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Key takeaways

	The long-term rise in economic inequality since the 1980s is largely due to structural factors, well outside the reach of monetary policy, and is best addressed by fiscal and structural policies.
	Monetary policy can most effectively contribute to a more equitable society by fulfilling its mandate, which addresses two key factors causing inequality at shorter horizons. This requires keeping inflation low and limiting the incidence and duration of macroeconomic and financial instability, which disproportionately hurt the poor.
	Central banks can also help mitigate economic inequality wearing their "non-monetary hats", notably as prudential authorities, promoters of financial development and inclusion, and guardians of payment systems.




The distribution of income and wealth, or economic opportunities more broadly, has gained prominence in policy debates over the past decades. Heightened awareness of these issues owes in large part to a broad-based increase in economic inequality, a trend that the uneven impact of the Covid-19 recession has exacerbated.

The growing focus on rising inequality in the central banking community, however, is more recent and dates back to the Great Financial Crisis (GFC). In its aftermath, central banks have deployed policies featuring exceptionally low interest rates and extensive use of balance sheets to support economic activity and lower unemployment. Such measures have fuelled concerns that central banks' actions, by boosting asset prices, have benefited mostly the rich, shining the spotlight on the distributional footprint of monetary policy.

Central bankers' greater attention to inequality concerns is reflected in the growing references to "inequality" in their public speeches (Graph II 1, left-hand panel). An analysis of the context in which inequality is mentioned suggests that central banks acknowledge the challenges posed by rising income and wealth inequality and stress the relevance of policies, including their own, in addressing distributional considerations (right-hand panel).

This chapter reviews the relation between economic inequality and the formulation and conduct of monetary policy. The trends of rising inequality since the 1980s are due to structural factors, well outside the reach of monetary policy. That said, inequality influences the transmission mechanism of monetary policy and, in turn, is affected by monetary policy over shorter time spans. The two main causes of inequality at business cycle frequency are high inflation and recessions, which disproportionately hurt the disadvantaged in society. Addressing these factors is precisely what central bank mandates call for. Therefore, the most effective way monetary policy can contribute to a more equitable society is to pursue its mandated objectives. This means keeping inflation low and limiting the incidence and duration of macroeconomic and financial instability. This task, however, has become increasingly complex over time due to a change in the nature of the business cycle: with inflation low and stable, as well as less responsive to economic slack, financial factors have come to play a bigger role in amplifying business cycle fluctuations. This has given rise to intertemporal trade-offs between near-term price stability, on the one hand, and financial and hence macroeconomic stability in the longer term – trade-offs that, by the same token, also apply to the impact of monetary policy on inequality. To better address these trade-offs, a more balanced mix of prudential, fiscal and structural policies is called for as part of a holistic macro-financial stability framework.



At the same time, central banks can also help tackle inequality wearing their "non-monetary hats". These include, in particular, their responsibilities as prudential authorities, promoters of financial development and inclusion, and guardians of payment systems.

This chapter is organised as follows. The first section briefly summarises long-term trends in inequality and their structural causes. The second examines how inequality increases in the absence of price and macroeconomic, including financial, stability – the goals enshrined in monetary policy mandates. The third delves more deeply into the two-way relationship between inequality and the conduct of monetary policy and highlights how changes in the nature of the business cycle have given rise to short-run trade-offs between central banks' main objectives. The fourth considers the critical role of other policies in both complementing monetary policy in stabilising the economy and tackling the structural causes of inequality. The final section concludes.

Poverty and inequality: trends and determinants

Economic growth improves living standards and lifts disadvantaged households out of poverty. Historically, sustained growth has been the main cause of significant and durable declines in poverty rates worldwide. Before the Covid-19 pandemic, poverty rates had declined globally, and especially so in EMEs (Graph II.2, left-hand panel). These countries also saw their median income catch up with that of advanced economies (AEs). As a result, inequality across countries declined.



