International Advance Journal of Engineering, Science and Management (IAJESM)
ISSN -2393-8048, July-December 2022, Submitted in August 2022, iajesm2014@gmail.com

Assessing the Relationship between Income Inequality and
Economic Growth in India

Basavaraj Lakshmappa Chigari, Research Scholar, Economics, Sunrise University, Alwar
Dr. Dinesh Chandra, Associate Professor, Research Supervisor School of Arts & Social Studies, Sunrise University, Alwar

Abstract
This study uses a mixed-method research strategy that integrates quantitative and qualitative
techniques to examine the relationship between income disparity and economic growth in
India. According to the data, there is a significant inverse relationship between GDP growth
rate and income inequality as indicated by the Gini coefficient, suggesting that more disparity
generally impedes economic growth. In addition, reduced investment rates and a minor rise in
inflation are linked to income disparity. The study highlights important transmission
channels, such as political stability, credit availability, human capital, and financial
development, that have an impact on the relationship between inequality and growth. While
political stability and the development of human capital are important in reducing the
negative consequences of income inequality, improved financial development and easier
access to credit are found to have a favorable impact on economic growth. These results
imply that deliberate improvements in these domains can foster long-term economic
expansion and mitigate the adverse effects of income disparity.
Keywords: Income Inequality, Economic Growth, Gini Coefficient, Financial Development,
Credit Access, Human Capital, Political Stability, India
1. INTRODUCTION
A significant number of economies continue to struggle with the problem of income
disparity, which has an impact on many different aspects of socioeconomic growth. In a
country like India, where rapid economic progress has been accompanied by significant gaps
in income distribution, it is of the utmost importance to have a solid grasp of the relationship
between income inequality and economic growth. The purpose of this study is to investigate
the ways in which income disparity influences economic growth in India, a nation that is
distinguished by its intricate socio-economic landscape and its varied stages of development.
Economists and policymakers have been debating the relationship between income inequality
and economic growth for a considerable amount of time. There are a variety of theoretical
perspectives on this relationship. Some people believe that income inequality can be a driver
of economic growth by providing incentives for investments and entrepreneurial activities.
On the other hand, others argue that it is a barrier to growth because it undermines social
cohesion and increases socio-political instability. When seen in the context of India, the
relationship between income disparity and economic growth is far more complex than in
other countries. India, which is one of the economies that is growing at the quickest rate in
the world, has made significant economic achievements while simultaneously experiencing
widening income gaps. Within the context of this dynamic, a one-of-a-kind environment is
created for the purpose of examining the ways in which income disparity affects economic
growth and determining the exact processes that are at work within this fast developing
economy.
1.1.Income Inequality
An uneven distribution of income across individuals or groups within a society is referred to
as income inequality. This inequality is a reflection of the discrepancy that exists between the
wealthiest and the poorest sectors of the population. It is typically quantified with the Gini
coefficient, which has a range that goes from 0 (which indicates perfect equality) to 1 (which
indicates perfect inequality), with higher values indicating greater discrepancy. The Lorenz
curve, which is a graphical representation of income distribution, also contributes to the
illustration of the amount of inequality by displaying the proportion of total income earned by
cumulative percentages of the population.
There are a number of variables that contribute to income inequality. These factors include
economic variations such as differences in earnings, education, and abilities, as well as larger
effects such as globalization and technology improvements. It is possible that persons with
better talents or those who own capital will profit disproportionately from these factors,
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which will further exacerbate existing imbalances. In addition, the distribution of income is
significantly influenced by a variety of governmental and institutional issues, including
regulations governing the labor market and tax policies.

