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4.	 Determinants	of	Middle	Class	
Emergence

What forces shape the middle class and allow it to grow? 
By identifying these determinants it is possible to assess 
what policies help the middle class grow and contribute 
more to the development process. 

A.	 Economic	Growth	and	Income	Distribution

Sustained economic growth tends to lift large numbers of 
people out of poverty and into the middle class. As such, 
economic growth is critical to both poverty reduction and 
the rise of the middle class. Birdsall (2007) argues that 
“inclusive growth”—which she characterizes as growth 
conducive to increasing the size and economic command of 
the middle class—is fostered by many of the same policies 
that reduce poverty, namely, fiscal discipline (e.g., good 
debt management and a fair tax and redistribution system), 
lack of trade volatility, sound monetary policy (resulting 
in low and stable inflation), and improved infrastructure.

In addition to growth, however, reducing income 
inequality plays a key role in the rise of a middle class. 
Kharas and Gertz (2010) cite the interesting and contrasting 
experiences of Brazil and the Republic of Korea. From 
1965 to 1980, Brazil’s economy grew an average of 
5.6% per year, putting per capita GDP in 1980 at PPP 
$7,600. Given its high income inequality, the middle class 
constituted only 29% of the population by 1980. The small 
size of the middle class and its relatively low levels of 
consumption hindered the development of a knowledge-
based economy, and to this day Brazil remains primarily 
a commodity exporter. In contrast, the Republic of Korea 
grew 6.5% per year during 1965–86, reaching per capita 
GDP in 1986 of PPP $7,700, about the same level as Brazil. 
However a more egalitarian income distribution meant 
that the Republic of Korea’s middle class made up 53% 
of the population. (See Box 5 for a look at the emergence 
of the Republic of Korea’s middle class.) This allowed the 
Republic of Korea to develop a service- and knowledge-
based economy in a way that Brazil could not. Kharas and 
Gertz note that the PRC, with its high (and rapidly rising) 
level of income inequality, today more closely resembles 
Brazil in 1974 (when Brazil too had a per capita income 
of about PPP $6,000) than the Republic of Korea in 1983 
(with per capita GDP at PPP $6,300).

As for the large and evolving disparity between the 
spending power of the Indian and the Chinese middle 
class, Kharas (2010) argues that India’s lower levels of 

income inequality and a larger share of household income 
in GDP give it a big advantage. There is other evidence that 
supports this line of thinking. It is estimated that nearly 
three-quarters of the PRC’s capital goes to some 120,000 
state-controlled entities and their many subsidiaries, 
with the remaining quarter shared by the 40 million or 
so privately owned businesses (Business Week 2010). 
The result is that a large portion of business profits in the 
PRC end up in state coffers (and reinvestment), not in 
the pockets of Chinese entrepreneurs. In contrast, India’s 
bottom-up private sector model leaves a larger share of 
business profits in private hands which can be spent on 
consumer goods.

Certainly, there is little question that aggregate 
demand is heavily tilted in the PRC in favor of investment, 
government expenditure, and net exports. This is seen in 
household final consumption, which accounts for only 
37% of total output, significantly lower than in other Asian 
countries (66% in Viet Nam, 63% in Indonesia, 54% in 
India, and 51% in Thailand) (Kharas and Gertz 2010).

The contrast between the PRC and India is even 
starker in the rural areas. The PRC’s rural sector accounts 
for only a third of GDP and generates just 15% of growth; 
in India it accounts for 50% of GDP, up from 41% in 1982, 
and for about two-thirds of overall growth (Business Week 
2010). As a result, Indian consumer product companies 
have recognized the need to reach rural consumers to 
succeed, fuelling intense innovation in the development of 
low-cost products and services (frugal innovation). Indeed, 
Indian companies are now world leaders in designing and 
marketing low-priced products and services geared to low-
income consumers.