At the same time, the within-country distribution of pre-tax and pre-transfer income1 increasingly became more concentrated at the top. Standard measures of within-country income inequality, such as the Gini coefficient or the share of income accruing to the top 10% of earners, have trended up globally from the 1980s (Graph II.2, centre panel).2 Wealth inequality, in contrast, started from higher levels globally and increased more visibly in EMEs than in AEs (right-hand panel). Yet looking more closely at the top of the wealth distribution reveals a marked increase in the concentration of wealth also in some AEs (Box II.A).

The opposing trends in poverty and income inequality within countries reflect the different concepts they represent. Poverty quantifies the distance of current income from a certain threshold.3 Inequality captures differences in income (or wealth) levels across segments of the population. As such, inequality can increase even if all households benefit from economic growth, if they do so to a varying extent. Conversely, absent economic growth, a society can be more equal but remain or become poor.

Over the past several decades, the same structural forces that have greatly expanded economic opportunities and spurred growth have also contributed to the long-term trends in income and wealth inequality within countries. As has been amply documented, two such forces stand out: technological progress and globalisation,4 both of which reflect or can be influenced by government policies.

Technological progress has increased the productivity of highly skilled workers more than that of their low-skilled counterparts, amplifying the income gap between the two groups. In particular, automation and the digital economy have played an important role. Empirical evidence suggests that over the past three decades, an increase in total factor productivity growth – a proxy for the impact of technology on the production process – has been associated with an increase in the Gini index of income inequality (Graph II.3, left-hand panel).



Globalisation and the associated increase in trade interconnectedness have also contributed to higher within-country inequality. They have done so by eroding workers' bargaining power, especially for the low-skilled, and firms' pricing power, especially for the smaller ones, not least through the threat of outsourcing. Particularly in AEs, delocalisation-induced job losses in the manufacturing sectors have probably pushed lower-skilled workers towards lower value-added jobs, often in the service sectors. Empirical evidence confirms the link: globalisation goes hand in hand with rising within-country income inequality (Graph II.3, right-hand panel).

Globalisation and technological progress have naturally reinforced each other.5 Together, they have also given rise to the emergence of large "winner takes all" industries in some sectors, thereby further increasing profits and the income share of capital at the expense of that of labour.6

That said, the ultimate impact of these forces on pre-tax inequality is policy-dependent (see below).7 The benefits and opportunities that technological progress and globalisation bring could be shared more equally with the help of adequate education and training. For example, technological progress and globalisation boost the demand for highly skilled workers and polarise income distribution by increasing skill premia. Hence policies that raise the supply of skilled workers can mitigate the impact on inequality.8

Covid-19 has further exacerbated inequality due to its uneven impact and is likely to have left a significant longer-term imprint given its specific nature. The pandemic has disproportionately hit the services sector, which employs more low-skilled and low-income workers (see also Chapter I). Moreover, it has given further impetus to ecommerce and technological adoption more broadly, including in working arrangements. These demand-induced effects may be lasting ones, resulting in an impact that goes way beyond that of a standard recession.











Inequality and monetary policy mandates

Long-term structural factors such as globalisation and technology shape the environment in which monetary policy operates, but are clearly outside its influence. That said, monetary policy plays a key role in shaping other determinants of inequality at shorter horizons. Two forms of macroeconomic instability – falling squarely within monetary policy mandates9 – are especially important in this context, as they disproportionately penalise the weaker segments of the population. One is high and volatile inflation, which has been particularly important in many EMEs and is frequently coupled with meagre growth. The other is recessions, particularly when accompanied by financial instability and crises, which increase their depth and duration.10 How do these two forces, over which monetary policy has a substantial influence, affect inequality more specifically? Consider each in turn.

Inequality and inflation

In most AEs and in several EMEs, inflation has been low and stable over the past several decades. Yet it would be imprudent to forget the costs of high and runaway inflation. It is well understood that uncontrolled inflation leads to a significant misallocation of resources and numerous inefficiencies and hence to overall lower economic growth.11 While high and runaway inflation, such as that experienced by many AEs in the 1970s, can hamper growth, hyperinflation of the likes of Germany in the 1920s or Latin America in the 1980s can wreak economic havoc and in the process destroy public trust in governments and institutions.

