decrease inequality if a majority

of the redistribution through taxes and transfers are geared toward low-income groups. How-

ever, it could have a direct opposite e¤ect if high-income groups use their political power and

thus are able to exploit lower-income groups. For example, �ndings in Banerjee (2004) and

Banerjee and Somanathan (2007) indicate that access to important infrastructure services

and public goods in India is related to income and social status, supporting the argument

that wealthier individuals in general have better access to such services. Cai et al. (2010)

�nd that the e¤ect of government size on inequality in urban China is insigni�cant, probably

due to the fact that a major part of local government spending is being channeled into cap-

ital formation rather than being used for redistribution across income classes. Lustig (2012)

emphasizes that the relationship between the size of government spending and inequality

di¤ers signi�cantly in Latin America. In several cases, countries with the same level of gov-

ernment spending have opposite experiences in inequality reduction. Looking at the results
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in Table 3, our initial results show that government size is signi�cantly and positively asso-

ciated with the Gini coe¢ cient, indicating that redistribution on average does not appear to

be geared toward low-income groups. Focusing on the remaining control variables, we �nd

that trade openness and GDP growth are negatively associated with inequality, while FDI

in�ows and schooling are positively associated with the Gini coe¢ cient. However, all four of

these control variables are largely insigni�cant across the di¤erent estimations.

[TABLE 3 HERE]

4.3 Robustness Checks

As we discussed in Section 3.3, there is a risk that the relationship between repressive

�nancial policies and income distribution is driven by reverse causation. To deal with the

potential problem of endogeneity, we �rst employ a GMM panel estimator. The estimation

results are presented in Column 4 of Table 3. The e¤ect of �nancial repression is still

statistically signi�cant, albeit at the 5% level. The only other di¤erence from our initial

�xed e¤ect estimates is that the positive e¤ect of schooling on inequality is now small but

signi�cant. We can thus conclude that an increase in the general level of �nancial repression

will result in an increase of overall income inequality.

In a further attempt to control for potential issues of endogeneity, we also run an IV

regression in which we use the rule of law as an instrument for �nancial repression. Columns

5 to 7 in Table 3 present the results of the IV estimations. Using a progressive approach

similar to the one in columns 1 to 3, we �rst include the predicted value of �nancial repression

as a single independent variable in column 5. Financial repression is still signi�cant, albeit

at the 5% level. Similarly, when we add the two sets of control variables in columns 6 and

7, the predicted value of �nancial repression is again positive and signi�cant at the 5% level.

We thus again conclude that the results hold when we control for endogeneity and inclusion

of the lagged dependent variable as an independent variable: �nancial repression increases

income inequality.
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4.4 Variation across Income Cohorts

Financial repression not only varies over time but also across countries, partly because

countries at di¤erent stages of economic development tend to utilize repressive �nancial

policies di¤erently. Therefore, �nancial repression might have di¤erent e¤ects on di¤erent

income groups depending on the level of economic development. Examining the e¤ect of

repressive policies on countries with di¤erent income levels may shed more light on the

importance of �nancial repression and inequality. Following the standards set up by the

UN, we classify our country sample into di¤erent groups based on income level: the high

income group, which includes high income OECD countries and high income non-OECD

countries; the middle income group, which includes high middle income countries and low

middle income countries; and low income countries. We present the results for high income,

middle and low income as well as middle and low income separately.

Table 4 presents the estimation results for the new estimations in which we divide the

sample into the di¤erent income groups. The estimation results in Column 1 are taken from

Column 3 in Table 3 for comparison. Columns 2-5 present the estimation results of the high

income group, middle and low income group, middle income group and low income group,

respectively. The coe¢ cient of �nancial repression is positive but insigni�cant for high income

countries. However, it is positive and signi�cant for all other income groups and increases

in size when we move from middle to low income countries. These results indicate that

�nancial repression is not a¤ecting income distribution in high income countries, but does

have a signi�cant e¤ect on income inequality in countries with lower income levels. More

speci�cally, the impact of �nancial repression is decreasing with income level. Keeping other

factors the same, a percentage point decrease in �nancial repression will result in a 0.061

percentage point decrease in inequality in low income countries and a 0.025 percentage point

decrease in inequality in middle income countries, respectively.