Analysis of household survey data by Khor and 
Pencavel (2006) shows that while there was considerable 
income mobility in the PRC in the early 1990s—more than, 
say, the United States—the situation had changed by the 
early 2000s. By that time, income inequality had increased 
and income mobility begun to slow. Interestingly, Khor 
and Pencavel find important differences across rural and 
urban areas. As the urban-rural gap in incomes widened, 
inequality among rural households decreased and income 
mobility increased, the opposite of urban areas, where 
inequality increased and income mobility decreased.

How can Asian developing economies—particularly 
the PRC—accelerate their transformation from export-
oriented and investment-led to personal consumption-
led growth? One way, of course, is to reduce high rates 
of household savings. This process could be aided by the 
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Box 5  Fostering a Middle Class—Korea’s Economic Transition 

From its position in the 1960’s as a developing, low-income country, 
the Republic of Korea has in just 30 years transformed itself into 
a major global economic player with a strong, stable, and sizable 
middle class. It did so through a visionary and effective government 
that introduced policies that fostered such change.

The process of middle class development started in 1962 with 
the Five Year Economic Development Plans, which led to rapid 
industrialization and the creation of stable sources of employment. 
By 1966 middle class formation became a specific topic of concern 
when then-President Park Chung-hee gave a speech reflecting social 
concerns such as relative income distribution and workers’ real 
wages.

The emergence of the middle class was further encouraged by (i) 
policies that promoted wealth accumulation among the middle and 
lower middle classes and (ii) policies for accumulating and maintaining 
human capital—namely, education and health—for middle income 
groups. Among these, the “Workers’ Asset Building Savings” plan 
and the health insurance system effectively raised middle class living 
standards and reduced vulnerability to poverty.

Workers’ Asset Building Savings
In 1976, the government introduced Workers’ Asset Building Savings 
under the Saving Promotion and Workers’ Asset Building Supporting 
Act. Savings provides a safety net in the face of risks and negative 
income shocks, but they are also a key component of the formation 
of a middle class. Since the poor generally do not have sufficient 
means to save, these savings policies are essentially directed at 
lower middle class groups.

When the new plan was enacted, employees whose monthly income 
was below 250,000 won (W)—about $1,036 2005 PPP—were 
entitled to an asset building account. Monthly savings put into these 
accounts were between W5,000 and W120,000, but were not 
allowed to exceed 30% of monthly income. 

The accounts were exempted from taxes with government and 
employer added subsidies in the form of matching funds, raising the 
effective interest rate to roughly 60% to 180% higher than the normal 
interest rate, depending upon maturity and a worker’s income level. 
Depositors could also borrow housing funds for up to W20 million. 
In 1987, the upper bound of workers’ monthly income was raised 
to W600,000—(about $1,446 in 2005 PPP) under the Workers’ 
Housing Stability and Asset Building Supporting Act.

Meanwhile, similar types of tax-exempted, long-term savings for 
middle and low-income workers were created in the early 1990s: 
workers’ preferential savings deposits and long-term savings, and 
households’ long-term savings. These accounts gave tax incentives, 
but there were no direct subsidies from the government or employers 
and subsequently disappeared in the early 2000s, as the government 
tried to minimize preferential tax benefits on financial commodities.

The National Health Insurance System
The National Health Insurance was an important foundation for 
building up human capital for the middle class, as it provided 

medical services at affordable prices. The Medical Insurance Act 
was created in 1963, with actual implementation first occurring in 
1977 to companies with more than 500 employees. The program 
subsequently extended its coverage to public officials, and employees 
in educational institutions in 1979, rural residents in 1988, and 
urban residents in 1989; by 1990 the majority of the population was 
covered, with the exception of the extremely low-income population, 
which receive government subsidized medical care. Between 1988 
and 2003 the system absorbed all other public health insurers.