The impact of inflation on inequality has been widely studied. Inflation shifts income and wealth away from those who are least aware of it, or least able to protect against it. These segments of the population often coincide with lower-income groups, which explains why inflation has often been portrayed as a most regressive form of tax. The "inflation tax" takes its toll through the erosion of the value of financial assets and contracts fixed in nominal terms.

As regards wealth distribution, the financial assets that are most vulnerable to inflation are cash and bank accounts – the typical savings vehicles held by the poorest segments of the population. This is mostly because the poorest have access only to limited investment options to protect their savings. By contrast, not only can richer households avail themselves of more sophisticated inflation hedges; they may also be able to easily transfer their assets abroad, thus shielding their wealth from depreciations of the domestic currency.

As regards income distribution, wages and pensions – the main sources of income for a large majority of households and even more so for the poorest half of the population – are typically fixed in nominal terms and hence vulnerable to inflation. Indexation mechanisms, such as those adopted in many AEs in the 1970s, are no panacea: they may fail to keep pace as inflation accelerates (Graph II.4, left-hand panel); and they may themselves fuel and entrench inflation further.

The impact of inflation on income inequality depends on how high the inflation rate is. In particular, the erosion of real wages (Graph II.4, right-hand panel) is very small for an inflation rate of 5% (or less) per year, but becomes sizeable when inflation steps up to 20% – even when wages are adjusted at a quarterly frequency. The cost of 20% inflation is about 2% of annual earnings when there are quarterly wage adjustments, but jumps to 8.5% when wages are adjusted only once a year. The impact on wages is the most sizeable effect of inflation on the bottom of the income distribution; only a tiny share of the overall loss is due to the erosion of cash savings for the poor, given their relatively small holdings.



Bringing runaway inflation under control not only improves growth prospects; it also mitigates inequality, all else equal. Empirical evidence shows that this is especially the case for EMEs, where the "conquest of inflation" has often been associated with reductions in income inequality. As an illustration, it is sufficient to look at the cross-country evolution of the income Gini index around 34 "conquests of inflation" during the past 30 years. In the cases involving EMEs, the median income Gini index declined by two points in the seven to eight years after central banks reduced annual inflation below 5% on a sustained basis (Graph II.5, left-hand panel). The benefits of lower inflation in the form of a more equal income distribution may partly reflect that it brings an overall improvement in the business environment, thereby boosting economic growth.12

By contrast, other countries that did not sustainably reduce inflation or whose inflation was already below 5% – the non-event countries – experienced a mild increase in inequality. That said, for AEs which sustainably reduced inflation to below 5%, the relationship between inflation and income inequality is similar to that for the group of countries that did not attain such a reduction, suggesting that other factors have prevailed in pushing up inequality.

Exchange rate fluctuations are an important factor strengthening the link between inflation and income inequality in EMEs. Naturally, high inflation rates do not bode well for the stability of the domestic currency. In turn, exchange rate depreciations pass through domestic prices more strongly than in AEs, which fuels and entrenches inflation. The frequency of large currency depreciations clearly increases with the level of inflation (Graph II.5, right-hand panel). This, in turn, raises the risk of outright crises, which increase unemployment and inequality.



Inequality and recessions

Recessions are particularly harmful for the most disadvantaged because unemployment tends to hit unskilled workers harder and for longer. The experience during the Covid-19 pandemic is a case in point: low-income earners were the first to be laid off (Graph II.6, left-hand panel) and often faced significant difficulties when trying to reenter the labour market (centre panel).13 Even when successful, unskilled workers might be forced to accept jobs paying lower salaries and offering fewer advancement opportunities compared with their pre-recession jobs.

The impact of weak economic activity on income inequality, while initially small, tends to grow over time (Graph II.6, right-hand panel). A stylised exercise illustrates this by tracing out the effect of an increase in unemployment, as typically experienced during recessions. Estimates point to an only slight increase in income inequality in the short run that then rises substantially over time.