[TABLE 4 HERE]
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4.5 E¤ects of Individual Policies

The empirical results so far suggest that �nancial repression increases the poverty ratio

and the level of income inequality. This e¤ect is likely due to a more ine¢ cient asset allocation

and a worsening of the distribution of economic opportunity among the population as a

result of repressive �nancial policies. That repressive policies might result in higher income

inequality is quite intuitive. So why do governments choose to adopt these policies? It

has been argued that central planners devise and adopt repressive �nancial policies, such as

interest rate restrictions, credit allocation regulations, capital account controls, and barriers

to entry in the banking sector in order to achieve faster economic growth (Hellmann et al.,

1998, 2000). In the presence of incomplete information, such policies can be Pareto improving

by providing a direct allocation of limited �nancial resources, thereby at least partly solving

the problems of market failure and �nancial instability.

An examination of individual policy variables and their relationship to inequality may

shed light on the impact of speci�c policies and thus have signi�cant policy implications.

Given the potential issue of multicollinearity among the individual policy variables (Abiad

et al., 2008), we will not include all seven variables in a single regression. We instead run

separate regressions with inequality as the dependent variable and each of the seven policies

as the key explanatory variable.

Table 5 presents the results of the regressions with the individual repressive policies as

explanatory variables. The dependent variable is again the SWIID Gini coe¢ cient. The

estimation coe¢ cients for credit controls and barriers of entry into the banking sector are

negative but insigni�cant. The coe¢ cient for the restrictions in security market is positive

but only at the 10% level. The coe¢ cients for bank supervision, interest-rate controls,

capital-account controls and the degree of monopoly degree in the banking system are positive

and signi�cant. One conclusion of these estimations is that by improving the e¢ ciency in

banking supervision, liberalizing the interest rate and the current account and introducing

competition in the banking system, governments will be able to alleviate at least some of
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the existing poverty, expand economic opportunity and reduce overall income inequality.

[TABLE 5 HERE]

5 Financial Repression and Income Inequality in China

5.1 Financial Repression and Income Distribution

The Chinese experience during the reform period o¤ers an interesting case study for the

relationship between �nancial repression and inequality. During the last 30 years, China has

managed to achieve a continuously high GDP growth, with an annual average of approx-

imately 10%. However, despite substantial and wide ranging economic reforms, the Chi-

nese economy still possesses typical characteristics of �nancial repression, including heavily

regulated interest rates, state-in�uenced credit allocation, frequently adjusted reserve re-

quirement and a tightly controlled capital account. At the same time, income inequality is

becoming an increasingly important issue for the Chinese government with economic oppor-

tunities for large parts of the population being limited while certain parts of Chinese society

are experiencing a fast and signi�cant improvement in the quality of life.

In this section, we take a closer look at the potential impact of �nancial repression on

inequality in China. We run regressions similar to those in Section 4, where we analyzed

the relationship between the two variables across countries. Columns 1 and 2 in Table 6

present the results when we use the real interest rate as a measure of �nancial repression in

China�s provinces. Note that the lower the real interest rate, the higher the level of �nancial

repression. Similar to the results in the cross-country section, �nancial repression (here

marked by a lower real interest rate) signi�cantly contributes to increasing the urban-rural

income di¤erential. Moreover, a higher urban-rural income di¤erential is associated with a

larger size of the government, more years of schooling, smaller FDI in�ows and a lower level of

real GDP growth. Furthermore, a decline of state ownership as a ratio of GDP is associated

with a drop in income inequality. Cai et al. (2010) �nd that a decline in employment
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share results in an increase in inequality. However, our focus is not on the relatively short

period of SOE reforms that Cai et al. analyze (1992-2003), but instead on the ownership

structure in the economy over the whole period beginning with the initial economic reforms.

In general, a decline in state ownership means a relative increase in the activities of small-

and medium-sized private companies, which is likely to create more job opportunities and

absorb workers who are laid o¤ during the reform process and the economic transition that

is still underway in China. Our results support this argument, with a positive relationship

between state ownership and inequality. Finally, the coe¢ cient of urbanization is negative

but insigni�cant, perhaps a result of the non-linear relationship between urbanization and

inequality discussed earlier.

[TABLE 6 HERE]

5.2 Robustness Checks

As with our cross-country sample, we may be dealing with endogenity issues when we

analyze the relationship between �nancial repression and inequality across China�s provinces.

We therefore �rst run a new dynamic panel regression, this time using Chinese provincial

data. The results are shown in Columns 3 and 4 of Table 6. We again �nd that �nancial

repression is positively associated with inequality, with the coe¢ cient for �nancial repression

being negative and signi�cant at the 5% level in both dynamic panel estimations. FDI

in�ows and SOE as ratio of provincial GDP are both no longer signi�cant, while the rest

of the independent variables exhibit features similar to the ones in the initial �xed e¤ects

regressions.