Coverage through the National Health Insurance is compulsory for 
all. The employed make a monthly contribution through an automatic 
salary deduction in proportion to income of which 50% is paid by the 
employer, with the contribution rate determined each year (5.33% 
in 2010). No contribution is required for the portion of monthly 
income exceeding W6.579 million. Dependents of an enrollee 
with no income are automatically covered without any additional 
contributions. On the other hand, self-employed or regional insured 
enrollees have to contribute according to their identified income. The 
system has effectively redistributed income, providing the foundation 
for productive human capital.

Policies for middle class recovery after 1997/98
Despite its successes, Korea remains focused on middle class 
development. The 1997/98 Asian financial crisis, for example, 
spurred the government to implement policies explicitly aimed 
at the formation and recovery of the middle class. In 1999, the 
government presented “measures for stabilization of [the] middle 
class and ordinary people’s living.” It planned to spend W1.4 trillion 
to reduce the tax burden of wage earning workers, and W1.1 trillion 
for government projects for middle class and ordinary people. 1 

It effectively reduced income tax by 41.7% for workers whose annual 
income was W15 million, while income tax was reduced by 17.9% for 
annual income of W30 million. Small and medium enterprises and 
venture startups got more tax exemptions on initial operations. 

Among measures aimed at boosting the middle class are: (i) support 
for small startup firms through credit guarantees, management and 
marketing know-how, and network infrastructure for ventures, (ii) 
enlarging loans to college students, subsidizing education investment, 
health insurance, and housing funds for low-income group, and (iii) 
extending low interest loans to rural populations.

In March 2009, the government made “Human New Deal for Middle 
Class” one of the two main agendas under President Lee Myung 
Bak. 2 It aimed to (i) prevent slippage into the lower class, (ii) promote 
entry into the middle class, and (iii) foster the future middle class. 

Policies to prevent slippage included helping to maintain and create 
jobs, diversify household income sources, and lower household 
expenditures on housing, health and especially education. 

Policies to promote entry included enhancing vocational education 
and job training, strengthening work incentives for low-income 
groups, fostering startup firms such as “one-person creative firm(s),” 
and improving the transmission of social welfare expenditures.

 1 “Ordinary people” is not scientifically defined but usually refers to low- and middle-income groups. The middle-high income group may be excluded in this category.
 2 The other main agenda is “Green New Deal”, focused on environmentally friendly technologies.
Source: Ha (2010).
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development of broader social safety nets, including social 
security and universal health care, helping to stimulate 
personal consumption in Asia.23 

The PRC could also accelerate the development of 
its middle class by raising the share of household income 
in GDP directly through macroeconomic policy changes. 
Kharas and Gertz (2010) suggest two: first, use the large 
profits of state-owned enterprises to reduce labor taxes 
and fees on employment, and, second, accelerate banking 
reforms to ease access to credit for small and medium 
enterprises. Both measures would increase the share of 
labor, and, thereby, the share of household income in GDP.

Additionally, the PRC could increase aggregate 
consumption by changing its exchange rate policy. The 
yuan is alleged to be undervalued relative to the US dollar, 
making Chinese goods artificially cheap to foreigners and 
foreign goods artificially expensive to the Chinese. The 
undervalued currency is equivalent to a subsidy on exports 
and a protective tariff on imports. If the yuan were to rise 
in value relative to the US dollar, Chinese consumption of 
goods and services produced elsewhere in the world would 
rise.24

B.	 Jobs	and	Education

Ultimately, two factors drive the creation and sustenance 
of a middle class: (i) stable, secure, well-paid jobs with 
good benefits, and (ii) higher education. This is clearly 
borne out by our examination of middle class profiles, 
which showed that a large portion of the middle class 
(in the Philippines, India, and the PRC) have jobs which 
provide them with stable incomes in comparison to the 
poor, who are primarily self-employed. The US case 
provides more substantial support for these claims, where 
the automobile industry is credited with contributing 
significantly to the creation of an urban middle class in the 
post-war economy. The industry grew rapidly in the early 
years of the last century, auto sales rising from 4,100 in 
1900 to 895,900 in 1915, to 3.7 million in 1925, producing 
huge growth in automobile employment. By 1925, over 
10% of US workers were working in occupations related 
to the production, sales, service, or fueling of automobiles 
(Kyvig 2004).

