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Inequality, Openness, and Growth:
Rethinking the Path to Prosperity

by
Maik T. Schneider

In today’s interconnected world, the debates surrounding income inequality and trade open-
ness are more pertinent than ever. But how do these two factors interact to shape the
growth trajectories of developing nations? Recent research by Maik T. Schneider at the Insti-
tute of Public Economics at University of Graz provides intriguing insights into this complex
interplay, shedding light on when inequality can stimulate growth—and when it might hin-
der it. These research questions and their results are now of heightened interest before the
background of geopolitical conflicts using tariffs as a means of exerting political pressure.

Inequality and Growth: A Double-Edged Sword

Economic theory often links income inequality to innovation. In a closed economy, where
foreign competition is absent, inequality can boost growth. Here's why: the wealthy demand
higher-quality goods and services, incentivizing firms to innovate to cater to this demand.
This increased investment in research and development (R&D) propels economic growth.

However, this narrative changes dramatically when we factor in trade openness. In an open
economy, wealthy households may satisfy their appetite for high-quality goods by importing
them instead of relying on domestic innovation. This reduces the incentive for local firms to
innovate, particularly in countries lagging behind the global technological frontier. This di-
vergence forms the crux of the study, which introduces a nuanced model to explore these
dynamics.

Three Scenarios of Inequality in Open Economies

The study outlines three key scenarios to explain how inequality and trade openness inter-
act:

1. Low Inequality
When inequality is modest, the quality demanded by the wealthiest households



aligns closely with the domestic technological frontier. Trade costs shield domestic
firms from foreign competition, allowing them to thrive. In this case, the growth dy-
namics similar to those of a closed economy, where inequality can spur innovation.

2. Moderate Inequality
As inequality rises, wealthy households demand goods of higher quality than what
the domestic market typically offers. Local firms, now facing competition from inter-
national providers, are compelled to innovate and lower prices to stay competitive. In-
terestingly, this can lead to a virtuous cycle: as high-quality goods become more af-
fordable, the wealthy consume more, indirectly boosting demand for complementary
goods. This scenario promotes innovation and growth.

3. High Inequality
When inequality becomes extreme, the rich opt to import high-quality goods, leaving
domestic firms unable to compete. The result? Innovation stagnates, and economic
growth slows. This creates a "dual economy," where some sectors remain highly in-
novative while others lag behind.

A “Dutch Disease” for Growth?

The study identifies a novel “Dutch Disease,” a term traditionally used to describe resource-
rich countries suffering from economic imbalances. Here, the phenomenon arises not from
resource wealth diverting factor input from more productive uses, but from windfall income
gains, such as through oil revenues, changing the economy’s demand structure. In such
cases, wealthy households’ increased purchasing power further tilts their preferences to-
ward imported goods, exacerbating the challenges for domestic innovators.

Policy Implications

The findings carry significant implications for developing nations navigating the twin chal-
lenges of inequality and trade liberalization. Policymakers might consider the following stra-
tegies:

e Support for Domestic Innovation: Governments can provide incentives, such as sub-
sidies or tax breaks, to boost local R&D and help domestic firms compete on a global
scale.

o Targeted Tariffs: In economies far from the technological frontier, carefully designed
tariffs could protect nascent industries, fostering growth.

e Strengthening the Middle Class: A robust middle class can serve as a reliable de-
mand base for domestic innovations, mitigating the adverse effects of extreme ine-
quality.

Conclusion

This research underscores the intricate relationship between inequality, openness, and
growth. While inequality can sometimes drive innovation, its effects vary significantly



depending on a country's openness to trade and its proximity to the technological frontier.
For developing nations, finding the right balance between openness and protection, while
addressing income disparities, is key to unlocking long-term growth.

In a world where the rules of global trade are more important than ever, understanding
these dynamics isn’t just academic—it’'s essential for crafting inclusive, sustainable growth
strategies.
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