To further strengthen these results, we also run IV regressions using the NERI sub index

for the legal framework at the provincial level as an instrument for �nancial repression. The

results are reported in columns 5 and 6 in Table 6. We once more �nd that �nancial repres-

sion is positively associated with urban-rural income inequality at the 5% level. The only

explanatory variable that is a¤ected is that of FDI in�ows, which is once more insigni�cant
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when we move from the �xed e¤ects procedure to the IV estimation. To conclude, even after

controlling for potential endogeneity, we �nd that �nancial repression is signi�cantly and

positively associated with income inequality in China.

5.3 Regional Variation in Inequality

It is a well known fact that income levels vary signi�cantly across provinces in China.

To take this into account and to see if the relationship between �nancial repression and

inequality di¤ers across regions in a way that is similar to our results in the cross-country

section, we divide our sample into three regional groups: east, central and west. Table 7

presents the new estimation results on these three regional samples. The results indicate

that �nancial repression is a factor that contributes signi�cantly to income inequality in

all three regions. More importantly, the impact is larger in less developed regions. In the

full regression model, the coe¢ cient for �nancial repression is a relatively small -0.591 for

the eastern region, a much larger -2.293 for the central region and an even larger -3.307 for

the western region. These results are in line with our results in Section 4.4 that showed

how �nancial repression plays a more important role for income inequality in low and middle

income countries. Moreover, we again �nd that reducing the ratio of state ownership to GDP,

a policy that is favorable to competition, results in a lower urban-rural income di¤erential.

[TABLE 7 HERE]

6 Concluding Remarks

Previous research has shown that there is a signi�cant relationship between �nance and

inequality. However, to the best of our knowledge, there is as of yet no study that focuses on

the potential impact of repressive �nancial policies on inequality. If �nancial policies turn

out to have signi�cant e¤ects on overall inequality and poverty, that would have direct and

important policy implications. To shed light on this issue, this study uses data for a large
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set of countries from 1981 to 2005 to analyze the relationship between �nancial repression

and inequality. The empirical results support the argument that repressive �nancial policies

increase inequality and worsen poverty. The e¤ect of repressive �nancial policies is linked to

the national level of income, with less developed countries exhibiting much a much stronger

association between �nancial repression and inequality. When focusing on individual re-

pressive policies, we �nd that interest rate controls, capital account controls, weak banking

supervision, and concentration in the banking sector all have a signi�cant and positive rela-

tionship with inequality. These results have direct practical implications for policy makers,

especially in less developed countries that are experiencing fast increases in inequality.

To get a better understanding of the relationship between �nancial repression and in-

equality, we also take a closer look at China, a country that has experienced tremendous

economic changes since the beginning of its economic reforms in 1978. Using provincial data,

we �nd that �nancial repression again drives inequality, and especially so in less developed

provinces. The relationship between �nancial policies and inequality is stronger in less devel-

oped provinces, again showing that such policies have more adverse e¤ects in poorer regions.

As rising inequality has become a key concern for Chinese policy makers (e.g. Johansson,

2012), these results provide further support for the need of continued reforms of China�s

�nancial sector.

While the results in this study highlight an important link between �nancial repression

and inequality and poverty, further research is needed for us to better understand that link.

Having used cross-country and provincial macro-level data as a �rst step to assess the e¤ects

of �nancial repression, a natural next step is to complement this study with micro-level data

to hopefully better understand how di¤erent repressive �nancial policies a¤ect individuals

across regions.
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Appendix 1 - Data

Variable Source Variable Description

Cross-Country Data

Poverty headcount WDI The percentage of the population living on

ratio $1.25 ($2) WDI less than $1.25 ($2) per day at 2005

international prices

Financial repression IMF; Abiad et al. (2008) Financial repression index

Government WDI; IMF Government expenditure to GDP ratio

GDP growth Penn World Table Growth of real per capita GDP

Openness WDI Openness at current prices

FDI WDI FDI in�ow to GDP ratio

Schooling WDI Primary school enrollment rate

Chinese Data

Urban house- NBS Urban household disposable

hold income income per capita

Rural house- Rural household pure

hold income income per capita

Real interest PBOC Real interest rate, deposit rate minus

Government NBS Government expenditure to GDP ratio

GDP growth NBS Growth of real per capita GDP

Openness NBS Openness at current prices

FDI NBS FDI in�ows to GDP ratio

Schooling Li et al. (2009); NBS Years of schooling

Note: Abbreviations for data sources are: International Monetary Fund (IMF), the World