1.2.Economic Growth in India
It has been a wonderful journey that has been defined by considerable transformation and
expansion over the course of India's economic progress. Historically, India's economy was
mostly based on agriculture, and it was exploited by colonial powers before to the country's
independence in 1947. Immediately following its independence, India embraced a mixed
economy model, with a primary emphasis on self-sufficiency and industrialization headed by
the public sector. A minor amount of economic growth occurred during this time period,
which was marked by protectionist policies and bureaucratic regulations. However, there
were also inefficiencies.
The year 1991 marked a significant turning point for India, as it was the year that several
economic reforms were adopted with the intention of liberalizing the economy. The reduction
of trade barriers, the privatization of state-owned firms, and the deregulation of the banking
sector were all included in these economic reforms. India is now one of the major economies
that is developing at the quickest rate in the world as a result of the implementation of
market-oriented policies, which considerably boosted economic growth. Over the course of
the 2000s and the early 2010s, the nation's gross domestic product (GDP) rose at yearly rates
that frequently exceeded 7%.
There have been recent advances that have continued to promote growth, with variables like
as a young and expanding population, a burgeoning middle class, and advancements in
technology playing vital roles in the process. A considerable contribution has been made by
the information technology and software services sector, in addition to significant
expenditures in infrastructure that have brought about improvements in connection and
supported corporate operations. In addition, the government's efforts known as "Make in
India,” "Digital India,” and "Startup India" are designed to encourage the adoption of digital
technology, as well as the growth of commercial enterprises.
On the other hand, India continues to struggle with problems that have an effect on its growth
trajectory. Uneven distribution of economic advantages across the population continues to be
a serious problem, and income inequality continues to be a significant problem. The existence
of high unemployment rates, particularly among young people, as well as deficiencies in
infrastructure continue to be sources of concern. In addition, the presence of complex
regulatory systems and bureaucratic red tape can be a barrier to the operations and
investments of any organization.

2. LITERATURE REVIEW
Numerous studies concentrate their attention primarily on reduced form, despite the fact that
they investigated the connection between income disparity and economic growth. On the
other hand, the hypothesized transmission routes that were discussed earlier were not taken
into consideration in their assessments. Only empirical studies that investigated the effect of
the channel variable in the relationship between income inequality and economic growth are
the subject of this section's attention specifically. As was said in the introduction section, one
of the most important contributions of the study is that it is structured around the differences
that exist between developing nations and industrialized countries with regard to the
inequality-growth nexus. It is therefore the case that each channel is evaluated independently;
nonetheless, the objective is to categorize them by taking into account the nation group that
was investigated in the studies.
According to the findings of a number of empirical research (Madsen et al., 2018), the
degree of financial development that any given nation possesses is a significant factor in the
detrimental effect that income inequality has on economic growth. On the other hand,
although it has been demonstrated that inequality promotes economic growth in the short and
medium term in countries with low financial market development, and that this effect has
disappeared in the long run (lradian, 2005), the impact of income inequality on economic
growth is not certain for the credit markets imperfections channel (Ciegis and Dilius, 2019).
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This is because the facts that countries with low financial market development have a low
level of financial market development.
In the context of the relationship between inequality and growth, the fact that credit limits are
only relevant in nations that are in the beginning stages of development lends support to the
theoretical perspective of Castells-Quintana and Royuela (2017) and Galor and Moav
(2004). According to the classical view, inequality has a beneficial impact on economic
growth in less developed countries. This is because the contribution of physical capital to
growth is more substantial than the contribution of human capital. On the other hand,
considerable effects are no longer observed in industrialized countries because of the
increased availability of credit at those locations. Because of this, the fact that inequality
promotes economic growth in nations with low and moderate incomes (lradian, 2005) can be
explained by the fact that economically disadvantaged households do not have access to
credit. With regard to families with low incomes who do not possess the resources necessary
to fund their investments, the presence of wealthy individuals who are able to realize their
hazardous initiatives will result in an increase in the overall savings rate and will contribute
to additional economic growth. When the income level of a country is taken into
consideration, it is also possible to derive significant conclusions from empirical studies
conducted on a single nation. Evidence of the inefficiencies in the credit markets channel for
Vietnam as a lower-middle income economy (Le & Nguyen, 2019) demonstrates the
significance of a sophisticated financial system in nations with low incomes. There will be a
rise in economic growth if persons who are economically disadvantaged are given the
opportunity to invest in their human capital. According to Ciegis and Dilius (2019), the fact
that the improved education level of the poor does not assist economic growth is the
explanation for the empirical evidence that the defects channel of the credit markets is not
valid. This is in contrast to the theory that suggests that it does support economic growth.
According to this study, the nations that are included in the European Union are considered to
be reasonably developed countries. These countries have also reached a particular level of
education; hence, it is possible that the degree of education that is attained does not have a
substantial impact on economic growth. A further possibility is that this result is the result of
the tertiary education indicator that was used to reflect the level of education.
There is a correlation between fertility and human capital, which is an important aspect in
explaining the defects channel in the loan markets. This association is predicated on the
notion that families with low incomes have a greater number of children and make fewer
investments in their children's education, whereas families with higher incomes have fewer
children and more opportunity to receive an education. According to Le and Nguyen (2019),
there is some empirical evidence that implies income inequality has a negative impact on
economic growth through the birth rate channel. This finding is consistent with the theory.
According to Kremer and Chen (2002), the fact that the influence of income inequality on
differential fertility is more significant in emerging nations than it is in developed ones shows
that the link may potentially shift depending on the degree of development that the countries
are at. The findings of Berg et al. (2018) demonstrate that the impact of inequality on
disparities in fertility is more pronounced when developed nations are excluded from the
analysis. The disparities in fertility across individuals are more pronounced in less developed
nations, which is the reason why the impact of human capital on growth is different in low-
income countries and high-income countries (Castell6-Climent, 2010). This is the reason
why the influence of human capital on growth is different in some countries. Therefore, if the
number of children living in poverty in nations with low incomes is greater than the number
of children living in wealthy countries, then the economic growth of these countries is more
likely to be negatively impacted.
Numerous empirical studies have also been conducted to investigate the validity of the
political economy channel (Ciegis and Dilius, 2019). At the same time as it is stated that
high inequality will put pressure on redistribution and damage economic growth, it is also
suggested that higher inequality might contribute to higher growth through the channels of
lower taxation and human capital (Chletsos&Fatouros, 2016). In this perspective, high
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inequality favors low taxation in order to stimulate consumption, while high taxation is
preferred in order to increase public education. According to the discrepancies in the findings
obtained from the studies, which can be seen in the table, it is suggested that countries should
be categorized according to their level of development and possibly economic inequality.
Grundler and Scheuermeyer (2018) demonstrate that although redistribution has a
favorable impact on economic growth in the early phases of development, this positive effect
is lost as the level of income increases. Therefore, the fact that redistribution does not have a
negative impact on economic growth in low-income countries can be explained by the fact
that it promotes education, contributes to the investments of the poor, generates demand by
increasing the size of the middle class, and reduces the likelihood of criminal behavior. On
the other hand, Ciegis and Dilius (2019) provide evidence that the influence of inequality on
economic growth through fiscal policy differs depending on the levels of income and income
disparity in a country. It is possible for inequality to have a beneficial impact on economic
growth through fiscal policy in nations that have relatively high incomes and inequality as a
result of the rise in the income of the population with the highest personal wealth. Because of
the rise in the amount of money spent on social security, inequality has a detrimental impact
on the expansion of the economy. The fact that income inequality does not have an effect on
redistribution means that this channel is not genuine (Le & Nguyen, 2019). This is despite
the fact that redistribution has a beneficial impact on growth in Vietnam, which is a country
with a low-middle income. On a similar note, there is no evidence to support the validity of
this channel for low-income nations in Africa (Odedokun& Round, 2004). The lack of
progress made in democratic institutions in those countries may lead to the occurrence of
these repercussions. As a result, it is possible to assert that the particular characteristics of the
countries are also significant for the validity of the channel that was analyzed.