23	 Wei	and	Zhang	(2009)	propose	that	high	savings	due	to	a	precautionary	
motive	may	not	be	the	only	reason.	In	particular,	Chinese	households	
may	save	due	to	the	desire	for	parents	of	sons	to	postpone	consumption	
in	order	to	increase	their	son’s	competitiveness	in	the	marriage	market.	
They	posit	that	the	competitive	factor	may	account	for	up	to	half	of	
the	increase	in	the	household	savings	rate	during	1990–2007,	and	
this	will	not	be	easily	reversed	as	long	as	the	imbalance	in	the	ratio	
of	women	to	men	in	the	PRC	persists.

24	 “The	Renminbi	Runaround,”	by	Paul	Krugman,	New	York	Times,	25	
June	2010,	page	A31.	

Despite this, industry wages were too low—and non-
salary benefits almost nonexistent—to put auto workers 
into the middle class. It was only toward the late 1930s, 
when unionization became the norm, that wages began 
improving significantly. Workers and the auto companies 
struck an implicit social contract whereby the companies 
would get labor, loyalty, commitment and productivity in 
exchange for good wages and job and retirement security. 
This new balance of power made US auto workers the 
first well-paid working class, with job security and 
health and retirement benefits, in the world (Freeman and 
Medoff 1984). As the US example suggests, sometimes 
it takes more than the sustained growth of a new, mass-
production-based industry to create middle-class jobs; 
other interventions, in this case unionization, may also be 
needed to ensure that the jobs created are well-paid, stable 
and secure, providing workers a middle-class lifestyle.

Banerjee and Duflo (2008) make a broadly similar 
point in their paper on the middle class in developing 
countries. According to them, “… nothing seems more 
middle class than the fact of having a steady well-paying 
job… The reason why this matters – indeed why it might 
matter a lot – is that it leads us to the idea of a good job. A 
good job is a steady, well-paid job; a job that allows one 
the mental space that one needs to do all those things that 
the middle class does well. This is an idea that economists 
have often resisted, on the grounds that good jobs may 
be expensive jobs, and expensive jobs might mean fewer 
jobs. But if good jobs mean that children grow up in an 
environment where they are able to make the most of their 
talents, one might start to think that it may all be worth it.”

Widespread education, especially post-secondary, 
is the other important element in creating a large middle 
class. Again, the US provides a good historical example. 
Its G.I. Bill of 1944—which provided college or vocational 
education benefits (in addition to many others, including 
one year of unemployment compensation and low-interest 
home loans) to returning World War II veterans—sparked 
a vast expansion and democratization of US higher 
education (McCarthy 1975).

Before World War II, high school graduation was 
rare in the US; millions of armed forces personnel had not 
even graduated from grammar school, and many young 
Americans did not go beyond the 10th grade. The impact of 
the G.I. Bill was profound. Two years before the war, there 
were 160,000 students in college; by 1950 the graduating 
class was nearly 500,000 (Greenberg 1997). In 1942, 
veterans accounted for 49% of college enrollments. Before 
the war, there were only 25 research universities and only 
10% of young adults went on to attend college. With the 
G.I. bill the number of research universities grew to 125 
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and the proportion of young adults attending college was 
nearly 51%. Seven million veterans took advantage of 
education and training, with 2.2 million attending college 
(Wilson 1995). The bill also allowed thousands of African 
Americans to attend college for the first time in US history.

Bledstein (1978) summarizes the unique role of 
the university in the development of the US middle 
class: “With the creation of the university in America, 
an institution unlike any in Europe, the middle class 
succeeded in establishing an institutional matrix for its 
evolving types of behavior. By and large the American 
university came into existence to serve and promote 
professional authority in society. More than in any other 
Western country in the last century, the development of 
higher education in America made possible a social faith in 
merit, competence, discipline, and control that were basic 
to accepted conceptions of achievement and success.”