Bank�s World Development Indicators (WDI), China�s National Bureau of Statistics (NBS), and

the People�s Bank of China (PBOC).
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TABLE 1. Summary Statistics
Variable Obs Mean Min Max

Cross-Country Data

Headcount ratio $1.25 276 0.215 0 0.840

Headcount ratio $2 276 0.371 0.001 0.978

Gini (SWIID) 1531 0.388 0.197 0.689

Financial repression 1650 0.444 0 1

Openness 1650 0.631 0.048 4.425

FDI 1625 0.020 -0.150 0.925

Government 1642 0.149 0.030 0.435

GGDP 1650 0.017 -0.174 0.162

Schooling 1462 0.997 0.179 1.550

Chinese Data

Urban/rural income ratio 585 2.487 0.749 1.045

Urbanization 588 0.359 0.158 0.100

Government 587 0.144 0.070 0.005

FDI in�ow 588 0.020 0.027 0.000

GDP growth 588 0.092 0.041 -0.097

SOE 588 0.657 0.169 0.114

Openness 588 0.201 0.316 0.006

Real interest rate 588 -0.013 0.051 -0.184

Note: See Appendix 1 for detailed information on the variables.
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TABLE 2. Financial Repression and Poverty
Dependent variable Headcount ratio $1.25/day Headcount ratio $2/day

Poverty ratio 1 2 3 4 5 6

Financial repression 0.144** 0.143*** 0.084*** 0.132*** 0.116*** 0.075**

(0.025) (0.030) (0.031) (0.025) (0.031) (0.034)

Trade openness -0.089** -0.092** -0.128*** -0.145***

(ratio of GDP) (0.038) (0.038) (0.039) (0.042)

FDI in�ows 0.283 0.065 0.245 0.112

(ratio of GDP) (0.298) (0.328) (0.303) (0.357)

Government 0.376 0.185 0.112 0.162

(ratio of GDP) (0.199) (0.206) (0.202) (0.224)

Schooling -0.115** -0.012

(0.057) (0.062)

GDP growth -0.001 0.022

(0.125) (0.136)

Constant 0.145*** 0.205*** 0.308*** 0.308*** 0.367*** 0.427***

(0.013) (0.032) (0.071) (0.013) (0.045) (0.075)

Estimation method OLS OLS FE OLS OLS FE

Country e¤ects No No Yes No No Yes

Countries 42 42 42 42 42 42

Observations 276 272 233 276 273 233

R2 0.121 0.117 0.221 0.133 0.152 0.174

Note: Unbalanced panel regressions with standard errors in parentheses. *, **, and *** indicate

statistical signi�cance at the 10 percent, 5 percent and 1 percent level, respectively.

29



TABLE 3. Financial Repression and Income Distribution

Dependent variable FE DP IV

Gini (SWIID) 1 2 3 4 5 6 7

Financial repression 0.015** 0.018*** 0.022*** 0.025** 0.085** 0.075** 0.077**

(0.007) (0.007) (0.008) (0.010) (0.036) (0.033) (0.037)

Trade openness -0.005 -0.010 -0.011 -0.011 -0.019**

(ratio of GDP) (0.006) (0.008) (0.007) (0.007) (0.009)

FDI in�ows 0.008 0.014 0.013 0.007 0.010

(ratio of GDP) (0.021) (0.022) (0.021) (0.020) (0.020)

Government 0.124*** 0.102*** 0.108** 0.135*** 0.126***

(ratio of GDP) (0.038) (0.042) (0.167) (0.043) (0.047)

Schooling 0.014 0.016*** -0.005

(0.011) (0.167) (0.015)

GDP growth -0.031 -0.029 -0.001

(0.024) (0.024) (0.029)

Constant 0.145*** 0.367*** 0.354*** 0.354*** 0.367***

(0.013) (0.010) (0.071) (0.015) (0.023)