While recessions tend to increase inequality, inequality, in turn, can intensify the depth and duration of recessions. As a result, recessions and inequality can reinforce each other over business cycle fluctuations. Aggregate demand shortfalls during downturns appear to be larger when the income distribution is more polarised, ie when the top earners account for a larger share of total income at the expense of the bottom earners. As noted above, low-income workers are typically the first to be laid off and hence see their incomes disproportionately curtailed. As much evidence confirms, the propensity to consume is higher for households with low income.. Hence, if those at the bottom of the distribution lose their income in a downturn, a sharper contraction in aggregate consumption follows.



The evidence supports this view. All else equal, countries with higher income inequality appear to experience steeper declines in consumption during recessions (Graph II.7, left-hand panel).14 The pattern is also apparent across states in the United States. During the GFC, states with higher income inequality experienced significantly larger drops in consumption (right-hand panel). The variation in the share of income accruing to the top decile of the distribution across states accounts for more than a quarter of the variation in state-level consumption growth during the GFC. This is so even after filtering out the impact of the increases in state-level unemployment rates and declines in house prices.



There is also evidence that financial recessions, even if they do not coincide with financial crises, are deeper and longer, and hence more costly in terms of inequality (Graph II.8). One way of seeing this is by considering recessions preceded by relatively high debt service ratios – a proxy for overindebtedness. The estimates suggest that eight quarters after the start of the recession, the average output drop is 2.5% larger and unemployment is 12% higher in financial recessions than in normal ones.



Inequality may not just amplify recessions; more subtly, it may also sow the seeds for them. For instance, it has been argued that higher inequality in the United States may have contributed to the build-up of housing debt. This was particularly the case for households with stagnating and less steady income, who were enticed into subprime borrowing. In turn, this higher leverage of households played a key amplifying role in the GFC, the archetypical "financial recession". The reasoning is that low-income households have a larger need to borrow (eg to buy houses). If credit supply becomes more ample, this could encourage them to become overindebted. Down the road, an overburdened household sector can then trigger, or at least amplify, phases of weak economic activity. This impact is larger whenever the banking system comes under stress. Indeed, some observers have argued that this mechanism contributed to the subprime crisis that sparked off the GFC.15

Inequality and the conduct of monetary policy

Inequality influences the conduct of monetary policy and, in turn, the conduct of monetary policy influences inequality over the business cycle. On the one hand, the distribution of income and wealth shapes monetary policy's impact on and transmission to economic activity as well as the broader political and social context in which the central bank operates. On the other hand, monetary policy can influence inequality: it can do so directly in the near term, through changes in stance; and above all indirectly, over the business cycle, by seeking to keep inflation under control and to limit recessions and hence unemployment.

The impact of inequality on the transmission of monetary policy

Beyond a certain point, inequality across households may weaken the transmission of monetary policy. Households at the bottom and at the very top of the income distribution exhibit low sensitivity of consumption to changes in interest rates: the former may be unable to take advantage of easier credit conditions due to tight borrowing constraints, while the latter have a low propensity to increase their already high consumption.16 By contrast, households at the bottom of the income distribution have higher marginal propensity to consume, and hence are more sensitive to changes in their disposable income.

Empirical evidence suggests that inequality tends to dampen the transmission of monetary policy (Graph II.9). Across countries and time, consumption responds less to an unanticipated monetary policy easing when income inequality is greater – here measured by the share of income accruing to the top 10% of earners. Two years after such an easing, the cumulative difference in consumption growth between a country at the first and the third quartiles of the income inequality measure is estimated to be 0.8 percentage points. This empirical result complements theoretical findings in the recent academic literature, which highlight the importance of household characteristics as a determinant of the transmission of monetary policy to economic activity (Box II.B).

More broadly, inequality may influence central bank decisions by shaping the political economy environment. Growing inequality can make the public less receptive to central bank actions perceived to increase it. This can constrain the central bank's choices and eventually hamper its ability to achieve its mandated goals. For example, out of concerns about the impact of higher asset prices on wealth inequality, the central bank could come under criticism for keeping interest rates very low for long periods as it tries to engineer the needed recovery in the wake of a financial recession.