Of course, other aspects of the G.I. Bill played a role 
in expanding the US middle class. The offer of subsidized 
mortgages meant that millions of servicemen could afford 
homes for the first time. Residential construction jumped 
from 114,000 new homes in 1944 to 1.7 million in 1950 
(Suddath 2009). Indeed, the rise of the subdivision—an 
icon of US middle-class lifestyles—is often attributed to 
the G.I. Bill.

Nevertheless, it was affordable access to college 
that, above all, provided a ticket to the middle class for a 
whole new generation of Americans. It is no wonder the 
1950s are often regarded as a golden era of US prosperity 
and affluence.

This suggests that creating jobs that provide stable 
wage employment and more education are highly important 
factors for developing countries to focus on in their efforts 
to expand the middle class. It also highlights the role well-
crafted policy can play in building the middle class.

C.	 Mobility	and	Vulnerability

While Asia’s middle class has grown rapidly, some of this 
could easily be reversed. Because much of the decline in 
poverty has occurred among individuals living on about 
$2 a day, the new middle class is extremely vulnerable. 
Indeed, as Figure 4.1 shows, the actual change in poverty 
(from 1990 to 2005) at the $2 poverty line has been 
significantly greater than what would be expected from 
distribution-neutral economic growth (shown in the figure 
as “simulated change”). While such growth is positive 
and suggests that the developing world has experienced 
pro-poor growth, it also suggests that a large proportion 
of the new middle class in developing countries can easily 

slip back into poverty in the event of external shocks and 
economic contractions. Indeed, while it is too early to tell, 
it is quite possible that a large number of middle-class 
individuals slipped back into poverty during the global 
recession of 2008–09.

The 1997/98 Asian Financial Crisis provides 
valuable evidence of the risks. Two surveys from 
Indonesia just before and after the crisis (1996 and 1999) 
show that the number of middle-class individuals ($2–$20 
per day) fell by 4.8 million or roughly 10% of the middle 
class population. Almost all individuals slipped back into 
poverty probably because of the severe contraction in the 
Indonesian economy. 

Panel household survey data can be an effective 
tool for tracking the mobility of the poor into the middle 
class, as well as the downward mobility of the middle class 
into poverty, and for identifying the influencing factors. 
Recently, with the increased availability of longitudinal 
data sets from developing countries, there have been 
several efforts to analyze income mobility. 

Using panel data from the different rounds of the 
Indonesia Family Life Surveys, Chun (2010) has estimated 
the factors associated with household vulnerability to 
poverty.25 She finds that safety nets—in particular, social 

25	 Chun	(2010)	first	estimates	a	bivariate	probit	to	estimate	the	probability	
of	a	household	being	in	poverty	in	one	period,	conditional	on	being	
in	poverty	in	an	earlier	period.	She	also	estimates	household-level	
regressions	of	log	consumption	per	capita	and	variance	in	consumption	
to	assess	how	different	factors	affect	household	vulnerability	to	poverty.

Source: Ravallion (2009).
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programs such as the health card program and a subsidized 
rice program for poor households—are important in 
reducing vulnerability to poverty in Indonesia. Her 
analysis confirms that workers in agriculture with little 
education are the most vulnerable to falling into poverty. 
Surprisingly, the results suggest the availability of private 
credit banks can actually lead to greater vulnerability as 
well as higher variance in consumption fluctuations.

Although the Family Income and Expenditure Survey 
(FIES) of the Philippines is not a panel survey, its sampling 
design provides for a subset of common households in the 
sample between two consecutive rounds. Data on 7,500 
households from both the FIES 2003 and the FIES 2006 
are used to examine the income mobility of households. 
Table 4.1, which displays the movement of households 
across expenditure groups from 2003 to 2006, shows that 
8.7% of those classified as middle class ($2–$20) in 2003 
became poor in 2006, while 7.3% of those poor in 2003 
moved up to middle class status in 2006.