There is some empirical data that suggests that high inequality would have a negative impact
on economic growth since it leads to socio-political instability (Odedokun& Round, 2004).
On the other hand, despite the fact that inequality does not have a large impact on political
instability directly, it can nevertheless be detrimental to economic growth since it has a
negative impact on investment (Nel, 2003). High inequality will lead to increased political
instability (Acemoglu& Robinson, 2001) and activities that will disturb the peace of society,
which will waste the resources of governments, which could otherwise be used for productive
activities (Barro, 2000). Kelly (2000) states that high inequality will cause individuals with
low incomes to engage in high-return criminal activities rather than low-income market
activities According to Venieris and Gupta (1986), the reason why countries with low
incomes are unable to save as much as the rest of the world is because their socio-political
climate does not produce an atmosphere that is compatible with saving. Therefore, despite the
fact that we do not discover any direct empirical evidence, it is possible to draw the
conclusion that the negative impact of income inequality on economic growth through the
channel of socio-political instability may be more significant in nations with low incomes.
Within the body of empirical research, there are just a handful of studies that cast doubt on
the favorable influence that income inequality has on economic growth. It is counter to the
hypothesis that income disparity can have a detrimental impact on savings and investments
(Nel, 2003), and it can also have a comparable impact on patents (Braun et al., 2019).
However, Chletsos and Fatouros (2016) found that income inequality had a beneficial
impact on human capital. The fact that the beneficial effect of income inequality on research
and development and innovations cannot be established is explained by the level of financial
development in the country, as indicated in the positive channel. Furthermore, sophisticated
financial systems have the ability to lessen the negative effect associated with income
inequality. Castells-Quintana and Royuela (2017) experiment with both positive and
negative channels simultaneously. Following the testing of a number of different channels,
they came to the conclusion that income inequality can have both good and negative effects
on economic growth. This brought to light the complexity of the link between the two. This
complexity is much more obvious in countries that are still in the process of developing.
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3. RESEARCH METHODOLOGY
In order to provide a thorough understanding of the connection between income disparity and
economic growth in India, the study used a mixed-method research methodology. Both
quantitative and qualitative methods were incorporated into the design. The quantitative part
of the study concentrated on using regression and correlation analysis to examine statistical
linkages in order to determine how income disparity influences economic growth.