Monetary policy stance and inequality

Changes in the stance of monetary policy inevitably have some short-run distributional effects. Every time the central bank adjusts interest rates, changes its lending terms or purchases assets, distributional consequences follow. For example, any such adjustment redistributes interest income between debtors and creditors and influences asset prices, which reallocate income and wealth in the population depending on holdings (see Box II.C for a detailed analysis of this point). But the more important influence of monetary policy on inequality is through its impact on inflation, employment and economic activity. These are the main macroeconomic factors that shape inequality over the business cycle.

This also means that central bank mandates are fully consistent with tackling the influence of the factors that can raise inequality over that horizon. While mandates have evolved over time, these days they are primarily interpreted as delivering low and stable inflation and limiting business fluctuations – measured in terms of output and employment. And although financial stability need not be mentioned explicitly, it is naturally subsumed under the objective of smoothing fluctuations: just as price stability, financial stability is a necessary condition for output and employment to grow sustainably over time. This is true regardless of whether financial instability is interpreted narrowly – as banking or financial crises – or more broadly – as the amplification of business cycles and recessions induced by financial factors.17

Once high inflation or recessions materialise, the needed monetary response may have an undesirable short-run impact on inequality, in order to secure the long-term gains. Hence the importance of avoiding inflation and recessions in the first place.

Bringing inflation under control will generally call for a monetary policy tightening, which can induce recessions and hence increase income inequality. In AEs, a clear example is the "Volcker shock" of the early 1980s in the United States, which set the basis for the conquest of inflation. In EMEs, the episodes are more common and severe. For instance, the Central Bank of Brazil had to raise the policy rate by more than 10 percentage points between 2001 and 2003 to rein in a surge in inflation.

Similarly, sustaining a recovery in the aftermath of a severe economic recession requires keeping interest rates low for longer, especially if they are constrained by the effective lower bound.18 For example, had monetary policy refrained from deploying all necessary tools to keep borrowing costs low in the aftermath of the GFC and the Covid-19 pandemic, the recessions would have been deeper and longer. This, in turn, would have exposed the most disadvantaged to longer unemployment spells and worsened income inequality.19 That said, while low interest rates mitigate income inequality substantially, their impact on asset prices, especially equities, may have the side effect of increasing wealth inequality in the near term. This outcome, however, is not a given and may be overturned for certain measures of inequality if home ownership is concentrated in the middle of the wealth distribution (Box II.C).

Trade-offs between actions aimed at achieving monetary policy objectives over different horizons have always been present. But changes in the nature of the business cycle since the mid-1980s have complicated the monetary policy task of keeping the economy on an even keel and exacerbated those trade-offs. As a result, the impact on inequality has also become more complex. The root cause has been a shift from recessions mainly induced by a monetary policy tightening to keep inflation under control to recessions in which financial factors play a key role in amplifying business cycle fluctuations, ie the financial recessions noted above.20











The shift is illustrated in Graph II.10, which covers a sample of AEs. Until the mid-1980s, in response to a rise in inflation (left-hand panel), the central bank would tighten policy considerably in the lead-up to the recession (centre panel), while nothing much would happen to credit – here measured by the deviation of the credit-to-GDP ratio (right-hand panel) from its long-term trend. Since the mid-1980s, by contrast, with inflation lower and more stable, monetary policy has not tightened much, but a major expansion of credit has given way to a subsequent sharp contraction, inducing a stronger and more prolonged monetary easing. This explains why measures of the financial cycle, or those of "froth" in credit markets, have become more useful for predicting turns in the business cycle. For instance, debt service ratios that are well above historical averages are a drag on GDP growth and signal a likely recession ahead.21