The FIES contains questions on the sources of 
income, detailed consumption patterns, assets, living 
conditions and family profile of sample households. Table 
4.2 shows the distribution of the “panel” households 
across the major sources of income for 2003 and 2006. 
The major source of income is determined as the income 
source with the biggest percent share of income. The data 
indicates that the main source of income for the majority 
of the households did not change between 2003 and 2006. 
Wages or salary from non-agriculture activity, agriculture 
entrepreneurial activity, and remittances from abroad were 
the top three sources of income in both periods.

To understand the factors associated with downward 
mobility in the Philippines, we fit a maximum-likelihood 
probit model to the probability of middle class households 
in 2003 moving into poverty by 2006. The results suggest 
that middle class households in 2003 with large family 
size and a large number of dependents were more likely to 
fall into poverty by 2006 (Table 4.3). On the other hand, 
households headed by a high school or college graduate 
were less likely to fall into poverty (and more likely to 
stay middle class). The larger the number of household 
members working as own-account members and casual/
temporary employees, the greater the risk the household 
will fall into poverty. The risk of falling into poverty was 
lower for almost all other occupations.

A similar analysis of downward income mobility 
in the PRC by Khor and Pencavel (2010), using CHIP 
(Chinese Household Income Project) survey data from 

Table	4.1		Distribution of “Panel” Households 
by Expenditure Class, Philippines (2003	and	2006)

2003
2006

Poor (>$2) Middle ($2–$20) Rich (>$20) Total

Poor	(<$2) 30.5 7.3 0.00 37.7

Middle	($2–$20) 8.7 51.9 0.6 61.2

Rich	(>$20) 0.0 0.6 0.5 1.0

Total 39.2 59.7 1.1 100.0

Source:	 Staff	estimates,	based	on	the	2003	and	2006	FIES.

Table	4.2  Distribution of Panel Households across Major Sources of Income, Philippines (2003	and	2006)

Distribution (%) in 2003
Distribution (%) in 2006

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) Total

(1)	Wage/salary	from	agriculture	activity 4.03 1.03 1.58 0.23 0.03 0.08 0.18 0.4 0.1 0.09 0.17 7.92

(2)	Wage/salary	from	non-agriculture	activity 1.08 27.46 1.77 1.77 0.32 1.26 1.74 1.52 1.47 0.05 0.52 38.95

(3)	Agriculture	entre-preneurial	activity 1.8 1.72 11.94 0.77 0.18 0.23 0.67 0.9 0.32 0.12 0.26 18.92

(4)	Wholesale	and	retail 0.19 1.71 0.7 3.31 0.07 0.52 0.59 0.34 0.36 0.02 0.08 7.88

(5)	Manufacturing,	mining,	quarrying	&	construction 0.03 0.32 0.17 0.16 0.49 0.08 0.09 0.06 0.08 0.01 0.04 1.53

(6)	Services 0.12 1.26 0.25 0.59 0.08 1.52 0.3 0.13 0.25 0.02 4.51

(7)	Assistance	from	abroad 0.11 1.36 0.54 0.33 0.06 0.35 4.48 0.31 0.72 0.24 8.49

(8)	Assistance	from	domestic	sources 0.27 0.67 0.64 0.22 0.01 0.12 0.33 1.14 0.31 0.03 0.2 3.95

(9)	Income	from	investment/pension 0.1 1.08 0.53 0.33 0.01 0.25 0.7 0.33 2.13 0.02 0.19 5.68

(10)	Income	from	family	sustenance	activities	&	Other	Income 0.1 0.04 0.14 0.03 0.03 0.05 0.02 0.02 0.04 0.47

(11)	Received	as	gifts 0.05 0.38 0.17 0.05 0.07 0.08 0.17 0.25 0.09 0.40 1.70

Total 7.88 37.03 18.43 7.78 1.35 4.48 9.25 5.43 5.85 0.36 2.16 100.00

Source:	 Staff	estimates,	based	on	the	2003	and	2006	FIES.
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1991–95 and 1998–2002, suggests important differences 
across rural and urban areas in the factors determining 
income mobility. The study finds that female-headed 
households are less downwardly mobile than male-headed 

households in urban areas, but not in rural areas. Ethnic 
minorities tend to be more downwardly mobile than non-
minorities in rural areas, but not in urban areas. While 
larger households tend to be less downwardly mobile in 