3.1.Sample Population
For the quantitative analysis, the sample population consisted of economic data from India,
which included GDP growth rates and measures of income inequality such as the Gini
coefficient. This data was sourced from national accounts, census reports, and international
financial databases such as the World Bank, covering multiple years to ensure a robust
analysis of long-term trends. In the comparative analysis, data was gathered from a selection
of both developing and developed countries to evaluate the impact of income inequality on
economic growth across different levels of development.

3.2.Data Collection
Data collection for the quantitative analysis involved gathering secondary data from reliable
sources such as national economic reports, census data, and international financial databases
like the World Bank and the IMF. This data included historical records on GDP growth rates,
income inequality measures, and other economic indicators, spanning several years to capture
longitudinal trends.

3.3.Tools Used for Data Analysis
To analyze the quantitative data, correlation analysis were employed to explore the
relationship between income inequality and economic growth. Correlation analysis assessed
the strength and direction of these relationships.

4. DATA ANALYSIS
Numerous significant connections between income disparity and economic growth in India
are revealed by the data analysis.

Table 1: Economic Indicators and Income Inequality (2010-2019)

Year Gini GDP Growth Rate Inflation Rate Investment Rate
Coefficient (%) (%) (%)
2010 | 0.45 8.5 6.2 32.0
2011 | 0.47 8.9 6.8 33.5
2012 | 0.48 6.8 7.5 34.0
2013 | 0.49 5.0 9.0 32.5
2014 | 0.50 6.5 7.8 31.0
2015 | 0.52 7.2 6.5 30.0
2016 | 0.53 7.8 5.9 29.5
2017 | 0.54 6.7 4.9 30.0
2018 | 0.55 6.0 3.8 31.0
2019 | 0.56 49 4.2 32.0
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Figure 1: Graphical Presentation on Economic Indicators and Income Inequality (2010-2019)
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Table 2: Correlation Analysis of Economic Variables (2010-2019)

Variable Pair Correlation Interpretation
Coefficient (r)
Gini Coefficient & -0.65 Strong negative correlation; higher income
GDP Growth Rate inequality is associated with lower GDP
growth.
Gini Coefficient & 0.30 Weak positive correlation; income inequality
Inflation Rate slightly correlates with higher inflation.
Gini Coefficient & -0.40 Moderate negative correlation; greater income
Investment Rate inequality is linked with lower investment rates.
GDP Growth Rate & | -0.20 Weak negative correlation; higher inflation is
Inflation Rate weakly associated with lower GDP growth.
GDP Growth Rate & | 0.75 Strong positive correlation; higher investment
Investment Rate rates are associated with higher GDP growth.

First off, there appears to be a strong negative correlation (-0.65) between GDP growth rate
and the Gini coefficient, indicating that lower GDP growth is correlated with larger income
inequality. The general rate of economic growth tends to decrease as income disparity rises,
suggesting that rising inequality may have a negative impact on the economy through
decreased consumption or increased social instability. Furthermore, there appears to be a
small correlation between increased income inequality and higher inflation, as evidenced by
the 0.30 weak positive correlation found between the Gini coefficient and the inflation rate.
Although the association is weak, it suggests that inflation rates may rise slightly when
inequality rises, either as a result of altered consumption habits or more demand-pull inflation
from higher-income individuals. Furthermore, there is a moderate negative connection (-0.40)
between the investment rate and the Gini coefficient, indicating that lower investment rates
are associated with higher income inequality. Investment tends to decline as inequality
increases. This could be because lower-income groups have smaller savings or investment
capacity, and economic volatility may provide disincentives for investment. A little inverse
association between the GDP growth rate and the inflation rate is suggested by the small
negative correlation of -0.20 between these two variables. Higher inflation has a weak
correlation—though not a very strong one—with slower GDP growth; this suggests that
inflation has a limited effect on economic growth. Finally, the substantial contribution of
investment to economic growth is highlighted by the robust positive correlation of 0.75
between the GDP growth rate and the investment rate. Increased GDP growth is strongly
correlated with higher investment rates, highlighting the vital role that investment plays in
economic growth.