Sargan test 0.766

AR(2) test 0.181

Country e¤ect Yes Yes Yes Yes Yes Yes Yes

Year e¤ect Yes Yes Yes Yes Yes Yes Yes

Countries 66 66 66 66 66 65 64

Observations 1531 1503 1333 1285 1285 1321 1172

R2 0.072 0.181 0.172 0.161 0.159 0.161 0.139

Note: Unbalanced panel regressions with standard errors in parentheses. *, **, and *** indicate

statistical signi�cance at the 10 percent, 5 percent and 1 percent level, respectively. Columns 1-3

present results for the �xed e¤ect regressions, column 4 presents results for the dynamic panel

regression, and columns 5-7 present results for the instrumental variable regressions.
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TABLE 4. Di¤erent Income Cohorts
High Middle and Middle Low

Dependent variable All countries income low income income income

Gini (SWIID) 1 2 3 4 5

Financial repression 0.022*** 0.002 0.036*** 0.025** 0.161***

(0.008) (0.010) (0.013) (0.011) (0.019)

Trade openness -0.010 -0.035*** -0.005 -0.004 0.010

(ratio of GDP) (0.008) (0.013) (0.010) (0.009) (0.036)

FDI in�ows 0.014 0.022 -0.029 0.006 -0.402

(ratio of GDP) (0.022) (0.017) (0.074) (0.072) (0.253)

Government 0.102*** -0.017 0.097* 0.136** -0.307**

(ratio of GDP) (0.042) (0.075) (0.053) (0.056) (0.124)

Schooling 0.014 -0.055* 0.035** 0.028 0.058**

(0.011) (0.029) (0.014) (0.019) (0.023)

GDP growth -0.031 0.074 -0.023 -0.005 -0.146*

(0.024) (0.048) (0.031) (0.031) (0.078)

Constant 0.354*** 0.367*** 0.399*** 0.405*** 0.381***

(0.071) (0.010) (0.018) (0.024) (0.029)

Country e¤ect Yes Yes Yes Yes Yes

Year e¤ect Yes Yes Yes Yes Yes

Countries 65 21 44 29 15

Observations 1333 502 831 603 228

R2 0.072 0.191 0.105 0.139 0.118

Note: Unbalanced panel regressions with standard errors in parentheses. *, **, and *** indicate

statistical signi�cance at the 10 percent, 5 percent and 1 percent level, respectively.
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TABLE 5. E¤ects of Individual Repressive Policies
Dependent variable Fixed-e¤ect estimation

Gini (SWIID) 1 2 3 4 5 6 7

Credit controls 0.000

(0.004)

Interest rate controls 0.011**

(0.003)

Barriers to entry -0.012

(0.014)

Bank supervision 0.013**

(0.015)

Privatization 0.008**

(0.004)

Capital controls 0.011***

(0.004)

Security market 0.011*

(0.006)

Trade openness -0.007 -0.009 -0.007 -0.007 -0.008 -0.009 -0.008

(ratio of GDP) (0.008) (0.008) (0.007) (0.007) (0.007) (0.008) (0.008)

FDI in�ows 0.015 0.015 0.016 0.016 0.016 0.015 0.014

(ratio of GDP) (0.022) (0.022) (0.022) (0.022) (0.022) (0.022) (0.022)

Government 0.092** 0.084** 0.071* 0.096** 0.093** 0.103** 0.108**

(ratio of GDP) (0.042) (0.042) (0.043) (0.042) (0.042) (0.042) (0.042)

Schooling 00.010 0.014 0.010 0.007 0.012 0.015 0.012

(0.011) (0.011) (0.011) (0.011) (0.011) (0.011) (0.011)

GDP growth -0.040* -0.034 -0.041* -0.042* -0.033 -0.035 -0.034

(0.024) (0.024) (0.024) (0.024) (0.024) (0.024) (0.025)

Constant 0.374*** 0.365*** 0.385*** 0.363*** 0.367*** 0.361*** 0.362***

(0.014) (0.014) (0.014) (0.014) (0.014) (0.014) (0.015)

Country e¤ect Yes Yes Yes Yes Yes Yes Yes

Year e¤ect Yes Yes Yes Yes Yes Yes Yes

Observations 1333 1333 1333 1333 1333 1333 1333

R2 0.070 0.076 0.073 0.074 0.073 0.076 0.072

Note: Unbalanced panel regressions with standard errors in parentheses. *, **, and *** indicate

statistical signi�cance at the 10 percent, 5 percent and 1 percent level, respectively.
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TABLE 6. Financial Repression and Income Distribution in China
Dependent variable FE DP IV

Urban-rural disparity 1 2 3 4 5 6

Financial repression -1-113** -1.426** -0.741** -0.951** -1.224** -1.684**

(0.526) (0.580) (0.356) (0.389) (0.566) (0.351)