Table	4.3  Probit Estimates of the Probability of Middle-Class 
Households in 2003 Moving into Poverty by 2006, Philippines

Characteristics in 2003 Marginal effects Standard errors

Family	size	in	2003 0.0005 0.0038

Number	of	dependent	members	in	2003 0.0278*** 0.0048

1	if	head	is	highschool	graduate	in	2003 -0.089*** 0.0111

1	if	head	is	college	graduate	in	2003 -0.0786*** 0.0122

Number	in	household	members	working	on	own-account	in	2003 0.007 0.0062

Number	in	household	members	working	as	employer	in	2003 -0.0388*** 0.0135

Number	in	household	members	working	as	casual/temporary	employees	in	2003 0.0086 (0.0087)

Number	in	household	members	working	as	permanent	employees	in	2003 -0.0361*** 0.0079

1	if	main	source	of	income	in	2003	is	wage/salary	from	non-agricultural	activity -0.1604*** 0.0221

1	if	main	source	of	income	in	2003	is	agricultural	entrepreneurial	activity -0.0578*** 0.0167

1	if	main	source	of	income	in	2003	is	wholesale	and	retail	activity -0.1036*** 0.0101

1	if	main	source	of	income	in	2003	is	manufacturing	/	mining	&	quarrying/construction	activity -0.1017*** 0.0085

1	if	main	source	of	income	in	2003	is	service-related	activities -0.0978*** 0.0098

1	if	main	source	of	income	in	2003	is	assistance	from	abroad -0.1415*** 0.0078

1	if	main	source	of	income	in	2003	is	from	assistance	from	domestic	sources -0.086*** 0.0117

1	if	main	source	of	income	in	2003	is	income	from	investment	&	pension -0.1077*** 0.0085

1	if	main	source	of	income	in	2003	is	income	from	family	sustenance	activities	&	other	income -0.0272 0.0508

1	if	main	source	of	income	in	2003	is	from	received	as	gifts -0.0737*** 0.017

Number	of	observations 4372

Pseudo	R2 0.1335

Chi-square	test 460.57

Log	likelihood -3038768.1

Note:	 ***	p<0.01,	**	p<0.05,	*	p<0.1
Source:	 Staff	estimates	based	on	the	2003	and	2006	FIES.
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rural areas, there is no relationship between household size 
and mobility in urban areas. More years of schooling are 
associated with a lower probability of downward income 
mobility in both rural and urban areas. Interestingly, 
Communist party membership is associated with a 
lower probability of downward mobility in both rural 
and urban areas. These results suggest the importance of 
distinguishing between rural and urban areas in analyzing 
the determinants of downward income mobility.

The evidence strongly indicates the role that 
formation of stable jobs, increased education, and safety 
nets can play in allowing individuals to reduce their 
vulnerability to poverty and increase their chances of 
remaining middle class.

Table	4.4  Determinants of Changes in Size of the Middle Class across Countries (1985–2006)

Variables % MC $2–$20 (SM)
MC share of consumption middle 3 

quintiles (SM)
MC .75-1.25 of median consumption 

and > $2 per day (SM)

PerCap	Cons	(SM) -0.000706 -0.00149 0.00128 0.00277* 0.00309* 0.00335** 0.0171*** 0.00986* 0.00641

[0.00529] [0.00574] [0.00519] [0.00155] [0.00168] [0.00170] [0.00481] [0.00505] [0.00462]

Trade	to	GDP	ratio 0.00703 0.00558 0.00229 0.00287 -0.00266 -0.00692

[0.0110] [0.0100] [0.00321] [0.00327] [0.00967] [0.00891]