Two factors have contributed to this fundamental change in the nature of business cycle fluctuations. On the one hand, central banks have largely tamed inflation. Delivering low and stable inflation has cemented central banks' inflation-fighting credentials, helped anchor expectations and, in the process, contributed to making inflation less sensitive to pressures arising from tight economic conditions – the so-called flattening of the Phillips curve.22 Structural factors, notably globalisation and technology, have strengthened these developments. On the other hand, financial liberalisation, both within and across national borders, has increased the scope for financial factors to influence household and business spending.23 The self-reinforcing interaction between funding conditions, risk-taking and asset prices lies at the heart of the corresponding amplification mechanisms.24 As just one example, a significant share of households' borrowing, particularly in AEs, now takes place using housing as collateral; as a result, house price fluctuations have much larger reverberations in the economy as a whole.25

This has given rise to a more complex intertemporal policy trade-off, reflected also in the relationship between monetary policy and inequality.

On the one hand, low and stable inflation, well anchored expectations and a flatter Phillips curve have provided central banks with greater leeway to be accommodative and let the labour market tighten. A dynamic and inclusive labour market may also limit scarring effects in the short and medium run. By the same token, it reduces income inequality. Such an accommodative policy stance is all the more justified where there are concerns that inflation is persistently below target, as in most AEs over the last decade, where unemployment remains high26 and limited policy space makes the economy more vulnerable to deeper recessions. These conditions help explain why labour markets are playing a prominent role in several recent reviews of monetary policy strategies and frameworks in AEs (Box II.D).

On the other hand, pursuing such a strategy is not without risks. Protracted periods of easy monetary conditions can support the employment and income of the most disadvantaged, but may contribute to the slow build-up of financial imbalances, sowing the seeds of financial recessions further down the road.27 And these are precisely the types of recession that are more costly in terms of income inequality and that require keeping interest rates low for longer, in turn prolonging any possible short-run adverse impact on wealth inequality.

The trickier nature of the intertemporal trade-offs linked to the nature of the business cycle has complicated monetary policy's task of fulfilling its objectives. It has become harder to reconcile price with financial, and hence macroeconomic, stability in the near term. As a result, the consequences for inequality have also become larger. Monetary policy cannot adequately handle these intertemporal trade-offs on its own. As discussed next in more detail, they call for a more balanced policy approach in which other policies, notably prudential, fiscal and structural, also play a role.











Beyond monetary policy

The previous analysis indicates that the best contribution monetary policy can make to a more equitable distribution of income and wealth is to deliver on its mandate – seeking to ensure macroeconomic stability, for which price and financial stability are prerequisites. By keeping the economy on an even keel, central banks facilitate sustainable growth. The benefits of doing so are first-order.

It would be unrealistic, and indeed counterproductive, to gear monetary policy more squarely towards tackling inequality. Monetary tools, by their very nature, act primarily on cyclical developments. That is why they are well suited to achieving macroeconomic stabilisation objectives. By contrast, a meaningful impact on slow-moving inequality trends would entail sustained application of the tools in particular ways. This would curtail the flexibility of monetary policy to stabilise the economy, potentially undermining the effectiveness of the monetary regime itself. This would be very costly, not least because the macroeconomic stability that those regimes can deliver is precisely what is most conducive to equitable income and wealth distributions.

With monetary policy playing a supportive role, other policies are, therefore, critical. Three types of policy deserve attention: those that complement monetary policy in delivering macroeconomic stability in the different phases of the business cycle; those that address structural inequality; and those that central banks can deploy in fulfilment of their non-monetary policy responsibilities.

Macroeconomic stability

While monetary policy plays a key role in promoting macroeconomic stability, it cannot deliver it on its own. This is true regardless of the nature of the business cycle. It is well known, for instance, that fiscal sustainability is a prerequisite for macroeconomic stability, and that it can be especially constraining in EMEs (Chapter I). But changes in the nature of the business cycle have brought the limits of what monetary policy can do into starker relief. In order to better understand the need for complementary policies, consider a stylised business cycle associated with a financial recession.

During the expansionary phase of the business cycle, even if monetary policy keeps inflation in check, vulnerabilities may build up in the financial system as the financial cycle gathers momentum. This is because credit and asset prices can grow rapidly boosted by high risk-taking, so that balance sheets may become overstretched. Macroprudential measures can play a key role here. They can seek to slow down the financial expansion and restrain risk-taking, especially in the sectors deemed to pose the bigger risks to the financial system (Chapter I).