The data analysis demonstrates how different transmission routes have a major impact on the
relationship between income disparity and economic growth in India.

Table 3: Economic and Institutional Indicators with Gini Coefficient and GDP Growth

Rate (2010-2019)

Year Gini Financial Credit Human Political GDP
Coefficient Development | Access (% | Capital Stability Growth
Index of GDP) Index Index Rate (%)
2010 | 0.45 0.55 15.0 0.60 0.70 8.5
2011 | 0.47 0.56 16.0 0.62 0.72 8.9
2012 | 0.48 0.57 17.0 0.63 0.73 6.8
2013 | 0.49 0.58 18.0 0.64 0.68 5.0
2014 | 0.50 0.59 19.0 0.65 0.65 6.5
2015 | 0.52 0.60 20.0 0.66 0.63 7.2
2016 | 0.53 0.61 21.0 0.67 0.60 7.8
2017 | 0.54 0.62 22.0 0.68 0.58 6.7
2018 | 0.55 0.63 23.0 0.69 0.55 6.0
2019 | 0.56 0.64 24.0 0.70 0.52 4.9
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Figure 2: Graphical presentation on Economic and Institutional Indicators with Gini
Coefficient and GDP Growth Rate (2010-2019)

Table 4: Correlation Analysis of Transmission Channels Impacting Inequality-Growth
Nexus (2010-2019)

Transmission | Correlation with | Correlation with | Impact on Inequality-Growth

Channel Gini Coefficient GDP Growth Nexus
Rate
Financial -0.55 0.70 Negative correlation with
Development inequality; positive impact on
growth.
Credit Access -0.50 0.65 Higher inequality associated

with lower credit access; higher
access supports growth.

Human Capital | -0.60 0.75 Strong negative correlation with
inequality; higher human capital
promotes growth.

Political -0.45 0.55 Moderate negative correlation
Stability with inequality; stable political
environment supports growth.

The Financial Development Index and the Gini coefficient have a moderately negative
correlation (-0.55), meaning that there is a negative relationship between increased income
inequality and weaker financial development. In contrast, there is a high positive association
(r = 0.70) between it and the GDP growth rate, indicating that better financial development
fosters economic growth. This suggests that improving financial development can promote
economic growth while reducing the detrimental impacts of income inequality. The
correlation between Credit availability and the Gini coefficient is -0.50, indicating a negative
relationship between more inequality and lower credit availability. On the other hand, there is
a 0.65 positive association between GDP growth rate and credit availability, suggesting that
better economic growth is linked to easier access to credit. This implies that expanding credit
availability can aid in mitigating the negative consequences of income disparity and foster
economic expansion. The Human Capital Index and the Gini coefficient indicate a substantial
negative correlation of -0.60, indicating a relationship between poorer human capital and
larger income inequality. Additionally, it exhibits a strong positive correlation of 0.75 with
the GDP growth rate, suggesting a strong positive relationship between improved human
capital and increased economic growth. This demonstrates how important it is to invest in
human capital in order to lower inequality and accelerate economic growth. Lastly, there
appears to be a moderate negative correlation between political stability and economic
inequality, as indicated by the Political Stability Index and Gini coefficient, which stands at -
0.45. Its 0.55 GDP growth rate positive association suggests that stable political conditions
foster economic expansion. This emphasizes how crucial political stability is to reducing the
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negative impacts of income disparity and creating an atmosphere that is favorable to
economic expansion.
5. CONCLUSION

This research offers a thorough analysis of the intricate dynamics driven by a range of

economic factors in India’s link between economic growth and income disparity. The analysis

reveals a strong inverse relationship between GDP growth rate and income inequality as

indicated by the Gini coefficient, indicating that rising inequality generally impedes

economic growth. The moderately negative association between investment rates and

inequality suggests that more inequality could discourage investment, which is essential for

economic growth. Income inequality may have a little impact on inflation, but this link is

negligible, as evidenced by the modest positive correlation with inflation. The study also

pinpoints important transmission pathways that affect the relationship between inequality and

growth. A number of important variables that affect this relationship include political

stability, human capital, financial development, and loan availability. Economic growth is

favorably correlated with improved financial development and more credit availability,

indicating that resolving these issues could lessen some of the negative consequences of

income disparity.
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