Share	urban	population 2.09 3.055 0.0485 -0.0652 21.71** 21.48**

[11.32] [10.21] [3.310] [3.338] [9.951] [9.081]

Service	share	of	GDP 0.441 2.166 1.367 1.716 -12.95*** -15.42***

[4.099] [3.787] [1.197] [1.237] [3.602] [3.369]

Max	political	stability	1990–98 -0.103 1.742 -0.56 -0.0269 16.74*** -7.556***

[3.789] [2.229] [1.106] [0.728] [3.329] [1.983]

Max	government	effectiveness	1990–98 0.172 -3.026 -0.0199 -0.689 -23.10*** 7.685***

[6.117] [2.788] [1.785] [0.910] [5.375] [2.480]

Degree	of	openness	90–99 3.339 0.145 1.218

[6.134] [2.003] [5.457]

Black	market	markup 7.79E-05 1.86E-05 -0.000214*

[0.000136] [4.45e-05] [0.000121]

Ethnolinguistic	fractionalization	15 5.614 2.802* -45.87***

[5.142] [1.679] [4.574]

Constant 0.0691 -1.393 -8.629 -0.885 -2.219 -3.263 33.82*** 34.50*** 44.58***

[2.487] [5.259] [7.965] [0.727] [1.535] [2.600] [2.263] [4.621] [7.086]

Country	fixed	effects Y Y Y Y Y Y Y Y Y

Observations 292 289 272 290 287 270 292 289 272

R-squared 0.167 0.169 0.139 0.179 0.18 0.189 0.925 0.929 0.941

Notes:	 SM	=	survey	mean;	MC	=	middle	class
		 Standard	errors	in	brackets
		 ***	p<0.01,	**	p<0.05,	*	p<0.1
		 Data	based	on	an	unbalanced	sample	of	data	where	middle	class	size	is	generated	from	tabulated	PovcalNet	distribution	data	for	84	developing	countries	as	detailed	on	Chun,	

Hasan	and	Ulubasoglu	(2010).
		 Variables	from	other	sources	comes	from	Barro	and	Lee	(2010),	Wacziarg	and	Welch	(2008),	Desmet,	Ortuno-Ortin	and	Wacziarg	(2009),	and	world	development	indicators.
Source:	 Staff	estimates.

D.	 Cross-Country	Determinants	of	Middle-Class	
Growth

It is possible to use cross-country data to analyze the 
economic and policy determinants of middle-class growth. 
Using an unbalanced panel of data for 1985–2006 for 84 
developing countries in Asia, changes in middle-class size 
based on tabulated distributions of household survey data 
are regressed on initial country characteristics, including 
initial consumption per capita and country fixed effects.

Higher initial levels of per capita consumption are 
associated with lower rates of growth in the absolute 
size of the middle class ($2–$20) (Table 4.4). This 
effect turns slightly positive when the middle class is 
defined as the consumption share of the middle three 
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consumption quintiles and is only slightly positive and 
significantly different from zero when the 0.75–1.25 of 
median consumption definition is used after putting in a 
series of control. Few other variables appear significant in 
explaining changes in the absolute size of the middle class 
or changes in the consumption share of the middle three 
quintiles. If the middle class is defined as those individuals 
consuming 0.75–1.25 of median consumption, the urban 
share of the population, service share of GDP, political 
stability, government effectiveness, and ethnic linguistic 
fractionalization matter as significant determinants of 
middle-class growth. Overall, though, the empirical 
results are weak enough to suggest that the determinants 

of middle-class growth may be too country-and context-
specific to analyze with aggregated, cross-country data.

Still, factors commonly found to be significantly 
related to higher growth in the cross-country growth 
literature are also found to be good for the growth of the 
middle class when defined as those falling between 0.75 
and 1.25 of median income. This suggests that many of 
the same policies that are good for growth, such as fiscal 
discipline, sound monetary policies, and reduced trade 
volatility, may also foster middle class growth.
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