The role of microprudential policies, which are structural in nature and not aimed at smoothing the financial cycle per se, becomes evident once the recession sets in. Adequate microprudential safeguards must be in place so that the banking system is resilient going into the downturn and can better support the economy. This is precisely what the post-GFC major international prudential reforms – notably Basel III – did pre-Covid. The reforms allowed banks to avoid deleveraging and to better support credit, thereby cushioning the blow to the economy (Chapter I).

That said, if the financial imbalances are large enough, the prudential safeguards may not be sufficient to prevent more widespread and intense financial stress. At this point, monetary policy enters crisis management mode, with central banks acting as lenders and, increasingly, as market-makers of last resort.28 This may make central banks the target of criticism for favouring "Wall Street" at the expense of "Main Street". But this is a false dichotomy, as such actions are necessary to prevent greater damage. A collapse of the financial system would curtail credit to business and households and spawn a deep recession, at great cost in terms of unemployment and income inequality. Also on this front, however, central banks cannot succeed on their own: fiscal backstops are essential to stabilise banks, the overall financial system and thereby the economy. In addition, government intervention to help repair balance sheets is critical to resolve the crisis and set the basis for a healthy recovery.

As financial conditions stabilise, the challenge becomes nursing the recovery and battling the headwinds of a debt overhang. Monetary policy accommodation can help mitigate the recession and speed up the recovery, but a balanced mix of monetary, fiscal and structural policies is called for to prevent central banks from becoming "the only game in town". Fiscal policy can ease the burden on central banks and attenuate the impact of recessions on inequality. Automatic stabilisers are useful but may need to be complemented with discretionary measures. For example, thanks to sizeable income transfers, personal disposable income in most countries has actually grown faster (or declined less) than wage income during the pandemic (Chapter I, Graph I.2, left-hand panel). At the same time, it is essential that fiscal policy be run prudently to prevent it from becoming a source of macroeconomic instability. Imprudent fiscal policies can raise risk premia, fuel currency depreciation and eventually destabilise the economy, not least by generating full-blown financial crises. Structural policies are also important in this context, as they are the sole engine of sustainable longer-term growth, which cannot rely on persistent fiscal and monetary stimulus.

Structural inequality

Addressing the structural trends in inequality is first and foremost a task for governments. They can avail themselves of a better and broader set of tools to tackle inequality, ranging from taxation to transfers as well as to policies aimed at improving education, property rights, health, competition and trade, among others. Moreover, politically, governments bear the responsibility for achieving a desirable distribution of resources.

Fiscal policy is best suited to offset the distributional impact of longterm real factors. Government spending and support programmes, such as unemployment benefits and retraining, can help the most disadvantaged cope with adverse structural forces. More generally, tax and transfer systems can be calibrated and targeted to redistribute income and wealth across different segments of the population (Box II.E). In AEs, such policies have indeed contributed to mitigating income inequality. Measures of income inequality based on the Gini coefficient are typically much higher pre- than post-taxes and transfers (Graph II.11, left-hand panel). The difference is more limited in EMEs (right-hand panel), one possible reason being the lower share of direct taxes in those jurisdictions.



Mitigating inequality also requires well designed growth-promoting structural policies. There is a range of relevant measures.

First and foremost, policies designed to improve access to, and the quality of, education and on-the-job learning are crucial to keep pace with rapid technological change. Such policies do not just raise output by increasing human capital and productivity; they also help level the playing field and reduce inequality by providing access to better-paid job opportunities.29

Labour market and competition policies sustain growth and also help tackle the challenges brought about by technological change and changes in the composition of demand in favour of high-skilled jobs. Easing re-entry of the long-term unemployed, typically the less skilled, into labour markets can reduce the income gap vis-à-vis higher-skilled workers. And labour market regulation can ensure minimum standards for wages and unemployment benefits, rebalancing bargaining power.