Trade openness -0.043 0.002 0.019 0.004 -0.286 -0.129

(0.063) (0.070) (0.041) (0.044) (0.203) (0.188)

FDI in�ows -1.832*** -1.132** 0.208 0.864 -0.278 0.040

(0.644) (0.757) (0.412) (0.485) (0.666) (0.984)

Government 1.761*** 1.407** 1.069*** 1.193*** 4.526*** 5.333***

(0.552) (0.584) (0.389) (0.416) (1.179) (0.783)

Schooling -3.357** -3.028 -0.369 -1.481 -0.112 0.082

(1.757) (1.992) (1.186) (1.321) (0.128) (0.062)

GDP growth -0.973*** -1.109** -0.861*** -1.067*** -0.035 -0.117

(0.385) (0.442) (0.252) (0.289) (0.918) (0.379)

SOE 0.599*** 0.147 0.996***

(0.234) (0.095) (0.202)

Urbanization -0.227 -0.216

(0.144) (0.161)

Constant 1.801*** 0.578*** 0.613*** 1.918*** 1.918***

(0.167) (0.107) (0.193) (0.290) (0.290)

Sargan test 0.407 0.510

AR(2) test 0.124 0.224

Country e¤ect Yes Yes Yes Yes Yes Yes

Year e¤ect Yes Yes Yes Yes Yes Yes

Provinces 25 25 25 25 25 25

Sample period 1985-2005 1985-2005 1985-2005 1985-2005 1997-2005 1997-2005

Observations 525 476 475 426 207 207

R2 0.482 0.545 0.473 0.452

Note: Unbalanced panel regressions with standard errors in parentheses. *, **, and ***

indicate statistical signi�cance at the 10 percent, 5 percent, and 1 percent level, respectively.

Columns 1-2 present results for the �xed e¤ect regressions, columns 3-4 present results for the

dynamic panel regressions, and columns 5-6 present results for the instrumental variable regressions.
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TABLE 7. Income Distribution across China�s Regions
Dependent variable East Central West

Urban-rural disparity 1 2 3 4 5 6

Financial repression -0.555** -0.591*** -2.345** -2.293*** -3.186*** -3.307***

(0.286) (0.285) (0.945) (0.934) (0.502) (0.527)

Trade openness 0.184*** 0.205*** -2.107*** -2.217*** -0.878 -0.806

(ratio of GDP) (0.048) (0.052) (0.746) (0.782) (0.904) (0.957)

FDI in�ows -0.853* -1.254** 1.240 3.762** 1.665 1.305

(ratio of GDP) (0.477) (0.535) (1.650) (1.761) (2.282) (2.370)

Government 1.933*** 2.040** 5.260*** 6.021*** 0.333 0.436

(ratio of GDP) (0.802) (0.801) (0.589) (1.695) (0.587) (0.624)

Schooling 0.003 0.003 0.145*** 0.034 0.099 0.064

(0.019) (0.019) (0.037) (0.051) (0.062) (0.067)

GDP growth 0.604 0.511 -0.039 -0.035 -1.546** -0.893

(0.365) (0.368) (0.582) (0.578) (0.709) (0.878)

SOE 0.355* 0.787** 1.305***

(ratio of GDP) (0.226) (0.341) (0.420)

Urbanization -0.179 -0.829 0.180

(0.147) (0.577) (0.220)

Constant 1.241*** 1.014*** 0.397*** 1.953*** 1.838*** 0.741***

(0.119) (0.183) (0.314) (0.514) (0.0240) (0.446)

Estimation method FE FE FE FE FE FE

Country e¤ect Yes Yes Yes Yes Yes Yes

Year e¤ect Yes Yes Yes Yes Yes Yes

Provinces 8 8 8 8 9 9

Observations 168 139 168 163 189 174

R2 0.312 0.419 0.148 0.463 0.358 0.424

Note: Unbalanced panel regressions with standard errors in parentheses. *, **, and *** indicate

statistical signi�cance at the 10 percent, 5 percent and 1 percent level, respectively.
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FIGURE 1. Urban Household Disposable Income and Rural Household Pure Income 1978-2008

(Thousand RMB)

Note: Data are from China Compendium of Statistics, NBS.
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FIGURE 2. The Urban-Rural Income Di¤erential and the Gini Coe¢ cient

Note: Data are from NBS, SWIID, and authors�calculations. The urban-rural income di¤er-

ential is on the left-hand axis and the Gini coe¢ cient on the right-hand axis.
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