Trade openness can also contribute, especially for lower-income countries benefiting from the extra foreign demand. But it needs to be combined with proper compensation, retraining and reallocation policies for those who are displaced.30 Evidence indicates that, absent redistribution policies, the removal of tariffs on agricultural and manufacturing goods increases aggregate output at the cost of an initial rise in income inequality.31











Central banks' non-monetary hats

Central banks can also contribute to a more equitable society wearing their "non-monetary hats". These are functions attributed to them by statute beyond their monetary policy mandate.

The previous analysis has already discussed the important role of financial stability-related functions for inequality, including micro- and macroprudential regulation and supervision and those concerned with crisis management. But many more are relevant in this context: fostering financial development; furthering financial inclusion; protecting consumers of financial services; encouraging financial literacy and education; and overseeing payment systems.32 The extent to which central banks can contribute to fighting inequality performing these tasks naturally depends on their statutory responsibilities, which vary substantially across countries, and, importantly, on the range and effectiveness of the tools at their disposal.

The beneficial impact of these policies on inequality is multifaceted. Fostering financial development can widen the menu of options to hedge and diversify risks, enhancing investment opportunities and mitigating poverty and income inequality.33 Promoting financial inclusion by providing safe savings vehicles or smooth payment infrastructures expands financial market access for the most disadvantaged, particularly in poorer countries.34 Financial services consumer protection shields the poor and more vulnerable from predatory lending35 and, together with financial literacy and education, from excessive risk-taking. Spearheading efforts to develop safe, smooth and competitive payment systems not only underpins financial stability; it also helps reduce overall costs, not least for cross-border remittances.

Conclusion

Inequality is largely the result of long-term structural forces that are independent of monetary policy. Over the past few decades, globalisation and technology have played a prominent role. Policies that foster more equal opportunities or redistribute income are best suited to counteract the impact of long-term forces on income and wealth inequality. Structural policies, including those targeted to education, health and competition, give the relatively poor of today the instruments to become the well-off of tomorrow, promoting social mobility and equitable growth. Fiscal policies, notably through redistribution, help correct the uneven distribution of the aggregate gains from growth.

Monetary policy does not have adequate tools to offset the long-term distributional consequences of evolving structural factors. Nevertheless, depending on statutory responsibilities, central banks can make a significant contribution by wearing their "non-monetary hats", to an extent that depends on the tools available. Promoting financial development, inclusion and literacy, protecting against unfair financial practices, and furthering low-cost payment services all contribute to a more equitable society.

This is not to say that monetary policy cannot foster a more equitable society; far from it. Monetary policy can make an important contribution by keeping the economy on an even keel in fulfilment of its mandate, ie by tackling macroeconomic, including financial, instability. Macroeconomic instability can have a first-order impact on inequality over business cycle fluctuations. The two major forms of instability are high inflation, which disproportionately erodes income of households at the bottom of the distribution, and recessions, which hurt the poor through unemployment spells.

Changes in the nature of the business cycle over the recent decades have complicated monetary policy's ability to counteract macroeconomic instability and its impact on inequality. To be sure, inflation has largely been conquered – a major achievement. But financial factors have come to the fore as a key force amplifying business cycle fluctuations. Financial recessions tend to be deeper and longer, especially if a financial crisis breaks out, and therefore much more costly in terms of inequality. Moreover, they require the central bank to keep interest rates low for longer to nurture a recovery: by boosting asset prices, especially those of equities, this may raise wealth inequality in the short run even as it delivers substantial benefits by bolstering employment and reducing income inequality. The intertemporal trade-offs that arise pose a key challenge. With inflation less responsive to economic slack, the central bank can keep the monetary policy stance easier for longer. This brings more people into the labour force, supports employment and reduces inequality. But it may also contribute to a slow build-up of financial imbalances that sow the seeds of costlier financial recessions down the road.

In order to better address these trade-offs, a more balanced policy approach is needed. Prudential, fiscal and structural policies are important in this context, as part of a comprehensive macro-financial stability framework.
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